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EXECUTIVE SUMMARY

A. PROJECT BACKGROUND. One of the reasons for review i ng -the US Army
Materiel Development and Readiness Conii~and’s (DARCOM) Economic Pric e
Adjustment (EPA) experience~is that history often repeats itself. In

~J the fall of 1973 few DARCOM contracts contained EPA provisions and the
resulting inflation caused many DARCOM contractors to absorb large cost
Increases on their firm-fixed-price contracts . Although many contractors

• requested relief as a result of inflati on , there was no lega l method to
grant relief since they did not contain EPA provision. Since the current
economic trend foresees continued inflation , ~thara exists a need~to studyrecent DARCOM EPA experience to preclude a repeat of the Past.) ••

B. OBJECTIVES. The objectives of the study are to evaluate th~~effect1ve-ness of the current policy , criteria , and usage of EPA provisi ons within
DARCOM and to identify the need for revised criteria in determining the
necessity for EPA in future contracts.

-, 
~4~i ~~~~~C. STUDY APPROACH AND RESEARCH METHODS EMPLOYED. The study and research 

~~~~~~~~~~~~~~~~~~~methods employed consisted of reviewing publications and on-going research
in the area , evaluating current EPA poli cies , evaluating statistical data
on EPA and interv iewing personnel at HQ DARCOM and its major subordinate
coninands . Data was limited to contracts with EPA provisions awarded through
30 September 1976. The report does not reflect DARCOM experience since
30 September 1976 including recent policy statements on de-escalation.

0. FINDINGS AND RECOMMENDATIONS. ~‘Economic Price Adjustment provisions
are necessary contractual options available to the Contracting Officer in
the selection of contract type. The contract type should be a fair , reason-
able , and equitable risk allocation between the contract prices . The report -

sui a~1-~es~that today ’s EPA poUcy promulgated since 1974 dictates current
usage . The findings -nñd their support f ng narrat~~~

’
~ how that current usage

fails to take into account DOD policy on risk , profit , contract type, and
cost analysis. The reconitiendations include: revision to DOD policy on EPA ,
risk, profit , contract type, and cost analysis; areas of emphasis on the use
of EPA ; and potential areas for future studies .
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[ CHAPTER I

INTRODUCT ION

A. FOREWORD. One of the reasons for a rev i ew of the US Army Materiel

Development and Readiness Command ’s (DARCOM) Economic Price Adjustment (EPA)

experiences is that history repeats itself. When the Arab oil embargo and

materiel shortages occurred in the Fall of 19/3 a l imited number of contracts

contained EPA provisions. The resulting spiraling inflation caused many

DARCOM contractors to absorb large cost increases on firm-fixed-price contracts

including some multi -year and many with options . Consequently a large number

of contractors requested relief . Lacking an EPA provision in the affected

contracts , a legal vehicle for granting relief was not available. Authorities

foresee continued inflationary problems , especially in selected commodities .

Therefore a need existed to study recent DARCOM experiences with EPA provisions

to preclude a repetition of the past.

B. PROBLEM. Inflationary economic conditions during 1 974 and 1975 necessitated

the Increased use of Economic Price Adjustment provisions. Within the

Department of the Army (DA), EPA clauses were requ i red for long-term and

multi-year contracts , and contracts with fixed-price options. EPA policy has

been extended to subcontracts . Current inflation rates , while still historically

high , are much more stable and predictable than in the 1974 and 1975, excepting

conditions such as another oil embargo . There needs to be a review of the

effectiveness of past and current usage of EPA provisions to determine the

proper role of EPA provisions in future Army contracts .
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C. OBJECTIVES. The objectives of the study are to evaluate the effectiveness

of the current policy , criteria , and usage of EPA provisions within DARCOM

and to identify the need for revised criteria in determining the necessity

for EPA in future DARCOM contracts .

0. STUDY APPROACH AND RESEARCH METHODS EMPLOYED.

1. Review recent publicat ’ions and on-going research in the area of

EPA provisions .

2. Evaluate current Department of Defense (DOD), DA , DARCOM , and major

subordinate commands (MSC ’s) policies on the use of EPA provisions.

3. Obtain and analyze Individua l Procurement Action Reports (DD Form 350)

data to determine the current status and trends in the use of EPA provisions

with in DS4RCOM.

4. Select and analyze a sample of fixed-çrice contract files with

EPA provisions at selected DARCOM MSC’s and in conjunction therewith i nterview

F appropriate personnel to assess opinions and attitudes on the use of EPA

provisions.

5. Conduct interviews with the Defense Contract Audit Agency (0CM),

Defense Contract Administration Services (DCAS), and other governmental and

non-governmenta l personnel . j
6. Analyze all data gathered and synthesize findings in the form of

a written report.

7. The study and research did not address contracts that were subject

to ASPR 3-4O4.3(c)(3)C.l3. The citation states in part , “When the contract

contains cost incentives , any sums paid to the contractor on account of

economic price adjustment provisions shall be subtracted from the 
total2
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of the contractor ’s allowable cost for the purpose of establishing the

total costs to which the cost incentive provisions apply. ”

8. Data was limited to contracts with EPA provisions awarded through

30 September 1976. The report does not reflect DARCOM experience since

30 September 1976 including recent policy statements on de-escalation.

E. ORGANIZATION OF REPORT. The rev i ew of current literature and policy

gu idance on EPA usage is contained in Chapter II. Chapter III covers the

analysis of data and findings on EPA based on field trips and interv iews.

Chapter IV provides guidelines for better application of EPA in future

procurements. Findings and recommendations are provided in Chapter V.
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CHAPTER II

THEORY AND POLIC Y ON EPA USAGE

• A. INFLATION MEASURES AND EPA USAGE. The purpose of thi s section of the

report is to review briefly: I nflation , the major cause of the need for

EPA provisions; Index numbers which are utilized to determi ne or project

• inflation; contingency pricing which Is a substitute for EPA provisions ;

and Government and industry treatment of inflation.

1. Inflation. Paul A. Samuel son defi nes Inflation as “ ...a time of

generally rising prices for goods and factors of production - rising prices

• for bread , cars , haircuts , rising wages, rents. etc. Deflation means a

time when most prices and costs are fall i ng.”1 Inflation is a product of

many causes such as materi al shortages, too much spending and attempts to

control prices , to name a few. While an i ncomplete explanation , i nflation

is widely regarded as being caused by too many dollars chasing too few goods,

a phenomenon known as “demand-pull” inflation.

2. Index Numbers. An Index number is used to measure the change in

magnitude such as price of an Item compared to Its price In some basic period .

Index numbers are usually classified i nto three basic categories: price ,

quantity and value . This study is concerned only with price. There are

three basic price indices wi th which most people are familiar; they are the

Consumer Price Index (CPI), Wholesale Price Index (WPI), and Gross National

Product (GNP) Deflator.

1Paul A. Samuel son , Econom ics, Ninth Edition. (New York , N.Y., McGraw-
Hill Book Co., 1973), p. 270.

4
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The Consumer Price Index is a monthly i ndex made up of the prices of

• 400 selected items (goods and services ) bought by families throughout
-‘ 

the US every month. This data is collected by the US Department of Labor,

Bureau of Labor Statistics. Table 1 is an example of the Consumer Price

Index in terms of the effects of inflation rates from one year to the

next. In simple terms , the CPI means the cost of groceries in 1975 was

11.9% higher than in 1974.

The Wholesale Price Index is an index which covers the wholesale prices

of approximately 2300 items . Table 1 also shows the WPI composite in terms

of annual inflation rates compared to the CPI.

The Gross National Product Deflator is an index of the Gross National

Product. The Gross National Product is the value of end goods and services

produced by the US during a year. The GNP is now over a trillion dollars .

The GNP Deflator is a gross indicator of price changes in the US economy

as a whole.

There are four primary sources of i ndex data :

(1) US Department of Labor , Bureau of Labor Statistics ,

(2) US Department of Commerce , National Bureau of Standards and

Bureau of Economic Analysis ,

(3) Federal Reserve System, and

(4) Trade Association Publications.

In Defense contract pricing , the general purpose of Index number is to

aid the price analyst to either inflate or deflate prices paid for i tems in

previous years to some base year ’s constant dollars by removing inflation 
so5
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tha t pr lt ~‘‘ I or t a t h yt ’ar Cdn be ‘.11 rt’et ly conipari’d . Thus 1 nde’x flUflibers

can aid the’ pr i c ’ ana lv’ . t to nt I a t e ,  or .11 a t e  p,. ~ e’. to,• direc t

compar icon ; to proj et t os t ‘. rel at e’d 0 F PA aqret’mell t s In contraL t ‘. I or

hudqet ir~os~ . ; and to  t at ii i t  a te ’  t rend ana lyc i s  in the ~t’l e’~ t i on of

an index to usc ’ in an LPA con t rac t

1 he’ has i, nie’thod to he’ ust’d by a lontr ac t 1 I I I)  O t t  i ct ’t t O  -~c’1 e ’ t

.111 index i s  t Cl coilsu I t  w i t h  a pr ice ana l ys t or .in cs oIiom i & .111,1 1 y’ t -

Theodore’ W - t i c s . In a presentat ion a t  t he’ N ort  he’aS t NC~~ Req I ona 1

Symposium , exp l a in s :

the c’f fort 1 IWO 1 ved and t he prob I tins encountered
in coilStr u’ . ( 1  IlL) spec I 11’ .  ind Ices t a i l  ore?d to

• part icula r procurement i S one of the ‘.1 qn I fi ca nt
reasons why economic price ’ adjustment pro v 1 5 100 S
are’ ra re’l y used In Det’en se Con t i- act  s . Few neqot. I a tors
and price ’ analysts are fami ii ar with the sources of
Index data or the app lic at ion of those data . The
iiiany poss ib le ’ labor and mater ia l  i nd I c’ .’s — — number I nq
more than a thousand a t  the most deta i led level —
magnify the problem of srlect lnq an appropriate set
of indic es for a part Ituhir procurement. The result
I t  h~s seemed , has been to avoid the I s sue en t I re’ 1 y

• 

• 
and to provide li t t le  or no protectIon aqa1 l~st the
consequences of future price leve l changes . -

A paper by Bass and W el ch s ta t e s  t h a t the use of indices have

four basic adv a ntaq e ’s :

Theodore V . t I s s  . A 1 eii ’ ra I Index t or I cononi Ic Pr i cc ’ Ad~ u s tmen
CIt Defense Contract  s , ( I’re ’cen t at ion at t he’ NCHA Nort he1i s t Req I onal
Symposium , May fl _ C) , J ()/ 5) • -

1
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1) A s i nip 1 c ’ met hod is prov i dt’d t or mea sur I n& i chanqes
over t line’ a ri ~ t a I so hanqe ’ between di f ferent 1 oca t ions

(1 When da t a is s t a t e d  in a V a r i e t y  of un i ts  such as
do llars • tons o i- a l lons • t he measureme nt of change i S
Si nip 1 111 ed throuqh index ilUillbe’rs

3 ) A qe’nt’t-a 1 ineasuremen t or seqinen t of bus i ne’s s can
• be exp re ’sse ’d in a c inqle I iqurt ’ throuqh the construction

of a composit e i ud ex . and

(4)  Cyc l i ca l  patterns of business a re’ readily described . 3

• Fhic portion of the report is not intended to teach the reader how to

use Index numbers in defense contract pricing but to qive a brief overview

of index numbers . For the reader who is interested in learning more about

index numbers , their construction and use , one is referred to “Pr1r~ Index

Numbers in Defens e Contract Pr ic ing ” published by Procurement Associates .

3. Contingency Pricing As A Substitute For EPA Provisions. The prima ry

reason for usIng contingency pricing is to achieve competition and obtain the

lowest price. Increased use has been the experience in recent years due to the

increased emphasis on firm-fi xed price (FEP ) contracts containi ng long contrac-

tua l periods. The extended contract periods are caused by the exerci se of

options and the use of multi-year provisions . But what would happen to the

contractor on these contracts If the US had a sudden upward trend in I nflation

as occurred ‘In the fall of 1973 as a result of the Arab oil embargo and

material shortages? An FFP contract places total risk on the contractor for

price, performance and tIme . Wha t occurred In tI fall of ‘1973 left the

3Melvln 1. Bass, Major, USAF , and Bobby 0. We lch , Major , USAF I An EvaJuati on
ot indexation of Materi al Costs as a Basis for Economic Price Adjustment of
Nxed t~~~~~trac ts, ~~~~~~ 6R3A ,~~èsearch Stii~~. (Maxw~11 Mr Force Base,
~Tabama : Air University , May 1975), pp. 19 & 20.
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t.ontractlri q Off icer’ n~ hui 1’ hut 1u enforce th e t rins of the contract because

of the absence of a leqa l b~s i - 5 to orovide contractu a l re l ie f .

In a dynamic econon~v like the United States where certain I tems can fluctuate

widely in price , it is apparent that IPA should he used to protect both the

contractor and the Government. Otherwi se, the contractor could ask for an

inordinately large contingency price and under these conditions the Government

would be better off to use a type of contract provision which would reduce the

contractor ’s risk due to inflation. One alternative is an EPA provision.

Ultimately the Government might receive a l ower price in thIs contractual

envi ronment by the use of an EPA provision rather than the use of an FFP

contract which contains contingency pricing .

4. EPA As An Alternative to FFP Contracts With Contingency Pricing .

a. Government Treatment of Inflation. The previous section discussed

why FFP contracts with contingency pricing were not always the answer to

sporadic Inflation. The concept of escalation clauses is not new . Wage

escala tion cl auses , more convnonly known as cost-of-living adjustments COLA’s)

tied to the CPI , have been used for years in labor contracts and retirement

programs . In fact , all federal employees look for a Comparability Pay Adjust-

ment each October 1 to maintain their purchasing power lost to inflatIon .4

4H.C. Stiger and R.W. Stiger, Inflation Management. (New York : John Wiley• & Sons, 1976), p. 410.

11



- — 

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ : - - -
~~~~

..1

ASPR 3 —404 . 3 s t a tes  that t he’ Ii xeii —p i ’ i ct’ co ot  i - ac ts  with economic

• pr ice adjust ment nay be used. . .  to protect the contractor and the Government

against signif icant econom ic f luctuat ions in  labor or material costs or to

provide for contract pric e adjustments in the event of changes in the

contractor ’s establi shed prices . The economic price adjustment provisions

• are designed to provide for the upward and downward revision of the stated

• contract price upon the occurrence of certain contin qencies which are

specifically defined in the contra ct . ”5

ASPR recognizes three broad types of EPA provisions : (1) adjustment

based on established prices , (a) price adjustment for basic steel , aluminum ,

brass , bronze or copper mill products , (b) price adjustment for nonstandard

steel i tems , (c) price adjustments for standard supplies , and (d) price

adjustment for semistandard supp lier ; (2) adjustment based on labor or

material costs (actual costs method) ; and (3) adjustment based on labor or

material costs (cost Index method).

b. Treatment of Inflation in Private Sector Contracts. Many firm s

in the private sector view escalation clauses as a “way of life .” Stiger

in his textbook on Inflation Management states , “The price escalation clause ,

if designed right , gives us a degree of reasonable protection. Generally,

both sellers and buyers view escalation clauses as necessary evils during

periods of inflation ; both would rather work with fixed-price contracts but

5
Department of D ise , Anned Services Procurement Re~ ilat ion. (I 976

Edltlon. )

‘ 10
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are wi l l  I mi to adopt the Ll ~t u - . e ’ . ,~~‘ t’s ,ary . “ i’ Tab l e .” describes eight

reasons for the’ pri v.t te 5&’ t . toi to I lin i t• p r i t’ es calation; provides sample

coimercial contract provisions to limi t price inc reases; and provides a

• compari son to ASPR EPA clauses to cover the same situation.

B. REVIEW OF CURRENT POLICY GUIDANC E ON THE USE OF ECONOMIC PRICE ADJUSTMENT

(EPA) PROVISIONS.

1. ASPR Policy On The Use of [PA . Basically ASPR 3-404.3 states , “Use

• of this type of contract is appropriate when serious doubt exists as to the

stabil ity of market or labor conditions which wil l  exist duri ng an extended

period of contract performance and when contingencies which would otherwi se be

• inc l uded in the contract price can be Identified and covered separately by

a price adjustment c lause .”7 Although the ASPR elaborates on this guidance ,

it st il l leaves to the discretion of the Contracting Officer when to use EPA

in specific contracti.~al situations . The current Department of Defense (DOD)

policy on EPA provisions was first promulgated by Defense Procurement Circular

120 to the Armed Services Procurement Regulation (ASPR) published 11 March

1974 . The previous ASPR guidance referred to fixed-price contracts with

escalation and provided clauses dated September 1968 .

6
H.C. Stiger and R.W. Stiger , Inflation Management. (New York : John

Wi ley & Sons , 1976), p. 136.
7Department of Defense . Armed Services Procurement Regulation. (1976

Edition).

11

IA 



• 
:T— -

~~~ -~
----- —-—-— ——

~~
-• ----

TABLE ~~~. FIGHT BAS iC SITUAT IONS IN THE I’ RIVAT [ SECTOR USED TO LIMIT PRICE

FSCA I AT ION

PURPOSE OF CLAUSE SAMPLE GOV EPA

To limi t price escalation Seller may not increase the No
to material costs. price except to the extent

of material cost increases after
date of order.
Documentation of such Increases Yes
must be provided.

r To secure price increase Seller may not increase the No
approval , price wi thout buyer ’ s approva l

prior to shipment. If new
price is not approved , buyer
may terminate the order.

To limi t price escalation Seller may not increase the No
to orders shipped after a price of goods prior to
certain date, 

_____ 
months from date of order.

To hol d cos t i ncreases Se l ler may not i ncrease the Yes
to a .ma~imuqi percentage [of price In excess of _____t ofori gina l pricej. the orig inal quoted price.

To ensure that price Purchaser will be allowed to Yes
Increases are justifi ed. exami ne supplier ’s records and

other pertinent data concerning
cost of materials and labor to
ver ify cost increases .

To limi t price increases Increase or decrease in the Yes
to government Index contract price shall be limi ted
increases , to the increase or decrease In

the 
_____ 

Index , as published
by the US Department of Coninerce.
Supplier must notify the buyer
wi thin 

_____ 
days of such in-

crease or d~crease , and proposals
for contract price adj ustments
must Include supporti ng docu-
men tat Ion.

To limi t increases to market Seller guarantees that order pri ces Yes
prices published by the are not hi gher than supplier ’s pub-
supplier. lished prices at date of contract

and/or delivery .
To set a [yearlvl price Supplier ’ s price may be adjusted Yes
escalation l imit , upward for inflation only to 

_____per year.

SOURCE : H. C. Sti q~~- and R. W. Stiger , Inflation Management. ( New York :
John Wiley & Sons. 1976), pp l~~-1O4.



The period between ~ep tember 1 %t~ and March 1974 was c ha rac t or I zed by

an incre ’asinq concern with the effects of infl a tion on firm — fixed — price

(FF P ) contr acts . ASPR Conin i t t or Case’ 70—1’), Wage and Mate,’ial Price ’

Es~. a tat  ion , was establ ished to study the need for revised ASPR coverage.

The case’ resulted in many divers e opin ions wi th in both industry and Government.

The economic burden placed on Governmen t contractors dictated an urgent need

for revised guidance in spite of the wide range of opinions. The results

were the March 1’474 EPA clauses which are in use today .

The 1974 g uidance ’ recoqn i:ec that the word “escalat ion ’ is a misnomer

because adjustment s are both upward and downward from the base contract p t - i c e .

The 19/4 guidance introdu ced a new clause which provides for price adjustments

based on an increase or decrease from speci fied labor or material cost

standards or jndi~~s made applicable ’ to the contract. The new clause is

referrt d to as the ‘Cost Index Method .” The Cost Index Method of EPA is

very popular with man y Government and industry act iv ities , especially those

versions of the clause tha t do not require an expenditure profile as recornended

for consideration in ASPR •~-4O4.3(c)(3)blO. Althou gh the ASPR Coirniittee

does not have any plans for major revisions to current ASPR guidance on EPA ,

the Coninittee has clarified or is considering issues of EPA import in areas

such as flowdown of EPA provisions to subcontracts and applying EPA to al~
program years of a multi -yeae- contract. Essentially , the ASPR Coniiiittee is

not aware of any problems encountered by fie ld operational personnel that

would require any major changes to current EPA guidance.

13



2. Mi litar~~Dep~rtment Policy Guidance. The guidance provided by

the Army Procurement Procedure (APP). the Air Force ASPR Supplement

(AF ASPR Sup) and the Navy Procurement Directives (NPD) are very limited

in scope .

APP 2—104 provides for approval of economic price adjustment clauses ,

other than those cited in ASPR 7-106.1 and 7-106.2 for formal advertising ,

from either the Deputy for Materiel Acquisition , Office of the Assistant

Secretary of the Army (Installations and Logistics) or as provided in the

DARCOM Procurement Instruction. APP 3-404.3 provides similar guidance for

all clauses under ASPR 7-106 for negotiated procurements . The APP requires

the request for approval to explain the need for use of an EPA clause , state

the intended contract environment and state the reasons why neither ASPR

clause is appropriate .

AF ASPR Sup 3-404.3(b) requires that all Index Method EPA provisions

and all variations from the standard clauses in ASPR 7-106 and 7-107

must be approved by the Head of the Procuring Acti vity or his designee .

Delegation is limited to a level no lower than the Director of Procurement

at an Air Force Logistics Command Air Logistics Center , and Air Force

Systems Command Div i s ion or Center , or a major command headquarters . A

copy of any such approved clause must be sent to Headquarters , US Air Force ,

Directorate of Procurement Policy for informational purposes .

The only policy on EPA provisions provided in the Navy Procurement

Directives is in NPD l —403.5l(b )f2)b(iii). The NPD citation requires business

clearance for formally advertised procurements , including two-step formal

14
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advertising , from the Chief of Naval Material for any amendment of a contract

after award inserting a clause providing for price redeterminati on , price

escalation , or any other type of price revision ; and any agreement or

amendment effecting redetermination of the price of a contract pursuant

to a redetermination clause contained therein if the contract previously

obligated the Government to pay $1 ,000,000 or more and notwithstanding the

fact that the redetermination is proposed at no change in existing contract

price .

3. Defense Logjstics Agency (DLAJ. The DLA has no implementing

instructions in the Defense Supply Procurement Regulations .

4. Defense Contract Administration Services (OCASI. The Contract

Administration Manual for Contract Administration Services (DS~~ 8105.1)

has provisions for “Contracts Providing for Price Revision ” under paragraph

S2-300.4c(1)(d) which states:

Contracts containing clauses providing for price revision
(price escalation and incentive price revision) require
the establishment of internal controls adequate to identify
those conditions necessitating administrative action . ACO ’s
mus t be aler t to market pri ce fluctuatlonshav ing an impac t
on their contracts. In all cases , prior to completing the

• Final Payment Notice NLA , the ACO will assure that all
applicable clause requirements have been complied with an~any necessary contract modifications have been processed.

8
US Defense Supply Agency , Defense Supply Agency Manual 8105.1

Contract Administration ServIces , August 1973.

15
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DCAS Headquarters has placed the responsibility for EPA adjustments

on its field activ ities and their Administrative Contracti ng Officers .

5. Defense Contract Audit Agency (DCMJ. The DCAA Contract Audit

Manual (DCAAM 7640.1) does not specifically address EPA procurements

or contracts , but paragraph 1-201 entitled “Establishment and Responsibilities ”

states :

The Defense Contract Audit Agency was established by a
directive of the Department of Defense for the purpose
of performing all necessary contract auditing for the
Department of Defense (DOD) and providing accounting and
financial advisory services , in connection with the
negotiation , administration and settlement of contracts
and subcontracts , to all DOD procurement and contract
administration activities . DCAA will also furnish contract
audit services to other Government agencies where arrange-
ments therefore are made .9

6. US Army Materiel Development and Readiness Command (DARCOM). The

DARCOM Procurement Instruc tion (DARCOM P1 ) prov ides three EPA c lauses as

follows :

C ITATION TITLE

7-106.80 EPA Cost Index Method

7-106.81 EPA - Option Quantity

7-106.82 EPA - (Commodity Index-First
Article Testin9)

DARCOM P1 3-404.3 authorizes use of the above clauses for both formally

advertised and negotiated procurement. Additionall y, DARCOM Heads of
Procuring Activities are given the authority to approve EPA clauses of the

9US Defense Contract Aud it Agency , 0CM Contrac t Audit Manua l, July 1 965.

16



F - - - - ______________________________ 

-‘I

type described in ASPR 3-404.3(c)(3), provided the clauses are substantially

the same as those set forth in the above cited clauses . All other EPA

clauses must be approved by the Directorate of Procurement and Production ,

DARCOM .

7. Selected DARCOM Major Subord i nate Coni~ands (MSC’s). The MSC ’s visited

by the research team had administrative guidance for their respective commands .

Two particular points , not considered administrative , merit mention .

One MSC provides for the consideration of EPA provisions only in

solicitations expected to result in contracts (including option provisions)

that are $1 ,000,000 or more , plus a period of performance of two years or

more. This criteria need not be appl ied to small business set-asides or

unusual’ y long delivery schedules in lesser dollar procurement, but these

occurrences should be rare. Another MSC provides that an EPA clause for

contract options may be waived provided the contract option price is a

not-to-exceed (NTE) ceiling price subject to downward negotiation after

the option is exercised and care is taken to insure that the NTE price is

sufficient to cover inflation applicable to the option. The impact of

inflation is measured by the use of a Cost Index Method EPA provision

subject to the NTE ceiling price .

17
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CHAPT ER III

ANALYSIS OF DATA

A. HISTORICAL DATA ON DARCOM’S IMPLEMENTAT ION OF EPA . As was stated In

Chapter I, one of the study approaches was to obtain and analyze DD Form 350

data to determine the current status and trend in the use of EPA provisions

within DARCOM and its Major Subordinate Commands (MSC ’s). Table 3 shows the

usage of EPA contracts awarded by MSC and DARCOM from Fiscal Year 1 970

(Fl 70) through Fiscal Year 1976 (Fl 76). The number of EPA contracts awarded

per year prior to Fl 73 in DARCOM remained fairly constant. In Fl 74 and 75

the number of EPA contracts awarded increased drastically as a result of

inflation . In Fl 76 the trend appears to reverse as DARCOM emphasis on EPA

decreased and inflation is as anticipated . It is noted that in recent fiscal

years only three MSC ’s have awarded the predominant numbers of EPA contracts.

The basic trend in EPA contract awards over time as a relative percentage

of EPA contracts compared to the tota l contract awards in DARCOM was a slight

increase from Fl 70 to Fl 73 (Figure 1). The percentage more than doubled

from Fl 73 to Fl 74 and again doubled from Fl 74 to FY 75. The percentage

dropped slightly from Fl 75 to Fl 76. But the number of EPA contract awards

and their relative value over time is not completely meaningfu l by themselves .

Although the relative number of EPA contracts awarded between Fl 70 and Fl 73

remained fairly stable, the dollar value of all EPA contract actions by

DARCOM from Fl 70 to FY 73 was significantly reduced (Table 4). The reason

was that there were few EPA contracts covering very few dollars . Thus by

knowing these facts, one can see in the fall of 1973 as a result of the

Arab oil embargo that many contractors were requesting relief due to inflation

18
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and material shortages. After FY 73, i~ FY’ s 74 and 75 , the trend in

total contracts dollars covered by EPA increased proportionately to the

increased number of EPA awards . However , in Fl 76 (m d  7T) the dollar

value of EPA contract actions increased although the number of EPA

contracts decreased . Although ARMCOM , TROSCOM , and TACOM have been the

biggest users of EPA in absolute numbers , TACOM , ARMCOM , MICOM and ECOM

have covered the largest number of dollars awarded with EPA provisions .

The dollar value of all EPA contract actions in DARCOM is still increasing

since its low point in Fl 73 (Figure 2).

The data shows that the percentage of EP with EPA compared to all FP

type contract awards have increased in recent years as shown in Table S and

illustrated in Figure 3. The percent of DARCOM dollars spent on FFP contracts

with EPA clauses by Fl compared with dollars on all contract types has

increased in recent years as shown in Table 6 and illustrated in Figure 4.

One can conclude that the current trend in dollars covered by EPA clauses

is up although the number of awards in Fl 76 was down . This only means that

the dollar value of the contracts with EPA were larger.

B. A SAMPLE OF EPA CONTRA CTS AT SELECTE D DARCOM MAJOR SUBORDINATE COMMANDS

(MSC ’ s). A sample of 50 fixed-price contract files from three MSC ’s

awarded from Fl 70 through Fl 7T were reviewed and extracted data analyzed .

The data analyzed are discussed below in three parts . The first part of

the discussion is directed at the type of clause used ; the second addresses

the characteristics of the contracts ; and the last part concerns the portion

of the contract unit price covered by the clause and adjustments under the

c l aus e.

1. Selected Major Subordinate Commands Use of Clauses. The EPA contracts

sampled by the research team utilized only three of five types of EPA

19 
_



r 
- _ _ _ _ _ _ _ _ _ _ _

TABLES AND FIGURES

TABLE 3. NUMBER OF EPA CONTRACTS AWARDED BY MSC & DARCOM BY FISCAL YEAR

_________ - ______ 

FISCAL YEAR

MSC’S Pri ce Escalation EPA

___________ 

70 71 72 73 74 
— 

75 
~
6a~~ -

ARMCOM
bI 

32 19 27 2d- 62 121 98

AVSCOM 0 0 0 1 4 4

ECOM 2 1 0 3 1 5 3

MICOM 0 0 2 2 4 9 10

TACOM 6 6 4 6 8 28 27

TECOM 0 1 2 4 7 4 12

TROSCOMC . 5 2 1 1 4 19 35

OTHER 0 4 0 8 8 15 
- 

DARCOM 45 33 36 44 95 205 195

a] Fl 76 and Fl 7T are combined .

b ] Formed in Fl 74 as consol idation of WE COM/MUCOM. 
-

C]  Prior to Fl 74 TROS COM was known as MECOM

*NOTE: In March 1974 the term “Economic Price Adjustment” was
substituted for the term “Price Esca lation. ”
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TABLE 4. DOLLAR VALUE OF ALL EPA CONTRACT ACTIONS BY MSC & DARCOM BY Fl

( DOLLARS IN THOUSANDS)

FISCA L Y EAR
Price Escalation [PA

MSC’S ~~~~~~~~
-
~~~
— ______ —____ —_____ ______ _______ _______

70 71 72 
— 

73 74 75 76
aJ_

ARMCOMb] 242,064 165,362 185,866 118 ,866 316 ,061 367,422 401 ,502

AVSCOM 40,193 39,960 28,954 762 2,019 29,488 46,776

ECOM 17 ,023 47,108 30,283 20,747 9,579 6,180 132 ,452

MICOM 34,049 2,521 27,180 34,329 100,947 227,821 157 ,441

TACOM 454,060 379,685 205,289 58,122 84,062 324,088 713,516

TECOM 0 
- 

805 ,854 1 ,315 1,864 1 ,649 5,351

TROSCOM 22,108 5,355 23,239 30,397 34,620 108,734 95,603C

OTHER 159 14 ,130 4 ,130 1 ,229 8,544 2 ,125 7 ,518

DARCOM 09 ,656 654 ,926 505 ,583 265 ,767 557 ,696 1067 ,507 453 ,804

a] Fl 76 and Fl 7T are combined .

F b] Formed in FY 74 as consolidation of WEC OM/MUCOM .

c] Prior to Fl 74 TROSCOM was known as MECOM.
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TABLE 5. DOLLAR VA LUE OF ALL EPA CONTRACT ACTIONS AS A PLRCENT OF ALL FP
TYPE CON t RACT ACTIONS BY MSC & IV.

_______________

~~

_ F1SCAL YEA R
Price Escalation EPA

MSC’S - -
~~~ 

______ ________

70 71 72 73 74 75 _76 
~

ARMCOM b) 16.6 16.9 16.5 13.4 39.4 50.9 54.6

AVSCOM 11 .1 23.2 18.9 0.6 1 .1 19.3 19.0

ECOM 5 .7 17.9 10.1 7.8 3.2 1.9 8.0

MICOM 35.3 2.1 24.8 25.0 45.0 57.9 32.5

TACOM 61.3 66.0 48.3 11.3 15.6 4l.g 52.7

TECOM 0 3.0 4.0 5.6 6.5 6.5 13.2

TROSCON C 
11.9 7.0 30.0 25.9 32.7 77.5 63.0

OTHER 0.1 14.4 4 .0 1.8 7.9 
— 

3.0 7.8

DARCOM 24 .1 28.3 21 .8 12.3 24.4 41 .0 42.5

a) Fl 76 and Fl 71 are combined

b] Formed In FY 74 as consolidation of WECOM/MUCOM .

C] Prior to Fl 74 TROSCOM was known as MECOM .
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TABLE 6. DOLLAR VALUE OF AR EPA CONTRACT ACT iONS AS A PERCENT OF ALL CONTRACTS
ACTIONS [IV MSC AND El

FISCAL YEAR
Price Escalat ion EPA

MSC ’S ———  —— -_______ _______ —____ —______ ________

70 71 72 73 74

ARMCOF4 b] 8.8 8.9 8.9 6.7 21.2 
- 

22.8 23.5 
-

AVSCOM 5.0 8.0 5.5 0.1 0.3 4.0 5.6

ECOM 2.6 8 ,3 5.2 3.6 1.5 0.8 3.2

MICOM 6.1 0.4 4.1 3.6 10.7 18.9 9.9 . -

TACOM 53.8 51.9 36.4 8.9 6.1 4 l .9~ 3.7

TECOM 0 8.3 1.2 1.8 2.7 2 .7  6.0

TROSCOM 8.9 4.5 18.3 17.2 19.2 61.7 55.5
c)

OTHER 0.1 9.2 2.9 1.0 5.2 0.9 3.0

DARCOM 13.4 14.4 10.6 5.0 10.0 18.0 19.7

Percent of DARCOM dol l ars spent on FFP contracts with EPA clauses .

b] Formed in Fl 74 as consolidation of WECOM/MUCOM .

c) Prior to Fl 74 TROSCOM was known as MFrnM.
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provisions authorized by the ASPR as shown In the followi ng table.

TABLE 7. USE OF AIJTHORI7ED CLAUSES

FRE QUENCY

ASPR CITE A B C TOTAL

3-404.3(c)(3) Cost Indexa ) 3 12 13 28

7-1CL 1 Basic Meta ls b ) 16 0 0 16

7-107 Actual Costs 6 0 0 6

TOTAL 25 12 13 50
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _  

It

a)
Includes DARCOM P1 authorized clauses

b)
EPA-Basic Stee l, Alum inum , Brass, Bronze or Copper Mill Products

The Cost Index Method was the most preferred type of provision. Command B

did not use expenditure profiles but Command C used expenditure profiles

in slightly less than one-half of its contracts. Commands B and C use of

this type provision resul ted from favorable initial use coupled wi th

Increased familiari ty and confidences over time . Command A used the Basic

Metals provision because the market place required use of the clause in

sol ic itations before i ndustry woul d submit an order. Given a choice ,
operationa l personnel at Command A preferred the Actua l Costs provision

because the contractor would only receive an adjustment based on costs

verified by the Defense Contract Audit Agency.
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It should be noted that not one of the contracts sampled conta i ned the

EPA clauses for nonstandard steel i tems , standard supplies , or semi-

standard supplies . The use of the Cost Index Method clauses may in large

part be due to a DA letter
10
that states the use of multi-year contracts ,

options , or Indefinite delivery type contracts is inappropriate unless an

effective EPA provision Is to be included In the contract.

2. CharacteristIcs of Contracts Containing EPA Provisions. This

portion of the discussion addresses Cost Index , Bas ic Metals , and Actual
Costs provisions.

a. Time and Contract Value. The Basic Metals clause was utili zed

in contracts wi th an initial period of performance ranging from 30 to 210

days . The dollar value of the ini tial contracts varied from $10,509 to

$39 205. The data reflects the Instability and uncertainty experienced

by the basic metals industries and proper utilization of the Basic Metals

clause .

The Cost Index clauses (ASPR and DARCOM P1) were placed in contracts

with initial periods of performance ranging from 163 to 1827 days and dollar

va lues of $12,321 to $24,897,735. The contracts with the lower periods of —

performance had high initial award va lues and the contracts with low initial

dollar values had long periods of performance. Generally, the data shows

proper utilization of the Cost Index clause . The Actual Cost clause (ASPR

7-107) was utilized in contracts with an initial period of performance

ranging from 211 to 522 days. The dollar value of Initial contracts varied

~ etter , SMS-IL-MP, ASA(I&L ), 20 Jun 74, subject: Impact of Energy
and Inflation on Procurement.
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from $359 ,956 to $90 ,043 .863. The data indicates proper application of

the Actual Cost clause.

b . Multi -year , Options , and First Art icle. One MSC ’s use of EPA

clauses was restricted to contracts that contained multi -year or option

requirements. There was one observation of the use of an EPA clause

because of a fi rst article requirement. The greater majority of the other

contracts reviewed did not contain multi -year , option , or first article

requirements.

c. Ceilings. One comdnd had a ceiling on all EPA adjustments.

The ceiling was 50 percent in two cases , 25 percent in seven contracts ,

and 10 percent in the 18 remaining contracts . A secon d co’~inand had no

ceiling In five contracts , and no ceilin g higher than 30 percent In the It

other eight contracts. The last comand had no ceilings on EPA adjustments

-~ 
- 

if applying to other than the program years of a multi -year contract. In

other words , options had no ceiling , whereas , the corresponding program

year had ceilings.

3. Extent of Uni t Price Coverage and Frequency of Adjustment . The

contracts containing the Basic Metals Clause (ASPR 7-106.1) had EPA coverage

for l0O1~ of item unit price. The Actual Cost clause (ASPR 7-107) contract

data allowed determi nation of the extent of unit pri ce coverage on only

two of six observations . The percentages were 52 and 76. Contracts con-

tam ing the Cost Index Method had uni t price coverage ranging from 80 to

100 percent . The latest contract with l00~ coverage of unit pri ce for

EPA purposes was awarded 4 April 1975. Contracts awarded since that date

have had unit price EPA coverage in excess of 85% on only two occasions
(86.2 and 88~). All the ~r post -April l9 contracts had ceilings
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The frequency of co nt ract ua l  adjustment pursuant to ~h’  . °A clauses

varied by the type of clause utilized . Only one adjustment was observed

on a Basic Metals EPA contract in the amount of $489. There were a large

number of the Actual Cost and Cost Index EPA contracts that had adjustments .

The major reason was the large dollar values involved . The largest number

of adjustments and largest total EPA (Cost Index) adjustments for an

individual contract value were five and $4,369,060 respectively which

represents a 21% upward adjustment of the base prices of the contract. The

highest percentage increase observed was 59.13’~- of the base uni t price .

This occurred for the option quantity of the fifth year of a multi-year

contract. The fifth program year quantity has an EPA ceiling of 10%

whereas the fifth program year option quantity had no ceiling on the EPA .

There were no observed downward adjustments under EPA provisions , although

certain commodities have experienced declines (e.g. copper).

.1. Miscellaneous Data Analysis. Data was gathered on EPA contract

character istics such as: large or small business , competitive or sole

source and certified cost or pricing data or lack thereof. The only dis-

cernible observation was that 90% of the 50 EPA contracts were price

competition and thus did not involve certified cost or pri cing data .

• C. PROBLEMS AND PITFALLS IN THE APPLICATION OF EPA PROVIS IONS . The

following discussion is based on interv i ews of personnel in policy , legal ,

pri cing , audit and procurement operations and rev i ew of contract files

and MSC ’s policy .

1. Current P01 
~çy 

and Use Co~pared . The current use of EPA provisi ons

suggests a relatively high degree of confidence in the leveling of

-~ 1
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Inflationary pressure t~ a range in whic h contingency pricing is pre-

ferred to EPA provisions . There are exceptions such as multi -year procure-

ments, lead , l umber and other selected commodities. One of the questions

in most people ’s minds is , what is “ .. .significant economic fluctuations in

labor or mater ial cos ts.. .“ as used In ASPR 3-404.3(a). In essence the

answer is whatever a particular buying office or personnel thereof considers

it to be. No guidance has been promu l gated by higher echelons of procurement

except in a case of the after—the-fact acknowl edgement of severe economic

conditions as experienced -In the early 1970’s. The field operations

personnel were unanimous in voicing support for continued availability of

EPA clauses for DOD contracts .

Although the number of contracts with EPA provisions is decreasing , It

many people in Government and business foresee a need and increased usage

of EPA provisions in the future. The timi ng of the need and an increased

use of EPA is the subject of much discussion. It appears history may repedt

itself in a fas hion s imi lar to the early 1970’s.
2. Ceil ings. Ceilings on maximum price adjustment under EPA provisions

or lack thereof Is a subject of much debate in the procurement field. As

noted earl ier in this chapter , the extent to which ceilings are or are not

applied to EPA adjustments varies widely in the field.

Proponent of no ceilings on EPA adjustments contend unlimi ted upward

adjustments are equitable since the Government has the right to unlimi ted

downward adjustments. The absence of a ceiling Is the only way to protect

the contractors from unforeseeable significant economic fluctuations In

labor and material.
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Proponents of ceilings on EPA adjustments contend that it is the

only method of placing a figure on the maximum liability to the Government.

A ceiling also encourages efficiency on the part of the contractor whereas

no ceiling can encourage inefficiency. The lack of a ceiling can cause a

contractor to inefficiently purchase materials and place subcontracts.

Additionally the contractor has no incentive to make the best use of the

types of skills in his work force . All types of contracts should have a

maximum Government liability feature . An EPA provision with a ceiling

contains this essential feature of a Government contract.

3. Percentage of Base Uni t Price Subject to EPA Adjustment. This

aspect of EPA ’s is just as controversial as ceilings . People espousing

100% coverage maintain that it permits the contractor to stay in the same

relative position , price-wise , as at the time of award . Profit is as

necessary to a contractor as any cost element . This viewpoint is supported

by the presence of the ASPR 7-106 clauses and the number of observations

of the use of the Cost Index Method EPA provision with 100% coverage of

the base uni t price.

Proponents of all costs being subject to the EPA provision argue

that indirect costs fluctuate in the same manner as direct costs. There

Is labor In both direct and indirect costs . For instance , if direct or

union labor receive a pay raise , foremen and other supervisory personne l

who are usually indirect charges , receive comparable wage increases. Items

like Social Security increases also apply to all personnel of a contractor.

Industrial oils and lubri cants are also indirect costs subject to cost

fluctuations . This position is evidenced by the recent DARCOM Cost Index

Method EPA provisions containing 82 to 88% of the base unit price coverage.

33



The last school of thouqht is that the percentage of base unit

price subject to EPA should be held to a minimum. The Actual Cost method

of EPA essentially serves this purpose. The actual application of thi s

method in the sample contracts was limi ted , or six of 50 observations .

Advocates of this approach submi t that if over 80% of the base unit price

were subject to significant economic fluctuation the contractor would stop

production , insist on time of delivery pricing, or accept only cost

reimbursement type contracts.

4. Profit Considerations. Profit considerations do not apply in the

case of price competition and subsequent lack of cost analysis. Although

90% of the sampled contracts were awarded based on price competition , the

remaining 10% of the contracts had award values ranging from &740,000 to

$90,000,000. The contract files did not contain any i nformation as to the

extent to which the EPA coverage influenced the we ight ass ig ned to

contrac tors ’ assumption of contract cost risk under ASPR 3-808.6(b). In

fact the table of contract types and percentage ranges under ASPR 3-808.6(b)(5)

does not recognize EPA contracts. Since the EPA ceiling and the percentage

of base unit pr-Ice covered by the EPA provision are extremely important

considerations in determining the contractor ’s assumpt ion of cos t ri sk, the
observed lack of rationale for the assigned weight is a serious and grave

omission.

5. EPA As An Evaluation Factor. Government procurement is concerned

primarily with the reasonableness of the price which the Government ulti-

mately pays EASPR 3-806(b)]. This pol i cy is treated i nconsistently under

formally advertised and negotiated procurements.
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Where an invitation for Bid (IFB) does not contain an EPA provision , ASPR

2-407.4(a) permits consideration of bids conditioned on the inclusion of an

adjustment clause . If more than one bid is so conditioned , award could be made

-

; 
to a b1dder whose basic contract price is not low , hut when combined with the

offered adjustment ceiling , provides the lowest maximum price . For example:

Bidder A Firm-Fixed Price Bid = S 1 ,00C ,000
Bidder B Firm-Fixed Price Bid = $ 999,000

-

- 

- Bidder C $900 ,000 + 10% Ceiling = $ 990 ,000
Bidder 0 $950 ,000 + 5% Ceiling = $ 997,500

In the above example , award would be made to bidder C. If bidder C or 0

had not submitted a bid , award would be made to bidder B. if bidder B had a

$990,000 offer and all other factors were equal , the competition between B and
It

C for awa rd woul d be based on the flip of a coin. This does not consider that

the actual Government liability to bidder C may be less than $990,000. This

encourages bidders to bid fi rm fixed prices with contingency pricing included

since their competitive posture is not improved by including an EPA provision

eliminating this cost contingency in their bid price . Where an IFB contains

an Economic Price Adjustment Provision , ASPR 2-407.4(b) does not permit reduced

ceiling offers to be used in the evaluation . Moreover , bids deleting the

adjustment provision must be rejected as nonrespons -i ve. The required solid -

tat-Ion provision in ASPR 7—2003.23(a) includes these rules .

if the ASPR permitted the evaluation of EPA provisions , in the spirit

•)f the principle of lowest overall cost to the Government two advantages would

result. It would reduce the Government ’s contingent liabilities through eva l-

uation of reduced ceilings and it would permi t bidders to make a choice between

Firm-Fixed Price or Fixed-Price with Economic Price Adjustment contract types .

35 -:



~ 
~~~~~-~~~~ - - -- - -~~

F

The conce rn In eliminatin g the possible downward adjustment if bidders may

elect to forego the adjustment provisions Is understood. h owever, it is

-
- - submitted that decisions to include adjustment provisions are driven by

expectations of unpredictable Increase in order to avoid firm pricing of
11

inflation contingencies .

ASPR :‘-407.4(a) also provides that bids which contain EPA with no

cei linq shaH be rejected unless a clear basis for evaluation exists. This

- — provision would tend to requ i re , at least in spirit , a ceiling on adjustments

‘ 

in cases where an EPA clause Is incorporated into an IFB . Formally advertised

and negotiated procurements have been observed In which no ceil ing was placed

in the EPA clause and evaluation for awa rd was based on quoted prices without It

allowances for escalation .

ASPR 3-501 (b)(3), Part I , Section D (x), requires negotiated solicitations

to include under evaluation factors for award Identific ation of special factors ,

such as Government cost or other expenditures. The review of the sample

contracts failed to find any instance of the EPA provis ions or ceilings being

an evaluation factor . In fact, if EPA was mentioned under evaluation factors ,

It was to say that evaluation will be based on quoted prices without the

allowa ble escalation being added .

Procurements that required certified cost or pricing data on EPA did not

requ i re the offeror to provide any cost or pricing data on EPA adjustment

ceilings If present or ultimate Government liability under EPA if upward

adjustments were unlimited .

Fred L ippert . Economic Prit e Adjustment, Unpublished Paper . U. S . Army
Troop Support Command , St . Lou i s . MO, March 1977.
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The problem discussed earlier on EPA formally advertised procurements is

compounded in neqotiated procurevuent’-~ because of requirements of Public

Law 87-653, “Truth in Negotiations. ” Since the DD lorm 633 serIes only

requires the offeror to submit cost or pricing data in accordance with

instructions to offeror and the footnotes on the form , the offeror is

under no obligations to submit cost or pricing data on EPA adjustments

because neither the footnotes to the DD Form 633 nor the sampled contracts

— instructions to offerors required the data. This is contrary to the spirit

of the Public Law in situations described above. Of course, the precedent

has been set by the clause cited in ASPR 7-2003.23(a).

6. Small Business Considerations. Many facets of Government procu re- It

ment recognize the circumstances of a small business competing in the

~
- -

~~~~~ Government marketplace. The ASPR contains policy and procedures which

make special provisions for small businesses . These provisions include

contract financing , subcontracting programs , and set-asides . This type

of consideration is not extended to the area of EPA .

The EPA clauses with adj ustment based on established price do not

create a problem in this regard because the clauses are authorized , as a

minimum , in contracts over $5000. The Actual Cost Method EPA clause has

a floor of $50,000 unless approved by the Chief of the Purchasing Office.

The Cost Index Method essentially applies to contracts of substantial value

with significant costs incurred beyond one year of contract performance .

A $40,000 contract is insignificant to most large businesses , but to a

small business it can be an extremely delicate financial undertaki nq .
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7. Contin~gency Pricing and Contract Type. Formally advertised

procurements and negotiated procurements with adequate price competition

generally can be assumed to have contingency pricing minimized or eliminated

by the presence of competition. In periods of rampant Inflation , this

generality may not hold true. The early 1970’s with prices quoted at the

time of delivery severely strained the credibility of this generality .

Contingency pricing could not be eliminated under such circumstances and it

can be questioned as to what extent it was minimized . This is a dilenina

under formally advertised procurements.

The situation changes under negotiated procurement. Cost or pricing

data can be requested to assure the reasonableness of prices under negotiated

procurements [ASPR 3-807.3(f) - higher approval and (g) - discretionary].

The sample of contracts reviewed did not show that cost or pricing data

was requested under negotiated procurements to assure that contingency

pricing was eliminated when price competition was obtained .

A high amount of contingency pricing could change the Government

position on contract type. If EPA provisions will not reduce the maximum

Government liability below 120% of initial price without contingencies ,

the Government may opt for a fixed-price i ncentive (FPI) contract. Since

the study was limited to Fixed-Price contracts with EPA provisions , the

study did not determine if FPI contracts were awarded because of unreasonable

contingency pricing , high ceilings , or no ceilings on EPA adjustments .
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The study did note EPA adjustments in excess of 20% of initial base unit

prices , even assuming no contingency pricing .

8. Choice of EPA Clauses and Clause Construction. The choice of EPA

clause for use in a particular procurement is theoretically left to the

discretion of the Contracting Officer. Individual MSC ’s discourage the use

of EPA prov isi ons under certa i n c i rcums tances and exh i bit a preference for

one or two clauses. This substantially results from past experience ,

familiarity , and degrees of confidence ~,ith the various EPA clauses .

Once a particular clause , especially in the case of the Actual Cost

Method , is utilized by a MSC’s with a reasonable degree of success , it is 
—

subject to little or no tailoring. Tailoring is usually limited to the It

Cost Index Method -Indices to be utilized and proportion of the unit price

coverage allocated to labor or material .

The study noted that the areas of discretion and tailoring have been

replaced by an attitude of conscious or unconscious habit. The requirement

to design provisions to the needs of a particular procurement action is

being ignored . Once an EPA clause is designed , it is normally used in

every subsequent EPA contract regardless of the circumstances of the

individual procurement.

9. Comitment, Expenditure and Delivery . There are indicators of

concern on the part of field personnel on the timing of the EPA adjustment.

The concerns were expressed in the areas of accelerated deliveries and a

semantical problem with the language of ASPR.
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The question of accelerated deliveri es occurred in a contract that

permitted the same. The contractor accelerated deliveries to a substantial

degree over that called for by the contract delivery schedule. The EPA

c lause , tied to contract delivery schedule , allowed the contractor to obtain

large EPA adjustments long after delivery of the pertinent contract line

items . The MSC ’s solution was to provide for adjustment based on actual

delivery dates if earlier than the contract schedule delivery dates . This

reduced the Government’s financial liability under the contract.

The semantics problem is created by the apparent conflict between the

expression “ . . .quantities scheduled under the contract for deliveries... ”

as essentially used in the standard ASPR clauses and the phrase “ . . .probable 
It

expend i ture or coninitment basis (expenditure profile),” as used in ASPR 3-

404.3(c)(3)c.ll. In one sense , the traditiona l ASPR treatment of EPA

adjustments refers to scheduled contract delivery . The Actual Cost Method

of EPA allows use of most probable expenditure or commitment as the basis

of allocating economic fluctuation protection to specific periods of time

during contract performance.

Rev iews of sa ,~iple contract files and interviews of field personnel

observed that expenditure profiles under the Actual Cost Method are based

on the contract delivery schedule. This ignores the period of time in

which the contractor incurs a firm obligation for the particular segment

of costs subject to the EPA provisions of the contract. Confusion and

misunderstanding is created because the EPA adjustment period can be

influenced by the following considerations .
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A contractor ’ s method of inventory may he first -in-first -out (FIFO)

or last -in-first-out (LIFO). Additiona ll y, the contractor accounting

system may call for a job order system of accumulating costs for individua l

• contracts. In today ’s environment the FIFO inventory method can result

in material charges to a contract lower than under the LIFO method . The

job order accounting system should result in material charges closer to

those experienced under the LIFO system.

The above variances in costs charged to a particular contract is com-

pounded by the use of the term ‘ . . .most probable expendi ture or commitment

basis (expenditure profi le). ” If suppliers are quoting prices at the time

of delivery , expenditures would be a proper point to measure the contractor ’s 
It

liability for economi c fluctuation . If the contractors can obtain fi rm

quotes from suppliers , the period during which purchase orders are placed

or coniTlitment period is the best measure of the contractor ’s liability for

economic fluctuation .

Use of the contract delive ry schedule only measures the Government

expenditure period and has no real relationship to the contractor ’s

liability for economic fluctuation for material costs. This is not

necessarily true for labor. The contractor ’s liability for labor is not

incurre d in the manner that material liabilities are incurred. Labor costs

are incurred at varying rates throughout the period of contract performance

and will vary by the type of i tem and production methods utilized.
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Regardless of the foreqoinq . substantial labor costs are incurred prior to

the period of contract scheduled delivery .

Many Cost Index Method EPA provisions observed by the study team did

not have an expenditure profile. In lieu thereof the adjustment was based

on the period the multi -year or option provisions were exercised or first 
- 

-

article sample was approved , which is acceptable in periods of fi rm sup-

pli er quotes and fi rm l abor contracts through the production period for

which the adjustment is being made . It is obviously not appropriate for

periods of rampant inflation . 
. -

10. Administrative Burden. During APRO ’s review of DARCOM ’s use of EPA

on selected contracts , it was observed that administrative workload burdens

on MSC personne l were created as a result of the use of EPA . Some were

inevitable while others were unnecessary . Some of APRO ’s observations In

this regard will he sumarized below.

a. Reservation of Funds for EPA Adjustment. How should one

reserve funds for potential use for the EPA contingency contained in the

contract? How much should be set aside and how should the funds be monitored

to preclude expiration? These are s ome of the questions that occurred

during APRO ’s discussions with field personnel of their experiences with EPA .

The firs t major burden was to determine the amount of funds

to set aside . Some MSC’s set aside total funds up to the ceiling limit .
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whil e other set aside funds based upon their past experience. A problem

is crea ted in mon i toring the funds and deciding at what po i nt in time to

decommit so the funds can be used to purchase additional equipment before

expiration . Another potential burden is determining how much to set aside

if there is no EPA ceiling in the contract. The immediate problem is that

if the EPA adjustments exceed the amount set aside , one risks being in

violation of the Anti-Deficiencies Act (31 USC 665). It does not appear

that one funding pool for EPA adjustments is practical, although DARCOM

has given the MSC ’s that authority because normally funds cannot be co-

mingled . Another burden is the indirect cost of setting aside funds which

may never be needed on the EPA contract for which set aside. It

b. Administrative Cost of Making EPA Adjustments Could Be More

r - 
Than Actual EPA Adjustments. It must be noted that there is an in-house

administrative burden and cost associated with having an EPA clause in a

contract. The Government must realize that the ASPR criteria as to time

and size of contract need to be followed so that the Government’s actual

administrative cost of making the EPA adjustments will not be more than

the EPA adjustment dollars . In other words, on a small dollar contract

of short duration use of FFP contract with contingency pricing rather

than FP contract with EPA will be more cost effective.
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c. Fr~~ue~~~pf Adjustments. Although the predominant use of EPA

within DARCOM was the Cost Ifldex Method , the Actual Cost method was used

and can also be an administrative burden . In the case of the Cost Index

method , the complexity of the clause and whether or not an expenditure

profile was used can compound the amount of computations necessary by the

price analyst and comptro ller personnel to effect the adjustment. This

i n turn can create a burden on contract administrative personnel in making

modifications to update a large number of line items while complying with

the DARCOM Convnodity Comand Standard System (CCSS). The key then is to

consider the impact of the Cost Index clause used and whether it could be

simplified by limiting the number of adjustments with or without an expenditure

profile and accom plish the same purpose. It was observed that some Cost Index
c lauses were overly complex and cou ld have been simplified and still have

accomplished the same purpose.

In the case of the Actual Cost method additional administrative

burden can be placed on MSC personnel . For example , the number of cost

elements which must be adj usted and the need for an audit to actually verify

the costs are not necessary under the Actual Costs method . It was observed

that some DARCOM contracts which used the Actual Cost method had long lists

of costs subject to EPA adjustment. An extreme example cited was a contract

bill of materials. This is not what was Intended by the ASPR Actual Cost

Method Clause. It was only Intended to cover a few significant cost i tems

which made up a large percentage of contract price and could be expected

to fluctuate significantly.
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CHAPTER IV

FUTURE APPLICATIONS OF EPA

A . CURRENT ENV IRONMENT. The lessons learned in the past should be

a guide for act ions in the future . DARCOM had the wisdom and foresight

to use the current period of relatively stable or predictable inflationary

pressures to rev iew EPA experiences to determine the need for revised

criteria and techniques to be applied in future contracts . Recent

publications have expressed concern for another period of high inflationary

pressure. The prices of particular commodities and services are rising

at a rate reminiscent of the earlier 1970 ’s. Although there are divided It
opinions on future direction of the national and world economics , many

national and international leaders and experts have voiced alarm over the

specter of runaway or double digit inflation .

B. POTENTIAL PROBLEM. A comparison of’the downward trend of EPA contracts

within DARCOM with the projections of the economic picture in the futire

shows that DARCOM will be traveling a familiar road . The point is that

once more inflationary conditions will be reacted to and not anticipated .

It is imperative that procurement community provide for another potential

round of inflation before the fact. The remainder of this chapter wil l

discuss methods toward achieving just that objective .

C . THE SPECTRUM OF CONTRACT TYPES AND RISKS. The ASPR is clear in

stat ing that the type of contract and pricing are interrelated and

should be considered together in negotiations. The main reason is tha t

the type of contract should reflect the degree of risk to both the 
- 

-

contractor and the Government. It is noted that the ASPR provides that
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the degree of risk to both parties be recognized by the type of contract.

ASPR 3-404.3(a) points out tha t EPA provisions are necessary either to

protect the contractor and the Government against significant economic

fluctuations in labor or material costs or to provide for con tract price

adjustments in the event of changes in the contractor ’s established price.

One source that addressed risk and contract types provides the

relationship between type of contract and the confidence limit of the

cost estimate as shown in Table 8 below : - 
- 

-

TABLE 8. CONTRACT TYPE COST ESTIMATE CONFIDENCE LIMITS
It

TYPE OF CONTRACT CONFIDENCE LIMIT OF THE COST ESTIMATE

Firm-Fixed-Price + 5%

Fixed-Price-Incentive + 5% to 20%

Cost-Plus-Incentive- -Fee + 20% or more

Cost-Plus-Fixed-Fee None

SOURCE : Paul R. McDonald , “Government Prime Contracts and Subcontracts
Service ,” Volume (Procurement Associates , Inc ., Covina , CA , 1973), p. G-l-4.
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The DOD and NASA Incent ive Contract Guide provides the following

character istics being associated with contract types (Table 9).

TABLE~ 9. PROBABILITY OF VARIANCE FROM INITIAL ESTIMATE
BY CONTRACT TYPE

TYPE OF CONTRACT* *PROBABLE MAGNITUDE OF:
UNDERRUN OVER RUN

Fixed-Price (FP) Small Small

Fixed-Price-Incentive (FPI)* Med i um Med ium

Cost-Plus-Incentive (CPIF) Medium Large

~Normally, for FPI contracts , we would expect 
confidence limits of -5 to

‘-lO% , +lO to + 2O%.

SOURCE: Department of Defense, National Aeronaut ics and Space Administration ,
“Incentive Contract Guide. ”(U. S. Government Printing Office , Washington , D.C.,
October 1969), p. 86.
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It is apparent from the foregoing discussion and the data presented

in Chapter III that the policy on contract type and risk Is not consistently

- . 
applied in area of EPA contracts . It may be more correct to say that the

policy is being ignored when it comes to EPA contracts. This can be

attributed to several causes . One Is that the policy on contract type , risk ,

and profit is silent on EPA contracts. Another cause is the lack of ceilings

and projections of prices and indices to determine the cost risk of the parties

to the contract. A third reason is inherent reluctance of the Government

procurement community to move down the type of contract spectrum once the

firm-fixed-price environment is achieved . Inspector General , Procurement

Management Review , General Accounting Office , and Congressional sources It

i nevitably criticize the lack of Implementation on EPA contracts of the

principle that each procurement action stands on its own and the policy on

contract type and risk in the real world of procurement.

D. THE IMPACT OF EPA PROVISION NOT BEING USED IN A GOVERNMENT CONTRACT

WHEN A LARGE AMOUNT OF INFLATION OR DEFLATION OCCURS .

1. Contractual Imp~ct of EPA Coverage and Economic Conditions. The

situation cited above can best be described by the use of a table. Table 10

summarizes the impact of inflation and deflation on Government FFP and FP

with EPA contracts . One can readily see that there are six cases where there

are no problems and two where there are problems for both the Government

and the contractor.

4fl 
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TABLE 10 . CONTRACTUAL IMPACT OF EPA COVERAGE AND
ECONOMIC CONDITIONS

CONTRACT ECONOMIC IMPACT ON ECONOMIC IMPACT ON
COVERAGE CONDITION GOVERNMENT CONDITION GOVERNMENT

FFP Deflation Problem-No price Inflation Major
(No EPA ) decrease-higher cost problem

FTP No No problem No No problem
(No EPA ) deflation Inflation

FP with Deflation No problem Inflation No problem
EPA price decreases price

Increase

FP with No No problem No No problem
EPA deflation Inflation

Now look at a form of contractual agreement similar

to the trigger used to determine when retired civil servants get a cost-

of-living adjustment. Utilize an EPA provision (assume cost i ndex)

and unless the index goes up or down an arbritrary 10% the EPA provisi on

In the FFP contract is self-deleting . If the 10% figure is exceeded

upward or downward , then the EPA provision clause in the contract would

he triggered and be envoked per the conditions of the clause. Thus , the

above table would then be changed to a state with all ei ght cases having

no problems unless the terms of the tri ggered EPA provisions were exceeded .

4g
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2. Legal Problems. Generally in a FP contract there Is no probl em

related to inflation unless it lacks an EPA provision. “The risk of

sharply increased costs , unanticipated for In your contract price , is

borne by you - not the Government and even though these increased costs
12

reach the point of economic disaster , generally the law provides no relief. ”

The only potential route to receiving relief is through P.L. 85-804, but

only if the firm and products are essential to the National Defense.

But, “there is an even more serious problem with the P. L. 85-804 approach:

It requires the contractor to throw himself upon the mercy of the Contracting . -

Officer and the Government. The contractor has no right to this relief.

Under the statute, the Government may , at Its complete whim, decide not to It
13

provide the relief. t’

3. Solution. The simplest solution Is to use EPA when appropriate .

However, one cannot always predi ct when runaway in fla tion w il l occur.

This leads to EPA provisions not being used when it is appropriate.

When EPA is not used and there Is still a high risk of inflation ,

one author suggests the following procurement techniques that a Contracting

Officer can apply to reduce the potential risk to a contractor as follows :

12
Walter F. Pettit , “Material Shortages and Spiraling Costs: Impact on

Government Contracts ,” Briefi ng Papers , The Government Contractor (August
1974 , ~I744 , Federal Publications , Incorporated), p. 2.

~‘Statement of W. Stanflelci Johnson , Reavis , Pogue , Nea l, and Rose
Before Subcommittee on Government Procurement Senate Smal l Bus i ness Committee ,”
FCR , FCR#532 , Bureau of National Affairs , Incorporated , Wash ington, 0. C.:
5/ 27/ 74 , pp. D— 13.
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1. Use an “or equal provision for shortage materials.

2. Ask that materials that are hard to get or in short

supply be furnished as GFP (Government Furnished Property).

3. Allow the contractor to purchase materials at the time of

contract award when a Firs t Article is required .

4. Avoid fixed price option provisions and long-term contracts
14

of large dollar value.

As was mentioned earlier , a trigger mechanism appears to be the best
It

solution to solving this EPA problem .

- 
. 14

Walter F. Pettlt , “Material Shortages and Sp i ra1in~ Costs: Impact on
Government Contracts ,” Briefing Papers, The Government Contractor (Augu~t
T~74, #74.4, Federal Publications , Incorporated), p.2.
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E. THE EXTENT OF CONTRACT PRICE COV ERE D BY EPA CLAUSE . This is an area of

conflicting policy and considerable debate within procurement circles. This

subject was discussed briefly in Chapter III and will be elaborated on in the

following paragraphs. It may assist the reader to first review the following

table depicting the extent to which the ASPR allows the EPA provision to cover

contract unit price .

TABLE 11. LiMITS ON UNIT PRICE COVERAGE AND CEILINGS RY EPA CLAUSE

CL AUS E PERCENTAGE OF
ASPR CI 1L AND TITLE UNIT~~~I~ E COVERAGE . CEILING

7-106.1 , EPA - Basic Steel , 100% a] 10% b]
Alui~i num , Brass , Bronze or
Copper t h u  Products (.411
Contracts)

7-106.2, EPA - Non-Standard Amount of Unit Price
Steel Items (All Contracts ) Attributable to Costs 10% h]

of Labor and Steel

7-106.3, EPA - Standard 100% a] 10% b]
Supplies (Negotiated
Contracts )

7-106.4, EPA Semi-Sta’idard
Supplies (Negotiated 100% a] 10% b]
Contracts)

7-1-7 , EPA - Labor and Labor (include fringe
Mater ial (Actual Costs benefits or unit price 107 c]
Method ) (Negotiated for materials set forth
Con tracts) in the schedule )

-
- 52
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TABLE 11 CONTIN UED

CLAUSE PERCENTA GE OF
ASPR CITE AND TITLE UNIT PRICE COVERAGE CEILING

3-404.3(c)(3) EPA - Normally not to be Normally no
Labor or Material applied to the ceiling d]
(Cost Index Method ) profit of the contract
(All Contracts)

a] Excludes preservation , packaging, and packing beyond standard
commercial practice. It

bJ Can be exceeded if approved by the Chief of the Purchasing Office.

cJ a above and ceiling is applied to individual labor rates and material
prices.

d] Unless adjustments is based on indices below the four digit l evel .

The above table shows the wide range of options available to the

Contracting Officer in selecting an EPA provision for a particular

procurement.
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1 . Total Contract Price. The words “contrac t  p r ice ” are used in

the title of this portion of the report because one EPA provision (Cost

Index Method) guidance refers specifically to contract price and all of

the clauses can be applied to more than one contract line i tem . Addition all y,

many items such as data and certain spare parts and tools may be “not

separately priced” in the contract schedule.

The percentage of contract price subject to EPA can have a consider-

able range. An Actual Cost Method EPA clause can theoretically be

restric ted to less than 5~- of the contract price , based on only one . -

labor rate or material price being cited in the schedule for a particular

line item comprising a small portion of the total contract price. At the It

other extreme is the Cost Index Method which can theoretically cover 100%

- - - of contrac t price. The Actual Cost Method can be used only in negotiated

contracts , whereas the Cost Index Method can be used in both formally

advertised and negotiated procurements. In essence the ASPR permits the

Contracting Officer to cover any percentage of contract price in the EPA

provisions that he deems appropriate.

Care must be exercised to assure that only that portion of the

contract price that is subjec t to significant economic fluctuations in

labor or material costs or those i tems subject to changes in contractor ’s

established prices for which the contractor and the Government are

determined to need protection are covered by the EPA provision . Although

the previous statement is very basic, the data analysis of the study team

as set forth in Chapter III does not support its implementation.
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. Price of the I tem . The [PA-Nonstandard St cA tA 1 I tems Clause giv es

bidders the prerogat ive of cit ing the percenta ge of t he contra ct un i t price

att ributable to the costs of labor and the cost of steel. In formally
- - 

adv ertised procurement. with its lack of cost or pricing data and the

DARCOM pol icy of essentially not evalu atin g EPA provisions for award

purposes , the bidder i s  provided a very strong temptat ion to provide ~
greater degree of EPA protection for himself than a prudent nan would deem

necessary . This temptat ion is reinforced by a lack of definition of what

consti tutes labor and steel costs. The “La bor Index ’ for this clause is

the base on the earnings of the contractor ’s employees in a particular shop

to be designated by the contractor. It appears the clause is contrary to 
It

ASPR 3-404.3(a) which states in part . “Price adjustments based on established

prices should normally be restricted to industry wide contingencies and

price adjustments based on labor or m~teria 1 costs should be limited to

contingencies beyond the control of the contractor. ”

It has been stated but not confirmed by sampled contracts , that

contracts with the EPA Labor and Material (Actual Cost Method ) clause have

had the clause apply to the contract bill of materials and essentiall y all

labo r categories and associated fringe benefits. If true , it is question-

able that all materials are subject to significant economic fluctuations.

All labor may be so affected , but not necessarily all fringe benefits .

The DARCOM experiences with the EPA Labor or Material Costs (Cost

Index Method ) provisions provide a fertile area for discussion. The

experiences are many but the mos t important cause of such experiences is the

permissive guidance provided in ASPR 3-404.3(c)(3). The data on the sampled
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contracts tends to show that the ASPR 3-404.3(c)(l) and (2) prov isi- rns

are alternates to the Cost Index Method in lieu of reverse statement

appearing in ASPR 3-404.3(c)(3)a.

The sample data also suggests that the use of this clause creates a

contradiction . On the one hand , the clause is to be used when , “ . . .the

economic variables for l abor and material are d&-~rmined to be too unstable

to reflect a reasonable division of risk between - hr  parties absent economic

pri ce adjustment provisions. ” On the other hand , the clause with 80 to

100% of unit price of the applicable contract line item but without a ceiling . -

on adjustments used in multi -year (up to five years observed) contracts with

options does not provide for a reasonable division of risk between the parties. It -

There are fourteen factors that may be considered in preparing a Cost

Index Method EPA provision . Thirteen of the factors are qualified by the

word “should” which allows operations to ignore any or all of those thirteen

factors regardless of the factors ’ pertinence to the individual procurement

action . It is apparent why this EPA clause is the predomi nant one in use and

most accepted. Such permissivenes s must be eliminated by making consideration

of all the factors mandatory .

F. EPA ADJUSTMENT BASES AND FREQUENCY PERIOD.

1. Adjustment Base. The base period is normally a three-month period

consisting of the month prior to , of , and after award. Variations have been

observed , but none of sign i ficance . One note of caution is to be specific as

to the indices for those particular months or the indices published in those

particular months. Consistency can be obtained by ASPR or departmental pro-

cedu res defining the base period . Except for the Cost Index Method provisions,
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the ASPR prov i des the ‘ adjusted to” period. In the case of Cost Index

Met hod provisions f ie ld personnel must assure that the “adj usted to ” period

reflects the most probable expenditure or comm i tmen t period for the costs

subjec t to adjustment . The sanpie contract data shows this to be a weak area.

2. Freqgency . Care must be taken in defining the frequency of adjustment

under Cost Inde x Method provisions. Quarterly adjustments may be appropriate

for small business whereas semi-annual adjustments may be adequate for large

business . In any event the use of a tri gger for adjustments prior to delivery

of last unit called for by the con tract is proper. This is cited in sub-

paragraph (c)(v) of the Actual Cost Method clause. The trigge r in this

case i s , “ . . .a net change of at least three percent (3) of the then current It

tota l contract price .”

6. VARIATIONS OF THE EPA PROVISIONS. There are several variations that can

be introduced into the current DARCOM usage of EPA provisions. The first is

ut ilizina in the Cost index Method EPA clause a trigger provision as cited

in ASPR 7-107 subparagraph (c). The net change in the then current total

contract price must be at least three percent. This would eliminate the

administrative cost of small dollar value EPA adjustments. The same provision s

could be added to other EPA provisions cited in ASPR.

Anothe r variation is to provide contingency pricing for normal or 4 to 6’i

infl ation . The EPA provision would only be utiliz ed for a percentage increase

over and above the contingency pricing rate or abnormal inflation . The Air

Force Systems Cornand utilizes this technique.

A third variation is contingency pricing of projected inflation .
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The EPA provision would only cover infl ation in excess of 10 or l5~ . This

is consistent with DOD policy of not guaranteeing a profit , sharing risk and

will cover the administrative cost of the adjustment.

These are three alternatives that are suggested. There may be more , but

the point to be made is that there still is room for innovation in developing

EPA provisions.

H. ALTERNATIVES TO USE OF EPA PROVISIONS. There are several alternatives

to the use of EPA provisions. Some are in disfavor but all are viable , -

acceptable , and in accordance with law and regulation .

1. Contingency Pricing. The current economic environment of relatively

stable or predictable inflation l ends itself to contingency pricing for short

term contracts for some commodities . Short term would , for the purposes of

this discussion , be defined as six months to a year. Currently unstable

pri ces for such commodities as copper , lead , and l umber preclude the use of

this alternative for a numbe r of i tems. The current predicti ons of the economi c

climate in excess of one year woul d dictate a caution approach to contingency

pricing for long term contracts.

2. Fixed-Pri ce-Incentive (FP I) and Cost-Plus-Incentive -Fee (CP IF) Contracts.

The basis for use of EPA is uncertainty . The ASPR Pricing Manual in dis-

cussing uncertainties states, “ . . .they are closely related to the areas

frequently suggested for consideration in selecting a pri cing arrangement. ” 15

15 Department of Defense , Armed Services Procurement Regula tion Manual
(ASPM# l) Contract Pricing, U.S. Government Printing Office , Washing ton , -

DC, 1975, p. 3Bl4.
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Based on sample con tract data analyses in an after-the -fact manner five-year

mul ti-year contracts containing yearly range quantity eutions should have

been other than fixed-price with EPA at least after the second year. If a

five year contract was necessary , a more rea l istic approach would have been

firm-fixed price in the first year , fixed- price with EPA in the second year .

FPI in the third year . an d CPIF in the fourth year. Another alternate is one

or two-year contracts. These approaches would provide an equitable division

of the risk between the parties to the contract. This approach was not

observe d , al though i n compli ance w i th ASP R pol i cy on r i s k , profit , and pricin g

arrangements .

3. Short Term Contracts. Another alternative is shorter periods of

contract perfornance in tines of high or unpredicta b le inf lation or deflation.

This approach is tied into the factor of equitable division of risk . Un-

certa in ty in fac t woul d d i cta te shorter contrac t per i od s to the prudent man

unable to form a reasonable degree of confidence in cost estimates for periods

in excess of one year.

4. Eliminate Multi -Year Contracts With Pations. The discussion of the

preceding alternatives leads one to conclude that multi-year contracts awarded

during the earlier 1970’s di d not properly allocate risk to the parties to

the contract . Additionally, many of the multi -year contracts had range quantity

option prices , all subject to EPA provi sions. In recent years multi-year

con tracts have contained or been replaced by “not-to-excee d” (NTE) option

prices tied to an EPA provi sion.
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The mult i -year contract with range quantity option prices

subject to EPA had only token unit price reductions for the option

prices in all years . The option prices did not take the learning

curv e influence into consideration in any program year. A recommended

discussion of this deficiency in multi-yea r contracts is a thesis by
16

H. F . Candy . The use of a NTE option tied to an EPA provision is also

questioned . This type of option , like any option , is exercised in a sole

source environment. The ASPR policy on cost or pricing data is circumvented

by this type of contractual arrangement. It is in the best interests of the

Government to prohibt this method of contract and substitute NTE options

calling for cost or pricing data .

I . NEED FOR BETTER FORECASTING OF POTENTIAL INFLATION AND DEFLATION TO

AID EPA DETERMINATIONS. There is d istinct and pressing need to provide

the Contractin g officer accurate , complete and current data of labor and

material indices trends sufficiently in the future (up to five years in

mult i -year procurements) to make a prudent decision on the EPA provisions

among other pricin g arrangements .

Data Resources , inc . (DRJ) provides escalation indices designed and

forecasted for the investment appropriation categories and selected major

weapons systems for the Comptroller of the Army. An example of a major

weapons system index is that for the M60 tank. The index for the M60 tank:

16
Harold F. Candy , Masters ’ Thesis, Multi-yea r Procurement , Florida

Insti tute of Technology , Melbourne , Florida , September 1974 .
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had Fiscal Year 1974 as the base year; was based on information available

through March 1976; and projected the index through Fiscal Year 1983.17

The Defense Contrac t Audit Agency uses this source of data in performing its

mission . This capability could be expanded to prov i de appropriate economi c

trend data to the Contracting Officer in making a determination of contract type.

The participation of DARCOM in COPPER IMPACT 18 is a potential avenue

to pursue in improving our economic forecasting. Though beyond the scope of

this study , perhaps the DRI work can be tied into COPPER IMPACT . Selected

headquarters or purchasing offices could be assigned to program and track

appropriate indices. The results of such effort can be available through

remote term inals under COPPER IMPACT or issued in DOD or departmenta l procure-

ment circula r’s.

DOD or individual departments may want to mon i tor national , industrial ,

or individ ual indices and establish a tri gger mechanism on their level. If

the trend data for a particular index is abnorma l all subordinate purchasing

offices can be advised to be extremely prudent in selection of the contract

pric ing arrangement for appropriate procurements.

— 17 ,, .Data Resources , Inc ., Inflation Handbook , Washington , DC , Augus t
1976 , p.6.

18The purpose of COPPER IMPACT is to introduce computer technology to
the contract pricing function as a medium for implementation of advanced
analytical , information processing and management techniques such as: cost
proposa l simulation models; ii ,~Arect cost simulation and tracking systems ;
centralized data banks of pricing information such as direct labor rates ,
overhead rates, price index levels, and so forth; anal ytical programs such
as regression and plotting routines; and workload information and management
and other “word process ing” applications.
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J. DOCUMENTATION. Documentation in the contract files reviewed ranged

from inadequate to nonexistent in support of the following EPA decisions :

• 1. Use of an EPA provision in lieu of another pricing provision .

2. Use of a particular EPA provision over other preferred clauses .

3. Wa i ver of the 10% ceiling on adjustment by the Chief of Purchasing

Office.

4. Rationale for no ceiling adjustment.

5. Rationale for percentage of contract or unit prices subject to EPA ,

and the percentage assigned to labor and materials under the Cost Index

Method EPA provisions.

6. Profit considerations under EPA contracts .

7. Extent of consideration of the factors listed under ASPR 3-404.3

(c)(3)c for constructing a Cost Index Method EPA clause.

8. Basis for allocating labor and material for Cost Index Method

EPA clauses expenditure profiles. —

9. Method of funds reservation .

10. Who in the Government is responsible for assuring economic price

adjustments have been made.

ASPR requires determinations in many of these cases . The problem is a

specific requi rement for substantive written documentation of the decision

cited .
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CHAPTER V

FIND INGS AND RECOMMENDATIONS

Economic Price Adjustment provisions are necessary contractual options

available to the Contract Officer in the selection of contract type. The

contract type should be a fair , reasonable , and equitable risk allocation

between the contract parties . The following findings and recommendations

will address the degree to which EPA policy dictates use of EPA provisions

to allocate risk to the contract parties . For the reader ’s convenience in

reviewing the rationale underlying the findings , page references are listed

after each finding . Additionally, the findings and recommendations are

separated Into the categories of: policy , actual use; and risk , contract

type, and cost analysis.

A. POLICY.

1. a. Finding . A serious deficiency in current EPA guidance is the

absence of a definition of the term”. . .significant economic fluctuations

in labor or material costs. . .
“ as used in ASPR 3-404.3(a). (Page 32).

b. Recommendation. Consideration be given to providing a mechanism

to alert the Contracting Officers when to obtain the data necessary to make

a decision on the need for EPA provisions. Th& mechanism can monitor both

general and specific indicies .

2. a. Finding . EPA policy essential ly contains inadequate small busi-

ness considerations (page 37).

•1
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b. R’coni ’ i&’nd~i ti ons . Pol i cy oust cont ain sma l 1 bus iness conside rations.

EPA provisions must bt’ cons i dered for use in contracts w i t h  smaller dollar

thresholds and shorter iwrformanco periods to ~id  small business firms .

3. a. Find in~s. The actual ceilinq s on EPA adjustments or absences of

a cei l ing were highly inconsistent between MSC ’ s. (Page 30). A contract

with an ~PA provision without a ceiling does not contain a maximum liability

to the Government, an essential feature of a Government contract. (Page 33).

b. Reccxiinendation . All [PA provisions must contain a ceiling on

adjustm ents thereunder.

4. a. Findinq . Documentation to support EPA decisions is non-existent

or woefully inadequate. (Page 67).

b. Recommendation . Policy must be promulgated to assure that written

documentation to support EPA decisions is required an d i s s pe c i f i c  as to the

content.

S. ~i. Findinq. MSC ’ s of DARCOM are promulgating instructions on the

use of [PA provisions contra ry to ASPR 1-108(b). (Page 17).

h. Recommendation . tISC’s must be monitored to eliminate the issuance

of any instructions on the use of EPA pro visions which do not comply with

the ASPR policy.

6. a . Find1~~ . The EPA-Nonstandard Steel I tems Clause (ASPR 7-106 .L’) is

in conflict with basic EPA pol i cy . (Page 55).

h. Recommendation. The instructions an d clause  conten t must  be

amended to provide for the Government to fill in the percentage figures for

the portion of the contract unit price attributabl e to the costs of labor
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and cost of steel , and cite an i ndustry wide labor index for the costs of

labor subjec t to adjustment. DCAA can assist in determining the appropriate

percentage figures .

7. a. Find~j~~. ASPR 3-’~O4.3(c)(3) is permissive in providing guidance

for constructing a Cost Index Method EPA provision. (Page 55).

b. Recommendation . The word “may ’ shoul d be rep lace d w it h the word

“shall. ”

H. a. Findings. A trigger mechanism similar to that cited in ASPR

7-106.7(c)(v) for making EPA adjustments is not used in Cost Index Method [PA

provisions. (Page 57). An EPA provision with a trigger mechanism , plus or

minus X%, will p rotec t both parties from s igni ficant economic fluctuat i ons .

(Pages 49 and 57).

b. Recommendation . Such a trigger mechani sm must be considered to

protect both parties from signifi cant economic fluctuations.

9. a. Finding . There are attractive variations of EPA provisions that

are sel dom or never used , such as , a combination contingency pricin q - EPA

provision . (Page 57).

b. Recommendation . Consideration of EPA provisions must include

variations such as contingency pricing for normal (i.e., 4 to 6%) inflation

with EPA provisions applying only to an increase in excess of norma l con-

tinqency pricing.

10. a. Find ina. Fixed-priced options subject to EPA provisions in

mult i -year contracts do not consider learning curve effects and circumvent

ASPR policy on cost or pricing data in a sole source environrient. (Page 60).
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b. Reconinendation . Fixed -price options subject to E PA provisions up

to a not-to-exceed price in multi-year contracts must he prohibited to pre-

d u de such circ umvention and to permit anal ysis of learning curve effects on

the option quantit ies.

11. a. Finding. EPA as an evaluation factor is inconsistently applied in

formally advertised and negotiated procurements contrary to the principle of

lowest overall cost to the Government , price and other factors cons id ered.

(Page 34).

b. Recommendation . EPA must be consistently applied as a required

evaluation factor .

t F j r i~f lny ASPR 3-808.6 does not recoanize EPA contracts in

assignment o f  p r o f i t  o r fee percentage for contract type and the contract files

reviewed reflec ted t h i s  po l ic ~ onim ss ion . (Page 34).

b. Recommendat ion . Consideration be given to assure that the
risk asso ciated with the various EPA provi sions be reflected in profit
objectives .

13. a. Finding. The MSC ’ s methods of reserving and monitoring funds
for EPA ’s do not reflect the particular circumstances of each EPA contract.
(Page 42).

b. Reconunendation. Methods of reserving and monitoring funds

for EPA ’ s must be developed- and utilized by the MSC ’ s that reflect the
particular circums tances of projected adjustments that are less than the

ceiling .
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H B. ACTUAL USE.

1. a. Findings. The dollar value of fixed-price contracts containing

EPA provisions as a percentage of all contract types peaked in FY 71 ,

reached a low in FY 73 and reached its highest levels since F? 70 in F? 75 and

76. (Page 18). The number of EPA contracts awarded is decreasing and the

total dollar value awa rded is increasing. (Page 19). The preceding two

findings appear to be caused by an A SA (I&L ) letter requiring EPA provisions

in contracts containing multi-year , indefinite delivery and option require-

ments). (Page 29). . -

b. Recommendation. The DA pol icy letter , SAAS-IL-MP . dated 20 Jun

74, Subject: Impact of Enem y and Inflation on Procurement , must be rescinded

and the management of the MSC’ s directed to cease discouraging the use of

EPA provisions in accordance with ASPR 1-108(a).

2. a. Finding . None of the sampled contracts (50) cont ained EPA clauses

for non-standard stee l items , standard supp lies , or semi-standard supplies.

(Page 29).

b. Recommendation. The continued need for these clauses must be

analyzed .

- 

-

~ 3. a. Finding . Based on current usage , policy , and opinions EPA’ s are

generally being placed in fewe r contracts whereas economic projections would

dictate the oppos ite trend . In other words , DARCOM will again react to infla-

tion. (Pages 32 and 45).
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b. Recommendation. Economic indicators in genera l and specific

labor and material indicators shou l d be monitored and PCO ’ s be advised if the

indicators show the need for EPA Provisions. The COPPER IMPACT-DR I interface

proposed at end of Chapter IV is recommended for further study .

4. a. Finding . The contracts sample indicated the alternative cost

index method EPA provisions are preferred over the prima ry EPA provisions

cited in ASPR 7-106 and 7-107. (Page 28).

b. Recommiendation. It must be emphasized that the clauses are only

alternatives to primary EPA clauses and should be used accordingly.

5. a. FindJ.~~~ The choice of EPA clauses and clause construction has

evolved into a practice of habit , rather than tailoring to the particular

procurement in question . (Pa ge 39).

b. Recornendation. Emphasis must be placed on the need for

tailoring clauses to the particular procurement situation .

6. a. Fi ndings. EPA provis ions are not being used when it is appropriate

to protect the Government for material s or indices subject to deflation.

(Pages 48 and 31). No downward EPA adjustments were observed . (Page 31).

b. Recommendation. Emphasis must be placed on the need for EPA

provisions to protect the Government from def la tion , especially in certain

conTnodities that fluctuate widely in pri ce.

7. a. Finding s. Procuring Contracting Officers (PCO’s) are not aware

of the Government individual responsible for obtaining downward EPA ’s and

assume that the contractor is responsible for obtaining upward EPA ’s. (Page

15). PCO’ s are not utilizing the services of the Defense Contract Audit
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Agency (DCAA ) to prepare presol ici tat ion expenditure profi les for Cost Index

Method EPA Clauses. (Page 16).

b. Rec ommendations . PCO’ s must be made aware of the Defen se

Contract Audit Agency ( 0CM) resources available for both so le source and

competitive procurements . PCO ’ s must be not if ied that DCAS requires ACO ’ s

to assure that all contract price revisions have been made prior to the ACO ’s

completion of the contract fina l payment notice . The notification must

include a reminder that APP 1 -402.50(v) places on the Contracting Officer the

primary responsibility for the legal , technical, and administrative sufficiency 
- 

-

of any contract which he executes.

C. RISK, C ONTRACT TYPE. AND COST ANALYSIS.

1. a. Findings. The division of risk between the parties to a contract

with EPA provisions varies greatly. (Page 56). In periods of significant

economic fl uctuations firm-fixed-incentive , cost-plus -incentive fee, cost-plus-

fixed-fee contracts or combinations thereof appea r more appropriate and con-

sistent with policy on risk and contract type than any fixed-price with EPA

contract. (Page 58). Contracts with EPA have a very narrow range of applica -

t ion wi thin the spectrum of contract types contrary to experienced usage .

(Page 37). The percentage of the base unit prices covere d by an EPA pro-

vision and the ceiling on EPA ’ s can theoretically vary from zero to 100% under

exfst inq pol icy . (Page 52). The percentage increase in the base unit price

of some Cost Index Flethod EPA contracts casts doubt on the division of risk

between the contracting parties . (Page 30). In the case of a ll Cost Index

Method EPA provisions and allegedly some Actual Cost Method provisions the
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percentage coverage of the base unit price is at a level far In excess of

what would reasonably be considered that portion of the base unit price

subjec t to “ . . . significant economic fluctuations. . . “ . (Pages 30 and

31). Past experience shows that EPA provisions in multi-year contracts

during periods of significant economic fluctuations were improper. (Pages

32 and 58).

b. Recommendation. Consideration be given to assure tha t the dl-

vis ion of risk between the parties to EPA contracts is fair and reasonable

to both parties .

2. a. Findings. Expenditure profiles for Cost Index Method EPA pro-

visions do not reflect allocation of economic fluctuation protection to the P

specified contract periods of time based on a most probable expenditure or

commitment basis by the contractor. This is to the monetary detriment of

the Government. (Page 39). When contracts allow accelerated deliveries the

expenditure profiles for Cost Index Method EPA provisions tied to schedu led

contract deliveries allow contractors to obtain windfall adjustments .

(Page 41).

b. Recommendations. Expenditure profiles for Cost Index Method

EPA provisions must be based on the contractor ’ s most probable expenditure

or commitment basis tha t is nearest to period of time that the contractor

incurs a firm monetary obligation . Expenditure profiles tied to the de-

livery schedule should be rare or nonexistent.
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3. a. Finding . Only 10% of the fi fty EPA contracts required cost or

pricing data because of the presence of competitio n. In times of significant

economic fluctuation , the ability of competition to eliminate contingency

pricing is questioned . (Pages 31 and 58). The contractor ’s warranty of no

contingency pricing under the DARCOM P1 Cost Index Method Clauses is meaningless ,

absent cost or pricing data and its attendant certification and contract

clause (Pages 31 and 36).

b. Recommendation. The DARCOM P1 Cost Index Method EPA clauses

must be modified to delete paragraph (a) on contractor warranty that contract

prices covered by the clause do not include contingencies to the extent that

such increases are covered by the clause. If cost or pricing data is not

required, proving the contractor violated the warranty is next to impossible.

If cost or pricing data is required , the price reduction for defective cost

or pricing data clauses can be invoked .

4. a. Findi ng. When cost or pricing data is required on a procurement

containing an EPA provision , da ta is not requested or furnished on i tems

such as maximum upward adjustments , percentage of base unit price coverage ,

percentage of labo r and material coverage , expenditure profiles , and last but

not least , downward adjustments . (Page 36).

b. Recommendation. This data must be required from an offeror on

procurements subject to the requirements of ASPR 3-807.3 for cost or pricing

data when an EPA provision is contemplated.
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5. a. FindJ~~. The Department of the Army is seriousl y deficient in

the projection of economic condition s for consideration by the Contracting

Officer in deciding on the use of an EPA or other type of contract. (Page 60).

b. Recommendation. Actions need to be taken to assure that Con-

tracting Officers are furnished current and reasonably accurate projections

of economic conditions to allow selection of a contract type that is in the

best interests of the Government. (See Recommendation B3b).
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APPENDIX A

STUDY TEAM COMPOSITI ON

The study team consisted of the following individuals:

C. Eugene Beeckler , Project Officer and Procurement Analyst. US Army

Procurement Research Office, ALMC , B.B..A. . Un i versity of Wiscons i n, 1961 ;

M. S. in Procurement and Contract Management , Florida Institu te of Technology ,

1976. Mr. Beeckler has worked on APRO projects in the areas of warran ti es ,

change order administration , evaluation and negotiation of IR&D and B&P

costs , DARCOM P&P reorganization and HPA criteria. Mr. Beeckler was a

Contract Specialist with the AMC Chicago Procurement District , the NIKE-X

Project Office and various Coninands assigned the Ballistic Missile Defense

Program. Mr. Beeckler was also a Supervisory Contract Specialist/Contracting

Officer with the US Army Procurement Agency , Europe , Frankfurt/Main, FRG .

After a short assi gnment as a Contract Negotiator wi th  the Army Missi le

Command , Mr . Beeckler joined the APRO .

Kimrey D. New lin , B. S. in Physics , Gui lford College 1 966; M. S. in

Agricultural Economics , Clemson University 1 969; M. C. in Industr ial

Engineerin g, Texas A&M University 1970; and Certified Professional Logistician.

Operations Research Anal yst. US Army Procurement Research Office , ALMC .

Mr . Newlin has published numerous -irticles/reports on log istics and procurement.

served as a featured speaker at numerous symposia in these areas and has

received recognition for his research in these areas . Pr ior to j oining the

US Army Procuremen t Research Off i ce, Mr . Newlin was a General Inqineer

(Instructor) specializing in RAM and ILS in the Inte r.ited Logistics

Support and Materiel Acq uisition Course with the Army Logistics Management

Center , Fort Lee , Virgin ia.
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Shirley H. Carter , B. S. , Virginia Polytechnic Institute and State

Univers ity 1953 , M. S., VP ! & SU 1957. Computer Specialist , School of

• Management Science , US Army Logistics Management Center , Fort Lee ,

VA . Mr. Carter has co-authov~ed several studies concerning various facets

of government contracting including cost growth , incentive contracting

and design to unit production cost. Mr. Carter is the author of studies

involving the economic analysis of small purchases and automated bidders

lists and the effectiveness of award fee contracts . Prior to joining -
.

the US Army Procurement Research Office, Mr. Carter was a member of the

Computer Analysis Group of the 20th NORAD Region , US Air Force.
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po licy on risk , profit , contract type , and cost and lysi s . The reconuiienda-
tions include: revision to DOD pol icy on EPA , risk , profit, contract type ,

- and cost analysis; areas of emphasis on the use of [PA ; an d potential areas for

- future studies.
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