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review of current, important topics relevant to federal
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AESTRACT

Managers and potential managers in the acdguisiticn field
should find this thesis 0 ke a useful tool. This thesis,
vhen joined with a ttesis written by .CDR J.F. Hetherirgtorn
in March 1¢83 entitled fl Synopsis of Acquisition Related
topics"% will form a single reference that will prcvide a
review cf current, important topics relevant to federal
acquisi+icn. Individual <“otpics are divided 4intc the
follcwing categories: contracting and general acquisiticn;
lsgal; finance, econcsics and accountiang; and production. A
ktroad irtrcduction/definition is given in the initial

discussicu@ section of each topic for a quick review,

'Individual tcpics are generally confined to three to fcur

pages *t¢ trrovide an overview of the *topic and nmertion
related concepts. The depth of coverage in each toric
should be sufficient fcr a working knowledge of the concept
in relatic¢n to negotiation, ccst analysis or other asgec*:s
cf *te acquisitibn field. A list of érefe:ences@ and a
fbiblicgraphy for further study'pis supplied at the end of
sost topics as an initial step ¢toward a more in~depth study
cf the subject matter or fcr application of <+he ccncegt .to
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Purchase requests, which must b3 controlled <through a
sometimes long and ccmplex acquisition process, currently
deluge Fedezal Goverrment Acquisition Ozrganizations. The
Federal Gcecvernament purchases property and services froe the
grivate sector in excess of $150 billion annually. The
sheer vc¢lure o¢f acre than 18 million purchase acticns
tequired each year fc¢r this expenditure is indicative cf the
enorrcus sccpe cof tke procedures involved. Two statutes
provide guidance for the Pederal Government to contract and
to issue regulations for centracting. The Armed Services
Erocurement Act of 1547 pertains to Department of Cefense
activizies, the National Aeronauzics and Space
Administraticn, and the Coast Gdard. Hovever, each has its
cvn isplementing regulations. Titles 1II and 1III of the
Federal Frcperty and Administrative Services Act of 1949, as
amended (The Federal Property Act), pertain to tpurchase
activities cf Civil Agencies. Acquisition for the Federal
Goverrsent can becose a comrlex affair because, in addi+ion
to the twc Ltasic procurement statutes, there are many statu-
tory requiresents and Executive Ordars that foster sccial
and econcaic aims otker than acquisition. To stay current
in this dynamic envircmment, the acquisition manager nseds a
single reference to acquisi*ion containing <¢he impact of
Federal, [CCL and other directivas.

A *tesis that iritiated development of a single refer-
ence wvhich grovides a overview of current, dimportant tcpics
relevan- tc federal acquisition was written by CCR J.P.
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Betheringtcr in March 1983  entitled ®A Synogsis of
Acquisiticn Related 1Tcpics". The purpcse of *his thesis is
*o ccaplesent CDR Hetheringtort's +thesis by developing addi-
tional topic areas in the acquisition field and, when jcined
with his thesis, form a single reference. This thesis is
not t¢ be used alone, but as a guide tc¢ the pertinept docu-
mentse, directives, circulars, etc. To retain its value as a
"current® guide, <this thesis should be updated and sugple-
zent€¢d cn at least ar annual cycle.

Follcwing the guidelines set by CDR Hetheringtcn fcrmat
and restrictions will be as fcllous:
! A. The tera "acquisit ion” shall be used in this thesis
‘ in place cf the ters "procuresent®. Procurement is to be

considered symonymous with "contracting® as a subset of the

acquisiticn functions. " Acquisition®, as defired by the
Cffice of Federal Prccurement Policy, means the acquirirg by
contract with aprropriated funds of property or services by
and fecr tte use of the federal government through purchase,
lease, cr Larter, shether <the property or services are
already in existence or must be created, developed, demcn-
strated, and evaluated. Acquisition includes such related
functions as deteraination of the particular public reed,
solicitaticn, selecticn of sources, avard of contracts,
contract finmancing, contract performance, and contract
adainistraticn.

B. The selectad topics are grouped into the fcllewing
chapter headings:

Ccntracting and other General Acquisition Subjects,

Lleqgal,

Econceics and Accounting, and

?inance,

Prcdection.
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C. An attempt will be made to condense all topics =c a
saxisum cf fcur rages, not including tables, 1lists, graghs
or charts. This will allow the user of this thesis to be
able tc scan each totic area and develop a working knowledge
in the area of interest. The user will also be able tc use
the references and bitliography available at the end of mcst
topices tc conduct an in depth study of the area, if
required.

later updates or supplements of topics, references and
prepared synopsized <topics should be forwarded <c the
Acguisiticn and Contracting Management Academic Associate,
Lepartment cf Administrative Sciences, Naval Postgraduate
Schecl, Pcnterey, California 93940.
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IT. CONTEACTING AND GENERAL SUBJECTS

A. FERPCEMANCE OF CCHMMBERCIAL ACTIVITIES (OMB CIRCULAF NO.
1-76)

1. [Liscussio

Ir 1966 the firs* Circulac No. A-76 was issued by
the Bureau c¢f +he Eudget. This Circular affirmed "the
Government's general policy of relying cr +he private enter-
Frise system to supply its needs" but it also recognized
some instances where "it is in the national interest for the
Goverruent tc previde directly the products and services it
uses." ([Fef. 1]

Tte basic policy underwent a major change with the
issuance cf Cffice of Management and Budget (OMB) Circular
A-76 (r2vised) catad 29 March 1979. Unlike +“he previcus
stategent which cnly stressed government reliance on private
entargprise, the new policy bhas <three guiding prirciples
[Ref. 2]:

a, Fely on the private sector. The Governament's
Fusiness is not ¢to be in business. Avallable
rrivate sources should be £first considered ¢to
provide theé ccamercial or industrial gocdes and
services needed by the Government 0 act on the
putlic*'s betalf.

k. Betain certain governsental functions in-hcuse.
Certain furctions are inherently governmerntal in
rature, being so intimately <celated to the public
interest as to mandate parformance by Faderal
eatloyees.,

1
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c. Aim for econcmy and cost comparisons. When
rrivate perfcrmance is feasible and no overriding
factors require in-house performance, <*he Awrerican
F€crle deserve anpd expect the most eccnomical
performance and, therefore, rigorous compariscn of
ccntract costs versus in-houss costs should ke used
tc decide hcw the work will be done.

2. Eresent Erocedures

If a service activity is not specifically excluded
€rom CME A-76 and is not an inherently governmen+al func-
tion, <+len it is classified as a Commercial Activity. A
commercial cr industrial activity is defined by A-76 as "cne
which is crerated and managed ty a fedsral executive agency
and which gfprovides a product or service that «c¢culd be
obtained frcm a private source."™ Attachment A to CMB A-76
grovides aprroxisately one hundred examples of Commercial
Activities for fifteen different service categories.

In-hcuse perfcrmance of Ccmmercial Activities cannot
ke justified solely _c¢n the basis that an activity supports
cr involves a classified program, or is part of an agercy's
tasic missicn, or that there is a possibility of a strike by
contrac- employees. Governmen* operation of a Ccamamercial
Activity can only be authorized under one of the fcllcwing
conditicns [Ref. 2]:

a. K¢ sactisfactcry commercial source is available.
Gevernment creraticn is permitted whenever it can
ke docurmented that either:

(1) There is no private commericial source caratle
of providing *he needed service; or

(2) That tle use cf a private source would cause

e et g PN o 01 Y €~
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unaccegptable delay or disruption of ap sssen-
tial prcgraa. The required documentation must
be detailed in +*erms of cost, tinme, and
perforrance measures. Tha disruption must be
of a lasting nature and not just tempcrary.

Bational Defense.

(1) Government operation by military perscnnel is
permitted whenever:

(a) The personnel are utilized in or subject
tc deplcyment in a direct ccakat or
ccasbat service support role;

(b) Tte activity is assential for
military training; or

(c) Tte activity is required to provide
arpropriate work assignments for «career
prcgressicn or a rotation base for cver-
seas or sea to shore assignments.

(2) Governzent operation 9f a depot or inter-
mediate¢ level wnaintenance facility wsay be
justified ¢o ensure a ready and ccantrclled
souvrce ¢f +technical conpetence and resources
necessary to meet military contingencies.

Icvwer ccst. If none of the preceding conditions

can be met, governmen:t operation of a Ccamercial
Activity car only be authorized when a comparative
cost analysis, perfcrmed in accordance with A-T76
and the Ccst Coamparison Handbook, shows that
in-house operation has a lower total cost +than if
it were obtained from a qualifiad private scurce.

13




Currently an estimated 400,000 federal goverrmen®
employees perform Ccmmercial Activities valued at $20
killicn annwvally. Cf <chis amcurs, only $6 billion are
eligitle fcr cost studies; the other $14 billion are exespt
from A-76 for reasons of naticnal defanse. Al+hough greg-
' ress is accelerating rapidly, +to data only a small pcr<ion
c¢f the =2ligitle functions have received a cost ccmparisen.
The Office c¢f Federal Procurement Policy (OFPP) estimates
that a2 savings cf «cver $5 billicm «could be achieved over
the nex+ five years if these ccst studies were ccmpleted
(Ref. 3].

€ince 1979, ICD has saved approximately $140 millicn
per year asa result of cCcmmercial Activity studies. 1In
addition, an average of 4,000 personnel billets have been
converted %o ccntract in each of <the last fcur years
[(Ref. 3. Data ccmpiled in January 1982, showed that 60
percent cf <*he functicns reviewed shifted to ccntract and
the average costs drcgped 19 percent. These reductions were
videly distributsd hcwever, with two-fifths showing grea<ter
+han 30 percent savirgs, ancther ¢wo-fifths having savings
tetween 11 and 25 fpercent, and the remainder saving 10
percent cr less (Ref. 4].

3. [EI1grcsed Revisions to Gircular A-76

1te Office of Pederal Procurement Policy's proposed
changes tc¢ +he Circular and Handtook, dated January 6, 1983,
are Jdesigred to simplify the cost comparison procedure. The
Circular itself would be changed only slightly, Lut the
reviesions wculd add a new supplement. The Supplement is
written ir four parts; Policy Iapleamentation, Management
Study Guide, Writing and Administering Performance Wcrk
Statéerents, and Cost Comparison Handbook [Ref. 5]3. The
significant changes ccntained in the circular are:

a. Agencies do not have to conduct a cost cosparison

14




L

e - o e - At . . - e

k.

Ce

study for activities that have 10 or fewer Pull
Tire Equivalent Wcrk Years (FTE). An FTE is
equivalen+ tc 2,080 annual hours of work.

If an activity has over 10 FTE's an agency may
waive ccst ccmparisons if there is eoffective price
ccmpetition and there is compelling eviderce <hat
tke 4in-house bid wculd not win. This evidence
cculd ccme from GAO repcrts previous cost studies,
¢r cther pricr exper:ience.

consolidaticn of Ccmmercial Activities (CA) is
enccuraged but special requirements aust be
followed for small and small disadvantaged business
tc foster their business opportunities. For
example, primes will ke required tc submit small
and small disadvantaged subcontracting plans and a
ginimauma of S50 percent subcontrac*+ing =shall be
fcraally advertised procurements.

Agencies may award contracts in accordance with
sccio-econoric programs such as 8(a) con*ractors,
and Pederal priscns without conducting a cost
ccmparison. A-76 is not intended +o interfere with
agencies' sccio-eccnomic procureament goals; there-
fcre, ccst studies are optional.

The appeals procedure has been strengthed *c
include a description of documentation that must be
nade availakle tc¢ appellants and wvhat can be
aprealed. Alsc, the agency head now has the
authority tc reviewv appeals.

An annual rerorting requirement has teen added
vhich requires agencies to report to OMB cn their
precgress it implementing +he Circular. This

15
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revision requires all activities to ke reviewed fcr
ccamercial performance Lty Septeaber 30, 1984.

g. A maragement study guide has been added to aid the
agencies in developing their mcst efficient organi-
zation from which to develop the Governmernt cost,

h. 1The acccuntirg met hodclogy has moved from one cf
calculating 211 costs of each alternative (i.e.,
in-house vs. contract) to identifying all costs Lu+
calculating cnly the cost that would change if the
decision were <%0 <change the status quc. For
exasple, calculating “he in-house Governsert costs
that would te avoided in the event of contracting
cut.

i. Ccntrac* adrinistration costs will now be based cn
the estimated costs to adainister each con*rac+. A
ceiling is pplaced on the staffing allcwed for
contract adrinistraticn.

jo Illustratiors with full explanation of how to
develop Governmert costs have Lesn added tc further
cirplify tle requiraments, This is especially
significant in the area of personnel costs,

4. Bsfsrengses

1. Eureau <f the Budget Circular No. A-76, Subject:

Eollciss for Acauizdng commercial or  Ipdustrial
Ezcdscts apd Services for Goverpaent Use, 3 March 1966

2. Cttice ¢f Managesent and Budget Circular No. A-76

(Revised) , Subject:  [Eclicies for Acguizing commercisl
¢t Industrial Ezoducts apd Services HNeeded DLy the
Govezpaens, 29 earch 1979.

3, "LOD Ravising Policy on Consolida<ing Commercial
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Activities," Pederal Gcontracts BReport 39 (21 Macch
19€3) : 657-659 .

4. Ccngressional Budget Office, Contracting Out fcr Federal
SUEEcIt Serviges: Betential Savings apd pBydgeszagy
Impagts, October 1982.

S "Current Issves Under OMB Circular A-76," Fedezal
ccntracts Report 39 (20 June 1983) : 1186-1193,
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B. HNAJOE SISTEM ACQUISITIONS (CHB CIRCULAR NO. A-109)

1. LCiscussicn

Circular A-1(¢ was developed in response <+c recca-
mendations made by “he Congressionally constituted
Ccmmissicr c¢n Gecverrgent Frocurement {COGP) in Novemter
1969. The COGF was created to sztudy and recomsend to
Congress methods that would promote the economy, efficiency
and effectiveness of Pederal procurament by the Executive
Branch [Ref. 1]. In studying system acquisitions, the COGP
vas ccncerned about ccst overruns, scheduling failures and
systexs that failed tc meet expectations. The root cause of
these prcklems centered on the absence of vwisibility of key
decisions; confused and overlapping roles among indus+ry,
in-hcuse designers, ccngressional committees, and executive
kranch adrzinistrators; and lack of a logical, clear decision
framework ¢c guide the acquisition process and its partici-
pants [Ref. 2]. The COGP made 149 recommendatiorns. of
these, *welve recommerdations involved improvements to major
system acqguisiticn {Fef. 3].

As aresult of one of the =reommendations ¢f the
COGP, tle Cffice of Federal Frocurement Policy (OFEP) was
estatlisted within <the Office of Management and Budget
(OMB) . CFEF is charged with establishing procurement poli-
cies acrcss all executive trranch agencies cof the Pederal
Goverramert. One of the first outputs of OFPP was Circular
A-10S, dissued in April 1976, culainating a nearly two-year
joint Administration and Congressional effort +o estaklish
policy guidelines applicable to all FPederal Agencies engaged
in develcping major systems.
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2. Isligy

CME Circular 2-109 is consistent with the irtert of
the tvwelve recommendations of the COGP. It 4is a landmark
document shich adds several nev dimensions tc the tusiness
cf defirirg and funding major systems in the fulfillment of
tasic agency roles and missions. Circular A-109 grcvides
guidance to all executive agencies for the establishment of
a comson framework fcr acgquisition policy formulation and
progras isplementaticr.

A rrincipal intent c¢f <he reforms eambcdied in
Circular 2-109 is to enhance competition and reorient gajor
sys-exs acquisition to focus on *he a2arlier phases of the
process, not just on full-scale development. It is intended
that «ccapetition in early phases will be broader based,
require less commitment of resources, and provide the best
solutions tc na%+ional needs primarily through innpcvaticn.
Circular 2-109 raquires agencies to:

a. Express needs and program objectives in missicn
teres and nct equipment <teras to encourage innova-
ticn and cospetiticen in creating, exploring, and

developing alternative systenms.

E. Elace emphasis on the irnitial phase of the
system acquisition process to allow cconpetitive
exploration cf alternative systems to meet mission
reeds.

c. Ccsmunicate with Congress early in the systenm
acqguisition process ty relating major systes acqui-
gi+ion grograms to agency mission needs.

d. Establish clear lines of authority, responsibility,
and acccuntakility fcr management of major systess,
make decisicns at appropriate managerial levels,




and obtain agency head approval a* key dscision
pcints in the evclution of each acquisition
progranm.

€. CLCesignate a fccal pcint to integrate and unify +tte
system acquisition mwmanagement process and acnitor
pclicy implesentation.

f. Fely on private industry in accordance with the
pclicy estaklished by OMB Circular A-76.

3. Ixplementaticn

Circular A-109 emphasizes Congressional and
Executive lzadership at the front end of the systems acqui-
siticr cycle. It states that whiie "technical and pregran
decis.ons ncrmally will be made at the agency-ccmgcrent or
cperatinc-activity 1level," four key decisions "shculd be
made Ly tle agency hea2d."™ These four decision are [Ref. 4]:

a. Identificaticn and definition of a specific mission
need tc¢ be fulfilled, the relative vpricrity
assigned within-the agency, and the general magni-
tude of fundes invested;

E. Selection of competitive syster design conceptes %o
ke advanced tc a testsdemostratiorn phase or authcr-
ization to proceed with <the development <cf a
rcncoapetitive (single concept) system;

c. Cosmitment cf a sys+em to full-scale develcpament
and limited groduction;

d. Cosmitment cf a systes to full production.
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Significant lenefits anticipatsd from implementation
cf Circular A-109 included:

a. Creatly reduced cost overruns and eliminaticn cf
such of the controversy of the past two Jdecades
regarding tte need fcr specific systeas.

k. Ixproved oppcrtunities for innovativz private
sector contributions to meet national needs.

¢. Informat*ion flow between agencies and Congress

consistent with the Congressional Budget Act of
1974,

d. Ar crderly process for acquiring major systess in
all agencies, <thus -eliminating inconsistencies of
marcagement attention and apprecach while providing
flexibility fcr agencies to meet unique needs.

Ey implementirg these policies, billions cf dollars
could te saved by avciding program start-ups that are later
cancelled wken it is realized that *he need did nct exist,
cther prcqrams wvere given a higher priority, or the prcgraam
was statisfied by otler less ccstly means.

4. CEEE Pasphlet No. 1

Tc further amplify the intent of Circular A-109 and
to estaklish key decision points through a Major Systeams
Acquiseiticn Cycle, OFEP issued OFPP Pamphlet No. 1 in August
1976. In this pamphlet the HMajor System Acgquisiticn Cycle
is seen as a single clcsed 1loop with four key decision
points. 1he cycle ccnsists of the following activities with

the fcur decision points following activities b, ¢, 4, and
€

a. Pission analysis;
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E. Evaluation and reccncilation of needs in the cecn-
text of agency missicn, resources and pricrities;

c. Exploration ¢f alternative systems;

d. Ccnmpetitive demcnstrations;

€. Full scale development, test, and evaluaticn;
f. Ercduction; and

g. Leployment and operation.

The fcur decision pcirnts are the specified points at which

the agency head must xake an approval before proceeding with
subsecuznt phases of the acgquisition.

4.
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C. CENTEM.IZATION OF THE PORCHASING PUNCTION

1. [Liscussion

The torms centralization and decentraliza+ion are
frequently used in gzanagement and purchasing 1literature to
descrite the level at vhich purchasing decisions are sade.
Centralization of purchasing refers to an organizatican where
purctasing fer *he ertire organization occurs at, or is
con<roclled by, ene central purchasing cffice.
Lecentralization of fpurchasing refers ¢o separat2 purchasing
offices for each ofperating division or majecr operatioral
locaticn each with a considerable degree of autcncmy in
tuying. Tvo examples will 4{llustrate <the differerces.
Centralization *akes fplace when an individual or department
is estatlished and given authority to make all rfpurchases
(Ref. 1. This irdividual or the departaent is held
accountalkle by management for the operation of the ccapany's
purckasing activities. )

Cecentralization of purchasing occurs when pec-scnael
trom cther functional areas of the organization =-- precduc-
tion, engineering, sales, finance, etc.-- decide c¢cn sources
cf supply, negotiate with vendors dirasctly, or perfcras many
cther functions of purchasicg [Ref. 2). Generally sreaking,
the advartaces of one approach are the disadvantages of the
cther, tbus crganiza¢ions, including the Federal Governmen¢,
that have different levels of operation could adapt cre of
the fcllcwing alternatives:

a. Cosplete Centralizationm.

k. Ccspleta Decentralization.

C. A combinaticn of Centralization and Decentraliza-
ticn.
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2. GCcmrplete Ceptralization

Ccerlete centralization of purchasing emphasizes <he
need fcr one set of standards within an organiza+tion, A
single centrally controlled purchasing policy, combined with
greater gquantity purchases, result in outright purchasing
pover, lee and Dobler [Ref. 2] state that when furcticning
properly, centralized purchasing produces several benefit*s,
They are summarized as follows:

a., GCnity of Organization

(1) Duplication of effort and haphazard purchasing
practices are minimized by the central cocrdi-
na+ion cf all ccmpany purchases.

(2) Responsitility fcr the performance of the
purchasing functions is fixed with a single
departeent head, <thereby facilitating manage-~
mert ccontrol.

(3) More affective inventory con:rol is pcssitle
because of companywide knowladge o©f s=cck
lavels, mat erial usage, lead times, and
prices.

k. Efficiercy

(1) Quantity disccunts are made possible by cecn-
solidating all ccapany orders for the same and
similar materials,

(2) Centralization develops purchasing specialists
whecse primary concern is purchasing. These
specialists buy nmore efficiently than 1less
skilled persons who view purchasing as a
secondary responsibility.

(3) Line derartment managers do not have tc sgpend

25




their time purchasing. They <can devcte full
tire and effcrt to their basic responsitili-
ties.

(4) Record keeping is reduced and at the same time
made significantly more effective.

{5) Pewer crders are process=d for the same quan-
tity cf goods purchased, thus reducing
purchasing, rsceiving, insrection, and
accounts payable expens2, as well as prices.

c. Economies of Scalae

(') A firm is able +to develop and implement a
unified procurement policy, enabling i+ to
speak with a single voice <o its vendors.
Maximuz competitive advantag2 can than be
taken from its tctal economic power.

(2) Transpcertation savings are realized by
the ccrsolidation of orders and delivery
schedules.

(3) Suppliers are able to offer better price¢s and
better service because +heir expenses are
reduced.

3. GCg¢arlete Decentralization

In large deparments, vhich are found in many
moderate sized crganizations and are universal amcng the
larger ccepanies, tke questicn arises as to wvhether +¢o do
all purchasing from a centralizad department or to set up
separate purchasing cffices in each deparc*ment. This “ype
of purchasing office would have a considerable degree of
autcncey in buyicg ard is referred to as decentralizaticn of
purchasing. The reascns for decentralization may be sumsma-
rized as fcllowvs:




a. 1The manager cf a functional area has the authorirey
an¢ responsibility to <run his department in <he
rcst efficiernt and effective manner possible.
Since materials could represent a large prcpcrtion
cf an effective operation, +*he manager shculd have
centrol over purchases in order tc rairtain
cortinuity in producing the required item (whetter

it te a prcduction area, maintainance area, or
service area).

E. 1The manager would te akle to respcnd to emergency

requiresents partially because of the direct line
cf communication with the vender and par+ially
kecause of the awareness of the source and avail-
akility of the item required.

c. When the distance to a central purchasing areca is
significant, a potentially seriocus time lag may
result. Decentralizing, by setting up a purchasing
cffice in the buildina/plant involvad, would elimgi-
nate dugplication o¢f paperwork and records. This
would give each department that requires the
material a vehicle for direct, daily contact that
is often sacrificed with centralization.

4. A ccmbipatior of Ceptralization and Decentralization

Acccrding to Heinritz and Parrall (Ref. 3] the mcst
wvidely used arrangemeént is a compromise designed tc cktain
the advartages cf bcth methods <c¢f organization. Scae of

their specific ameans of developing and maintaining such a
systexr include:

2. 1The establishment c¢f uniform policies, forms, and
frccedures at all plants <through a cospany-vide
purchasing wsanual with unifora quality standards
es<ablished bty company-wvide specifica+tions.
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d.

A ccntinuing review of all purchasing activities by
cbtaining ccpies <c¢f purchase orders routed <tc¢ the
central office. Also a requirement for sys+<ematic
monthly repcrts from all branch purchasing derpart-
rents correlated at <he central office and
redistzibuted to the tranches in a summary repcr+
fore, containing buying recommerdations, will be
paintained.

Ey establishing dollar value limitation or tranch
rlant purchases, crders or contracts ir excess of
the stated 1limit would be subject to appreval by
the central department. This corresponds +tc¢ the
requlation in many purchasing derpartments that
crders amoun+ing t¢ mcre than a stated dcllar value
gust be apprcved Ly the head of the department or
ty some higlter cxecutive.

Certain iters, usually major materials in coammen
use at two or wmor=s plants, .are desigrated as
ccntract items and are purchased by the central
department fcr all plants. In some cases, the
initial requirement cf a new item is purchased by
the plant rpurchasing department, wvith subsequent
review to determine whether or no%+t it shall be
classified as a contract item. A variation of this
is to delegate the purchase of specified items tc a
designa“*ed plant purchasing department in which the
item is used in greatest volume.

Contracts fcr items in common use are made by the
cerntral department, with provision for shipment to
all cospany locaticns.
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D. STANIARDS OPF ETHICAL CORDUCT

1. Discussicn

Executive Order (EO) 11222, 8 May 1965, as anmended
ky EO 12107, 28 Deceaber 1978, prescribes standards of
ethical ccnduct for Gecvernment officials and employees, and
sets fcrthk the basic rolicy which underlies these stardards:

Where Government 4is based on the consent of _the
gove:ned, everz cztlzen i1s entitled to have ccaplete
confiderce in he 1nteqrity of his Governament. Each
indivzdual offzcer, enp olee or advisor cf Goverrmen<
pust f to eatg knovw that trust by his cwn
integrity and con uct in all official actions.

211 Federal erployees are morally obligated to guard
against acts that give the appearanca or that aight even
presume to ke in conflict between their personal interest
and the interest of the Governmen+, Public <trust must be
retained towvard the Governsent and in the integrity cf *he
feofle wtc make it frnction. An awvareness of the reqgula-
tions governing ethics and <the standards of conduct is
critical tc an effective program of ensuring the highest
standards c¢f conduct Lty Pederal employees.

2. BRegulaticps

Bany lawvs and regulaticns apply to ethics and stan-
dards cf ccnduct for Federal Government employees. Amcng
these are:

a. OUnited States Code. Most of the sta“utory guide-
lines appear in Titles 5, 10, 18, and 41, These
standards arply *o all goveramen*t personnel except
vhere specifically lisited to certain people. The
sections that deal with Conflict of Interes: Lavs
are:
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(2)

(3)

(4)

18 U.S.C. 203. Subsection (a) prohibi+ions
are enccmpassed by prohibitions in 18 U.s.C.
20¢%. Subsection (b) makes i+ unlawful to
offer cr pay coampensation, the solicitaticn or
receipt of which is barred by subsecticn (a).

18 U.S5.C. 205. This section prohibits Gecvern-
ment fpersonnel from acting as agent or
attorney for anyone else before a department,
agency, or court in connec+ien with any
particular matter in which the United States
is a rparty or bhas a Jirect and substantial
interest. There are certain axempticns that
are described in this section that shculd be
referred to when dealing in this area.

18 U.S.C. 208. Subsection (a) requires
executive branch personnel to refrain from
participating as Government personnel ir any
natter in which they, +heir spouses, minor
children, or partners have financial interest
or in which businesses or nonprofit organiza-
tions with which such personnel are ccnnected
or are seeking employment have finarcial
interests. Subsection (b) permits agencies to
grant an ad hoc oxemption from subsection (a)
if the ou+side financial interest is deemed
not sukstantial enough to affect the integrity
of Government services.

18 U.S.C. 209. This section describes the
policy rreventing (and oxseapticas %¢) exacu-
tive Lranch perscnnel from receiving any
salary or supplementation of salary frca a
private source as compensation fcr their
Governsent service.
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(5) 18 U.S.C. 207. This sectior is applicable zo
former [OD personnel parmanently prohibiting
them from acting as agent or attorney for
anyone cther than the United States ir ccnnec-
ticn with matters involving a specific party
in which (a) the United States has a direct
and sutstantial interest, and (b) the fcrmer
personnel participated personally and substan-
tially while holding a DOD position. Thcse
personrel having had only related official
responsibilites are prevented fronm abcve
participation fcr one year.

(6) 18 U.S.C. 281, Prohibits a retired regular
Officer of the Armed Porces, at all times,
from rerresentirg any person in the sale of
anything to the Govarnment <*thrcugh the
Military Depar“*ment in whose seorvice he holds
a retired status.

{7) 18 U.S.C. 283. Erohibits a retired regular
officer of the Armed Forces, within 2 years of
his retirement, to act as agent or attctney
for fresecuting aay claia against the
Governgent. Further, he may not at any “inme
help ir *he process of a claim if such clainm
involves any subdect matter with which he was
directly ccnnected while on active duty.

Executive Order 11222 was signed on 8 May 1965 by
Fresident Jchnson and prascribes the stanrdards of
ettical corduct within <the Executive Branch and
which provides <+he tasic ground ctulses for Federal
entloyess, The executive order 1lists six general
crchibi+ione:

(1) Using public cffice for privats gain.

32




g.";'

(2)

3)
4)

(5)

6)

Giving preferential treatment to any perscn
or entity.

Imreding government efficiency or econcmy.
Losing complete independence or impartiality.

Making a governmen*: decision outside cfficial
channels.

Ac+*ing in any wvway which adversely affects <*he
confiderce of the public in the integrity of
the government.

Each of these prohibi+tions is preceded by the admo-

nition that personnel shall avcid any acticn which @might

result in cr

might reasonably be expected ¢to create the

appearance cf the existence of the specified proscrigticn.

¢. TLefense Acquisi*ion Regulations

(1)

(2)

1-111 (Fepcrts of Suspected Criminal Conduct,

Noncoupetitive‘Practices. Kickbacks, and Cther
Prccurement Irregularities). This section
discusses repcrting procedures for nencoamgeti-
tive practices, subcontractor kickbacks, and
Contractor Gratuities to Governmen+ Perscnnel.

1-113 (Standards of Conduct). This section

discusses standards of conduct for goverrment
personnel and organizaticnal conflicts of
interest. It also refarences ¢the fcllewing
implementing instructions for Depar+ment of
Defense Activities: AR600-50, for the Aray;
SECNAV Instr., 5370.2 for the Navy; AFR3C-30,
for <*te Air Force; DLAR 5501.1, ¢for the
Defense logistics Agancy; DCA Inst. 220-50-1%,
for *“te Defense Communications Agency:; CNA
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Inst. £500.7A, for the Defense Nuclear Agency;
i ' and DNA Inst. 5500.1, for the Defense Marping

3 Agency.

. (3) 1-115 (Noncollusive Bids and Proposals). This
F h ' section states clauses and other requirements
b _

i to prcmote full and free competiticn for
3 Governgent contracts.

4 (4) 1-500 (Contingent or Othar PFPees). This sec-

ticn sets forth the procedures to be followed
and prescribes the form to be used for
obtainirg infermation concerning contingaent or
other fees paid by contractors for scliciting
or sectring «contracts frzm the Department of
Defense.

(5) 1-600 (Lebarmert, Insligibility, and Suspen-
sion). This part prescribes policies and
prccedcres relating to +he debaraent and
suspensicn of bijders, offerors, contractors,
sukcontractors, and other firms and indivia-

uals,
i 3. Suppary
Ethical conduct ccmmensurate with (or, cf+en,
l superic:z tc) the moral and cultural climate in which we live

i has always teen a tasic tenet of military conduct. The
amourt c¢f attention devoted to the topic has, however,
‘ varied. As the pendulum of public interest in violations of
the standards swings froam neglect to over-reaction and back
t again, 2c does the action taken in the ailitary tc ensure
I compliance with the standards [Ref. 1). There is no segment
! cf +he Federal Goveranment that goes unnoticed f-ca <his
focusing of attentiorn. Whether civilian employee cr active
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duty silitary, everycne must bte familiar with and adhers ¢
the akcve gridelines.

4. Feferences

1. lawrerce, K. D., Captain, JAGC, USN and Ccyle, R. E.,
ICDR, JAGC, USN, "standards of Conduct in “he Navy:
Erimer" The JAG Journal, March, 1979.
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E. GCVEENMNENT PURNISEED PROPERTY

1. Gevempent Fyznished Property Policy

Tte general pclicy o¢f the Department cf Deferse
(DOD) is that contractors use privately owned property in
the rperfcrmance of contracts. Howaever, +here are many
reascns tte Goverrsent will furaish property +c¢ a
contractoer. The most common is to facilitate effective and
econcumic grccurement. Other reasons include:
a. To assist tle contractor in performance of the
ccntract.
k. 1To ensure prcper security.
C. 1Tc encourage standardization of oroperty.
d. 1Tc further trocaden the industrial base for ar itenm
+hrcughcut +he country.
€. 1To increase competition in cases where it attracts
gcre bidders by providing equipment and material
which would not be generally available.
f. 1710 be used as a2 methcd for improving manufacturing
prccesses, '

2. TLefipiticr cf Property Iypes

It is important for management purpcses tc classify
ptoperty intc separate categcries since there are different
policies associated vith each category of property.
Different requirements for records-keeping, physical control
and repcrting are but a few of the differences. The Defense
Acquisition Begulaticn (DAR) states that Governament frcgerty
geans all prcperty cwned by or leased to the Government or
acquired ty ¢the Government under the terms of a ccniract.
Goverrment property GFrovided to a coatractor includes both
Government Furnished Froperty (GFP) and Government Acquired
Froperty. This rroperty is classified by DAR into:
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: a. Facilities (LAR 13-101.8). Pacilities means
industrial property for production, mairtsnance,
tesearch, development, or test, including real
prcgerty and rights therein, buildings, structures,
improvements and plant equipment.

é A . Special toocling (DAR 13-101.5). This type cf prcp-

erty is defined as all jigs, dies, fixtures, amclds,
fatterns, tars, gauges, other eguirment and manu-
facturing aids, and replacements thereof, which are
cf such a specialized nature that, without substan-
tial modification or alteratien, their use is
lipited to <the developament or producticn of
farticular supplies or parts thereof, cr +he
performance cf particular services.

C. Special test equipment (DAR 13-101.6). Special
test equipment means either siagle or multipurpcse
integrated test units engineered, designed, fabri-
cated, or rodified to accomplish special purpcse
testing in the performance cof the contract.

d. Material (DAR 13-101.4). MNat2arial m=ans proper*y
which may te incorporated into or attached ¢to arn
end itens tc ke delivered under a contract, or which

l may be consumed in the perforamance of a contract.

t e. Military prcperty (CAR 13-101.7). Military prep-

€Ity means tgersonal property designed for military
i cperations. I+ dincludes end items and integral
ccmponents c¢f military weapons systams, along with
related peculiar support equipment which is rnot
readily available as a coamercial itenm.

e ol e s e
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3. Erotlems wizk Goverpmept Furnished Prcoperty

A major prcklem at+rituted ¢to GFP is <that the
coverrmert, when prcviding GFE, must assume responsibility
for on-time delivery, functioral parformance, quali+ty, reli-
ability, maintainability and part of the technical in«arface
of the GFF with the systsam teing acquired.

Cther comsmon groblems associated with GFP are thcse
tha+t 1rclate to 1late or defective GPP. When late, the
contractcr gay be fcrced tc¢ slip his production schedule,
which, in turn, may have an adverse effect cn the contract
dalivery date, increase *he ccst, and create possible clains
ky the ccntractor for delay and disruption. Similarly, many
reasons fcr defective material can occur, such as: imfprogrer
quality ccntrol during production, faulty testing, dasaged
during shipment, isrroper handling and improper Znstalla-
tion. If GFPP is found tc be defective, it 3is the
Governasnt's responsitility <to replace or repair +the itenm.
As with late deliver c¢f GFP, defective GFP can increase the
costs, jecpardize the delivery schedule ard subject +the
Government *o delay and disruption clainms.

Ancther protlem associated with GPP is that <the
total value of DOL Government property at con<ractors!
Flants is estimated tc be $33 billion and DOD does not know
precisely hcw much Gcvernment property contractors actuvally
do pcssess. No overall management or financial system 2xists
to account for these items (Ref. 1]. The current DOD proce-
dure relies, for the mcst part, on contractors' reccrds for
accounting purposes. No records are kept by DOD in any
given centzsal locaticn.

In a House Subcommittee hearing held in October of
1981, 3vidence was gresented +hat claimed that DOD froper*y
administratcrs did nct enforce existing regulations and that
the «ccntzactor's prcperty reccrds were unreliable. The
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subcommittes's report spoke mainly to Government Furnished
Material (GFM), but the following recommendation made by the
House panel can ke censidered appropriate in “he hardlirng of
all gecverrment property: (1) place the responsibility for
coordinating all acticns planned and undervay for imgrcving
sanagenent and accourtabiiity for GFM in one adequately
staffed cen+tral cffice; (2) hava DOD property administratcrs
enforce the contracts in accordance with the Defense
Acquisiticn Regulaticn and pericdically check the GFM for
losses and excasses; (3) develop a plan of action as soecn as
possitle to install accounting controls over GFM withir DOD
and get tle applicatle systems approved by GAO; (4) involve
as many ccntractcrs as feasible to test the practicality of
selling material to contractors instead of providing GFM;
(5) review the various GA0 and DOD audit reports relating to
GFM and implenment the recommenda*tions, particularly
concerning the systematic review of its major GFM ccntracts
to identify any excess material and validate +the findings;
(6) increase the nurster of property administrators assigned
to ccntractcerst' plants; and (7) control production contrac-
tors' access to DOD's supply systén.

4. centract Clauses

There is no substitute for a <*horough familiarity
with the various contract rpprcvisions relating to Government
froperty. Most of the requirements for property management
are ccntained in the following DAR/FAR clauses:

a. Clauses for Fixed-Price Supply Contracts

fagquired: DARE 7-103.6 Title and Risk cf loss
FAR 52.245-2 (c) (9)

When Aprlicable:
DAE 7-104.24 Governaent Proper<:y
PAR S52.245-2
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DAE 7-104.25 Special Tooling
FAR 52.245-18
DAE 7-104.26 Special Tes* Equifpwmer+

FAR 52.2u5-18
t. IAG/FAR Clauses for Cost-Reimburesement Type Supply
contracts:

Fequired: DAE 7-203.21 Government Property
PAR S5z.245-4
When Applicaltle:

DAE 7-204.38 Special Test Equiprmart
PAR 52z.,2u5-19
DAF 7-205.3 Title and Risk of loss

FAR 52.245-4 (c) (9)

5. Feferencges

1. "LCefense Management: Inadequate Pentagon Contrcls over
Gevernment-Furnished Material Criticized by Rouse
Ccmgittee," Government Contract Services, Number 2-82,
21 January 1982.

6. Eijtljography for Further Study

U.S., Cecngress, Suvbccmamittee of the Committee cn
Gcvernzent Operations, Inadeguace Conzzcl over

Goverpmen: Material Pygznished tc DQD Coniractors. 97th
cong., 1Ist sess., 1 October 1981.
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III. LEGAL SUBJECTS

A. EBQTEST AGAINST AWARDS

1. [iscussicn

A ccntractor Lkidding ¢n a governmen* ccntract has
unique lecal and adsinistrative rights with respect <*c¢ the
propcsal, evaluation and selection process. ccntrac=crs
respcnding tc a request for bids or proposals do sc heping
to realize a profit cr other advantage. Often a ccrtractor
will expend a large agount ¢f mcn2y to properly pregare his
kid cr prcgecsal. He expects that his offer will be fairly
considere¢ and that te will receive a contrac+ if his bid or
gropcsal is the most advantageous to the Governnment. A
contractcr dealing with a ccmmercial company has c¢nly the
presurpticn tha+ the company will act in its own best
interes= ty selecting the most advantageous cffer.
Onsuccessful contractcrs responding to a Government solici-
taticr are provided a variety of forums to administratively
and/or judicially challenge acticns of procurement officials
that resulted in the-selection of the successful ccntractcr.
These fcrums are <tlke Govarnment contracting agency, the
Comptrcller General, and the ccurts. [Ref. 1]

<. Erotest to tle Governmept Conzraciing Agency

There is no requiresent that con*ractors first file
a protest with a contracting agency before £iling with the
Comptrcller General ¢r +he courts. However, ¢this 4is the
first fcrum in which a2 protest may be lodged and it s
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sometimes the most expedient, Contracting Officers must
consider all protest or obijections to the award c¢f a
contract whether wmace before cr after the awvard. If the
rrotest is «cral and the Ccntracting Officer is unable %o
resolve tte mattar, written ccnfirmation of the pro<tas+ must
ke asked fcr. The protaster must than be rotified in
writing c¢f the final decision on *he written prctest
(Ref. 2.

3. EIctest &

€ Cemptzcller General

'(f

1te Gafieral 2dccounting Office (GAO), provides unsuc-
cessful tidders an alternative means of appealing acticns
taken by +*he contracting agency in awarding Goverrment
contrac-s. Since 1925 GAO has entartained bid protests
vhich allege violation of the statutory and requlatcry
provisicrs which gcvern the formation of Goverrment
contracts. GAO has the authcrity to settle all acccunts in
vhick tte U.S. 1is ccrcernead. The number of protests filed
with GAC has gradually increased over the years, and since
the early 1970's has grzcwn frcm an average of mcre +*han
1,000 per year to over 2,000 in 1982 [Ref. 3].

GAC will consider a bid protast based orn virtually
any allegaticn cf imrropriety during the solicitatiorn and
avard prccess. Commcn protests iaclude: (a) an irregularity
cccurred ir the biddirg process, (b) the Government evalu-
ated the tids cther ¢than it said 4it¢ would, (c) the
Goverrmert erred in ccaputing bids, and (d) the Government
acted arbitrarily c¢r contrary to its own regulaticns

(Ref. 1.

GAO considers protest pursuant +o0 its Bid Prctest
Erocedures (4 C.F.R. part 20). Tvo ncteworthy prcvieicns
¢f the prccedures are:

a., Interested Farty. A protest may be filed by any




party that is considered "interested". Whether a

P

Farty is <sufficiently interested to have its
protast considered by GAO depends on the €facts and
circumstances of the particular case [Ref. 4]. GAO

PPt

bas recently decided that a protestor's failure to
subtsit a bid in response to an allegedly defective
sclicitation does not bar its status as an
“Interested Farty" [Ref. 5]. Under this interpre-
tation a prctestor need not necessarily subamit a
tid in order +o te an "Interested Party" if it

files a timely protest and, if successful, would
tave an oppcrtunity to submit a bid on a pessitle
resolicitaticn.

t. 1Tigeliness. Protests based upon apparent iampre-
prieties in solicitations must be filed [ricr to
tid opening cr +*he closing date ¢for receip+ of
prcposals (4 C.F.R. 20.2 (b)). Protests c¢n all
ctter grounds must be filed within 10 vorking days
after the prctester knows or should know its lasis
fcr prctest, vhichever is earlier (4 C.P.R.
20.2(b) (2) . £ a protest is filed initially with
the contracting agency, any subsequent prctest to
GAQ nust be filed within 10 working days after the

} protestor is is notified or shculd know of "initial
adverse agercy action" (4C.F.R. 20.2(2)).

4 While the number of rrotest “c GAO have increased cver the

1 years, ¢tte procedures involved have inherent wveaknesses.

The GAO tas no authcrity <¢c enjoin contract awvard pending

1 i«s resclution of <+he protest, nor does i+« have any
| autherity t¢ interfere with the performance of a contract
i already avarded. Thus, a protes:t may be sustained withcue

any practical remedy to the protester because of the

‘ ' advanced state of performance achieved while “he prctes+ was
teing decided [Ref. 67,

43




b i

4. Excisests o Ccurss

If a protestor dces not receive a satisfac:tery
result frcam the procedures described above, co¢r in lieu of
those prccedures, tle protestor may take his coamplain- to
the U.S. Claims Court for pre-avard protest or a Federal
Pistrict Ccurt fcr pcst award protes:.

Cn April 2, 1982, President Reagan signed intc law
the Federal Ccurts Iaprcvement Act of 1982 (FPCId).
Recognizing the limitations of tha GAO ard the reluctance of
the federal courts rationally to intarfere with a fprccess
about which they kncw little or nothing, Congress, in the
FCIA, attempts to ccrbirne the advantages of a forum having
toth specialized kncwledge and the enforcement powers of a
federal ccurt. The result was the crsation of the U0,S.
Claims Ccurt with 1its new ““exclusive" jurisdicticn over
con+rac= claims "brcught before the coantract is awarded"”
fRef. 6). Secticn 13:3(a) (3) of the PCIA provides in full:

To afford complete relief on_ any contract claim brought
befcre the contract is awarded, the court shall have
exclusive Jjurisdiction tc rant declarato*y judgments
and suckh egultable and extra rd-narz Eel ef as"it deens
Loger, cluding Lut not limited %o injunctive relief

g xerc = ng this Jurisdiction the court_ shall' g ve
ue o. the interests o national defense "and
nationa =ecur1ty.

Although the U0.S. <Claims Court was established for
pre-award protest and the federal district courts still hear
post award protest, questicns cf proper interpretaticn of
jurisdiction have recently occurred. A federal «circuit
court, in a recent case, ruled that disappoin%ed bidders may
seek relief in the Claims Ccurt only if a complaint is filed
tefore award of “he ccntract sought [Raf. 6]. Once awazd is
sade Lty the agency, bidders aust ssek relief in federal
district court. In this case the protest was originally
sade tc tte contracting agency and “he contracting cfficer
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stateé 4ir writing that he would aivise the disappcirted
contractcr c¢f the decision on the protest before +the awvard
vas made.

5. Summay

Wter a fprotest is filed prior to an award cf a
3 f contract tc either tle contracting agency or +*o GAQ, nc+-ice
of *his protest should be given to all biddesrs affected by
it. Wken a wri+ten rrotest against <the making of an award
is received, the award is nct made until the matter is
resclved cr unless ttke contracting officer determines that:

a. 1The items tc¢ be purchased are urgently required;

k. Celivery or performance will be unduly delayed by a

failure to reke award promptly; or,

€. A prompt award will otherwise be advantageous +o
f the Government.

I1f an awvaré¢ has teen pmade at the “ime cf the
F-otest, +tke award will be overturned only for compelling
cause (such as patent illegality or abuse), and “hen
normally cnly upon the advice of the Compiroller General
] ‘ (Ref. 2]. The Ccaptrcller General has four choices:

{ a. BHBe may declare the contract illegal and void.

. Ee may direct a termination for the convenience cf
the Government and award to the proper bhidder.

C. BHe may vrite a letter of criticisa to the agency.

d. Be may send a letter tc the protestor telling his
that *he agency's awvard was properly made.
Choices ¢ ard 1 are scst often used by GAO.

. s s Mt
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Current interpretations on Jurisdiction are teing

sade cn alscst a daily basis, It is iancuabent on the reader

to
cof

1.

4.

S.

review all currert information as “¢c the present s+atus
fcrums available t¢ a protester.

6. Feferepces

Ceprar*ment of the Aramy, Procuremen: Law, Pamphlet
No. 27-153, January 19176.

Federal Acquisiticn Institvte, Prjinciples of Governzent

goptract Law, Washington, D.C., Septeabsr 1979.

"Nualer of Bid Prctests Received abd Closed by GAO Sets

¥ew Fecord," Pederal Contracts Report, Vol. 39, No. 1,
3 Januvary 1983.

Cffice cf the Gereral Ccunsel, Government Contract
Erincircles, Washington, D.C., Noveaber, 1980

Cecisiorns and Rulings in Brief, "Bid Pro%tests-Interested
Fazties-Specification, " Pederal Con-ragts Report, Vcl.
39, N¢. 3, 17 June, 1983.

Feidelman, Jcel F. and 0Orsini, Josephine L., "Federal
Circuit Limits Jurisdiction Over Bid Protes*s", legal
Jimes April 18, 1983.
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E. TEBMIFATION POR CCNVENIENCE

1. [Liscussicn

The Govaernment has a right +o discontinue the
contract for reasors other than the default ¢t the
contractcr. It can be 1in <the best interest of the
Gcrernment to ra2fuse to continue with contract performance
and tc settle with the contractor at the point of tersina-
tion as set forth in the termination for Convenience clause
cf the ccrtract.

Tte Termina*icn for Convenience of the Gcvernment
clause is cne of tle most unique provisions contained in
Government contracts. The clause gives the Governmznt the
right tc terminate without cause and limits the contractor's
recovery to costs incurred, profit on work done and the
costs c¢f preparing the terminaticn settlement proposal ([Ref.
1]. Reccvery of anticipated profit is precluded. In no
cther area c¢f ccntract law has one party been given such
complete authori*y t¢ escape from contractual obligations.

2. [Fight %o Terzipa:ie

Tte langquage giving the Government ¢the right to
tarminate is brief ard very broagd. Por example, the termi-
nation clause contained in PFPR 1-8.701 states:

(a)  Tte gerformance of wertk under this contract may be
terginate bI the Government in accordance with his
clause ir whole, or from time to time in gart, whenever
the Ccrtracting Officer shall dateraine that such termi-
nation is the best _interest of the Government. Any
such termimaticn shall be effected bg delivgr +o *heé
Contractor of a Nctice of Terminatior specifyirg the
extent +o which performance of work under the contract
is terminated and the date upon which such termiration
beccwes effective.

Under this clause <the Governmsent has virtually wunlisited
authority to terminate for conveniencas, hovwever, FPR
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1-8.201(a) cautions contracting officers <¢o use the clause
cnly wten it is determined that such action is in the best
interest of the Goverrment.

Tke right of <termination for convenience may yet
tind the parties “by cperation of law," even if the required
clause is critted. Ir the landmark case of "G.L. Christian
and Associates v. United States", 312 F 24 418, <+he ccurt
held: (1) ASPER (now LCAR) governed the contract, (2) ASPR was
promulgated pursuvant to law, (3) ASPR therefore has the
force and effect of law, (4) ASPR required the clause, and
(5) nc autbcrized deviation was granted. The court there-
fore ccncluded <that the clause is operative as though
chysically incorporated in the contract. The import of this
decisicn extends to any required DAR clause. It is ne*t to
ke assumed, however, that such clauses need no lcnger be
inccrgcrated inte the contract. Govaernaent policy and gcod
tusiress practice dictate otherwisa. The case nevertheless
definitely exterds termination for convenience ccverags.
[Ref. 2]

3. 1te Lecisicn tc Termirate

Tte decision tc ¢terminate contracts is made by the
contracting officer with appropriate authority; however,
cognizant <+¢echnical and engineering personnel cften are
first tc recognize the need for termination. These
perscnnel continuously review outstanding <contracts to
insure *hat a requirement for the supplies or services
invclved still exists. If not, a termination for conven-
ience action may be necessary. Postponing this
consideraticn can cacse needless expense to the Government.

As a rule, a termination request or similarly enti-
tled dccuzent sutgitted by cognizant technical or
engineering rerscnnel, can provide the authority for tersi-
nation acticn by the contracting cfficer. Terminaticn is
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actually accomplished when nctice of termination is deliv-
ered tc tte contractcr [Ref. 31

4. JFacrors fo Cgepsideg

Ttere ar< a pumber ¢f factors which “he contracting
’ officer must consider before effecting a terminaticn. Scme
' ¢f these ar: [Ref. 4 :

a. 1Technologicel Advances. National security

interest often dictate the placing of ©prcduction
4 ccntracts fcr interim items - an action that may be
- necessary even “hough mor2 advanced items are under
developaent. If and when the new items are
released for production, contracts for the clder
iteas nay bave tc be terminated in whcle or in
part.

k. Eudgetary Ccnsiderations. Budgeting or funding
factors may dictate termina“ion if a new require-
sect with a higher prioricty develops. If funds are
ro+ availaple to continua both contracts then cne
wculd have tc be terminatad in whole or in par+.

c. Effect on Sulsidiary or Related Procurements.

1ike most other contractual actions, a tersination
tas an iampact that extens far beyond the present
grocurement. Therefore, wvhen terminaticn c¢f an
item 4i= ccrtemplated, the effect on related
frccurements must ke gvaluated. The termiraticn of
a contract for a major item wusually results in
videspread terminations of contracts for sugpcrt
saterial.

d. Sequirements cf other activities. Sometimes one
nilitary department may have a currcent c¢r contea-
plated requirement for an itea that ancther

s . A W e o | i o — . i
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rilitary department would othervwise terminate.
This pessikility should be investigated befcre
termination.

€. Es+*imated Ccst of Termination. The estimated cost

cf the terrination settlement often affects the
decision tc terminate. For one thing, the ccst of
settlement will determine the amount of funds %o be
available fc¢r other wcrk after deobligation. Costs
tecome sspecially important when the contract nears
ccapletion, allowing the contractor %o complete¢ the
wock may be preferakble to termination ever though
the Governmert's requirements have changed or no
lc.ger exist. 0f cocurse, if the Gevernament has no
further use for ¢the item, <*he contract is *erasi-
nated if any savings are possible.

S. Jsplemeniaticr of Termination

LAR 8-801 frovides approved forms of notice of
termina*+icn. As a rule, nctice is given first by telegraph
and later ccnfirmed Ly letter. However, notice by let<ter
alone may ke used. In any case, th2 notice should clearly
state the fcllowing irforsaticn: (1) the effective date of
the termination, (2) the extent of work stoppage (total or
partial), ard (3) the specific work to ke terminated, if the
termiraticn is partial. The notice may also include special
instructicns about tte continuation of certain work, disgo-
siticn cf inventcry, or other matters. In addition, the
notice wsust contain recoamnmended actions <+c minimize the
impact cr tte contractor's personnel if a sigaificant reduc-
tion cf the work force is likely to result.

Tte 1otice c¢f <*ersmination and the “ezas of the
Terninaticn Clause define the ccntracsor's obligaticas uron
terpiraticn. As soor as the contractor receives the nc-.ce,
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he must stcp work under the contract as directed, con*inuing
unauthorized work orly at his owrn risk and on his cwn
acccunt (Ref. 4]. The contractor is also obligatzd (1) to
terminate all unperfcrmed or partially performed <sutcen-
tracts and purchase orders relating to the termirated
porticn cf the prime contract and (2) to settle, with the
approval c¢f the contracting officer, all outstanding liabil-
ities and claiams arising from such terminations. '

The duties of the Contracting Officer after issuance
cf the termination nctice are listed in DAR 8-206. Amcng
cther duties, the ccntracting officer arranges a mee“ing
with the contractor tc develop a definite plan for effecting
the terrination settlement.

6. Settlement of Tezmipation

Tte Governmert is under a legal obligation *¢ make a
fair and prcapt settlement with <the contractor after a
convenience terminaticna. Generally speaking, settlement of
termirated contracts takes the form of negotiated agraements
tetwveen the parties or unilateral determinationg by the
contracting officer. When the contractor and +he
contracting officer cannot agree to the <erms of the settle-
sent, a fcrmula settlement may be utilized which is sulject
to apreal by the contractor, <¢o the Armed Service Board of
Contract Apgeals. Acwever, when *he amount of the termina-
tion settlement invclves $50,000.00 or wmore, vhetker
negotiated cr nct, FPR 1-8.211-2(a) regquires that the
settlement te approved by a settlement review board tefcre a
settlemert agreement is executed.

7. Bsferepces

1. Citinic, John, Jr. and Nash, Ralph C., Jr.,

Mdadzisizatiopn ¢f Goverpment Goptracts, Geverrnment
Ccntracts Prograx, George Washington University, 1981,
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C. TERMIEATION FOR DEFAULT
1. Liscussicn

Order common law, when one party fails to discharge
his duties under a ccntract, the other party may exercise a
remedy of recoverin¢ damages for breach of contract. A
commcn definiticn ¢f breach is "a nonperfcrmance cof any
contractuval duty of izmediate performance® (Ref. 1]. When
the «ccatractor has failed tc perform and there is no
excusaktle cause for the non-performance, the Governrment nay
terminate the contract for default. Default terminaticen is
the @#ost extreme method <¢f dealing with a contractor's
actual or anticipatory failure toc perfcrm on time. Actual
kreach is a currently existing failute to perform th2 terams
cf +the ccniract. Anticipatory breach is a prospective
failure tc rerform tke terms of <the contract which is rani-
fasted ky ecither some expression or conduct of one of the
parties tc the contract ¢grior *o the +ime set fcr the
perfcrmance [Ref. 2].

Tte impact cf a default termipation is =severe and
htas tre fcllcwing effects on the ralaticnship of the parties
[Ref. 3]:

a. the Government is not liable fcr the costs cf
unaccepted scrk and the contractor is entitled
cnly to receive payment for work accepted by the
Gecvernment;

E. the Government is entitled to the return of
frcgress, partial cor advance payments;

¢c. *the Government has the right but not the duty to
arrropriate the contractor's material, inventory,
construction plant and equipment at “he site, arnd,
under supply contracts, his drawings and plans --
the price for the appropriated i*ems to bte
negctiated.

d. the contractor is liable for excess costs ct
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regrocuremert or completion; and
e. the contractcr is liatle for actual cr liguida<%ed
¢agages.
A default termination may also have adverse @effects c¢cn <*he
avard c¢f cther Goverrmen: contracts where past performance
is considered in determining responsibility.

2. [Lecisicn to Ierminate

A default tergination is a contractual right of the
Government tc be exercised when the contractor has failed to
perform his obligaticns under the con*rac=. t is ippcrtant
to ncte, however, that the default clauses ars permissive in
that the Gecvernmen*t may terminate but is nct necessarily
required tc do so. 1This affords the Government the cppcrtu-
nity to view its contracts frcm a total concept of what is
kest in its overall interes=z. In one important case the
Cour+ of Claims has held that the contracting officer must
affirmatively elect the default alternative cr *he default
is invalid. (Ref. 1].

3. Fixed-Price sSupply Contracts

Tte DAR default clavuse for fixed-price supply
contracts (CAR 7-103.11) ¢prcvides that the Governmen+ may
termina*e a contract for default, ir whole or part, if the
contractcr fails toc meet +the following obligations: to
deliver at the times required, to perform any other provi-
sions cf the contract, or to make the necessary progress in
performance, Befcre teraination for default, the
contrac-ing officer generally gives the contractor at least
ten days' notice, stating the failure involved. The
Goverrmert say then terminate for defaul® by means ¢f a
gecond nctice from tte ccntracting officer if the ccntractor
does nct corr-<t his faulure within a period of grace.
Bowever, the general rule is that a contractor already in

54




default is nct entitled to any prior notice, unless there is
a contract provision requiring such notice, and the con“ract
may ke tersimated imzediately.

The dJdefault clause also states reasons tha+ will
excuse a ccrntractor's failure in performance. He is excused
if the failure to perform arises ou*t of: (1) acts of Ged,
(2) acts cf the public enemay, (3) acts of Government (cither
sovereign ¢r contractual), (8) fires, {5) floods, (6)
epidemics, (7) gquarartine restrictions, (8) strikes, (9)
freigkt erbargoes, and (10) unusually severe wveather. This
list 4is not exhaustive, ncr is it to be applied eautomati-
calliy. Crly <+hose causes beyond the ccntrcl cf the
contractcr, and not a result of his fault or regligencs,
will excuse him from liability [Ref. 4]. ®hen a contract is
tarminated for default, and it 1is later found that the
contractcr's failure was ei1cusable or that he was not, in
fact, in default, <tke notice of default can te “reated as a
rotice c¢f termiraticp for convenience and +he rights and
cbligaticns of the parties to be governed by the aprlicable

princigples.
4. Ccst-rejmbursement Coniracts

Ccst-reimbursement type contract default teraination
grovisicrs (DAR 7-203.10) permit the Government +o terminate
the ccntract in whole or in part, for actual default or
failure t¢ make rrogress such as would endanger perforsance
and result in default. The financial results of a defaylt
tarminaticn are not substantial, The contractor will be
reimtursed for all allowable costs, whether or not the wcrk
is accegted by the Governament, and will even receive a
porticn ct the fee prcvided for by the contract measured by
the percentage of the work acceptad by the Government

(Ref. 31,
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S. Erecedure in lieu of Tersinatjon

DIR 8-602.4 frovides several courses of acticn in

lieu c¢f terzination fcr default when it is determined to be
in the test interest of the Government. They are:

a. Fermit the ccntractor, his surety, or guarantcr to
continue rerformance under a ravised delivery
sctedule.

t. Eermit the ccntractor to continue performarce ty
scans of sutcontract, or other acceptakle <third
party.

¢. If *he requirement for the supplies or services no
lecnger exists and +the contractor is not 1liable to
the Governzent for damages, execute a no-ccst
termination settlement agreement.

Tte rrovisior permitting the contractor to continue
performance under an extended delivery schedule generally
rust Le acccmpanied by some consideration, monetary or
therwise, flowing from the contractor to *he Gcvernmsert.
This requirement arises out of the general =ule that a
Government agent, such as a contracting officer, is withcut
authori+y to wvaive a vested right of the Government withcut
receivirc ccnsideraticn. The right of the Government to
require performance, within <the period provided in the
contract, ccnstitutes such a vested right. [Ref. 1]
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IV. EINANCIAL, ECONOMIC AND ACCOUNTING SUBJECIS

Ae BEBICE ANALYSIS
1. LCiscussicn

Fcr every Government purchase ¢transaction scme fcrm
cf prices c¢r cost analysis is required. Generally speaking,
cost analysis (tc be discussed as a seperate *opic) is used
vhen negctiating a large purchase, and price analysis is
used in ccrnection with ccmpetitive- bid purchasing (Ref.
1] 1The method and scope of analysis required depend on the
dollar value and c¢ther circumstances surrounding the
specific purchase. Each agency of the Pederal Goverrnment
properly expects its contracting officer to negotiate and
tuy at the most favcrable price levels obtainable and will
Judge the efficiency of 4its purchasing departmen* cn the
prices paid. Tre ccrtracting cfficer, however, ccnsiders
price as cnly one of *he ccnditions and terms of a purchase
crdar, and will generally treat it equal to <he other ccndi-
tions and teras [Ref. 2]. The price must also be ccnsidered
Ly the ccntracting officer to Le fair and reasonable. The
contracting officers decision that the price is fair and
reascnakle is based cn some form of analysis, either grice
analysis cr a ccabiration ¢f price analysis and cost anal-
ysis. Frice analysis is the process which the centracting
cfficer takes ¢tc reach a decision as to the fairness and
reasonatleness of a product or service without evaluating
the separate elesents ¢f cost and profit required to prcvide
that prcduct or service. Price analysis may be done by
compariscr ¢£ prices or by comparison with engineering
estimates,
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Erice analysis is performed £for every Goverrment
procuramént regardless of dcllar valus. If price analysis
is alcne is not sufficient to establish that a price is fair
and reascnable, it zay be used in conjunction wi+h cost
analysis. Frice analysis includes:

a. 1Testing for Ccmpetition,

t. Compairson with Catalcg or Marke+ Prices,
c. Ccprarison with Past Erices,

d. Government Estimates,

€. Value Analysis, and,

f. Visual Analysis.

Fach ¢f these areas will be treated as separate secticns
kelow.

2. 1sstjng for ccmpstitiocn

Fcur conditicrs must be satisfied before effective
price ccspetition can exist.

a. 7There must k¢ at least two offerors. However, *le
nuater of gquotaticrs required for adequate [rice
ccapetition deperds on several factors: (1) nuakber
cf potential respcnsible offerors, (2) avail-
ability of product or service {n general, 3
crgency of the purchase, and () dollar value of
the purchase.

E. They must be capable of satisfying the Govern-
sent's requirement. The companies should have the
capacity, knov-how and financing tc cosplete the
contract sucessfully.

C. 7They must be contending independently for a corn-
tract awvard. Bven if there are tvo offers, cne
frca the vendor and the other from the prise, and
the vendor is the source on both offers, there may
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te but one responsible offerer and therefore ro

price ccmpetition.

d. 1They must sutpit priced offers responsive to +he
exrressed requirements of the solicitaticn. The
responsiveness of the proposals to the terms of the
request for proposals should be compared in teras
of technical specifications, delivery schedules,
guantity and cther discounts, stc.

If these fcur condition have been met, price comgetition

existe urless:

a. The solicitation was made under conditions that
vnreasonably deny scme potential offerors an ogper-
tunity “o ccmpete, such as: insufficient time for
sutmitting cffers, short delivery time, or use of
trand names €for prcducts or trade names for
frccesses.

t. The low offeror has a definite advantage cver the
ctter offercrs, such as one supplier being the only
source of a component essential to satisfying the
requiresent.

c. It can te demonstra*ed that the lowest price
negctiated is not reasonable and every+hing
possible was done to negotiate a reasonable price.

If all fcur conditicns of price coapetion are met and ncne
cf the atcve three factors apply, then price competiticn is
judged to be effective.

3. Coprariscn with Catalcg or Market Prices.

Tte DAR and FER exeampt established catalog or market

prices frca price analysis if four conditions are met. It
aust te evaluated on a case-by-case basis, ¢o deteraine if
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the price

ie, or is based on an established catalcg or

market price, for ccsmercial items, sold in substantial
quantities, to the general putlic.

a.

Established catalog price.

2 catalog ©fprice is incluied in a <ca*talog, frice
list, schedule, or cther fora regularly maintained
ty the manufacturer or vendor; is either publisbed
¢z otherwise made available for inspection by
customers; and states prices at whichk sales are
teirg or were last made *o a significant number of
tuyers who ccnstitute the general public.

Established rarket gprics.

A market price is one curreatly established in
the usual and ordinary course of +rade tetween
tuyers and sellers free to bargain. It must be
established from sources independent of <“he manu-
facturer or vendor.

Ccemercial item.

A commercial item is one of a class or kind regu-
larly used for other than Government purpcses and
scld or traded in the course of normal operaticns.

Substantial guantities,

Surplies are sold in substantial quantities wken
the facts ¢r circuastances support a reascnable
ccnclusion that the gquantitias regularly sold are
sufficient tc constitute a real commercial macket
fcr the 4ites. This test is usually in termss of
total quantities scld, but it alsc should include
the nuster cf times the item has been sold, and how
many times a given vprice or price structure has
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teen accepted by buyers £free to chocse. €ervices
€cld in sulbstanrtial guantities are those custcm-
arily provided by the company, with rperscnrel
reqgularly exfloyed, and with equipaent, if axy is
necded, regularly maintained either solely c¢r rrin-
cipally to prcvide such services.

€. Gereral publie.

An item is =cld to the general public if it is scld
to cther than affiliates of the seller for end use
ty cther <than the Govarnament. Items scld to
affiliates cf the seller and sales for end use by
the Government are not sales to the general putlic.

Determining whether any one or more of several conditicns
apply will give a basis for deciding whether the gprice is
reascratle. Chapter 8A4 of ASPM No. 1 deals specifically
with the special reguirements of determining whether a given
item qualifies fcr exemp+ion.

4. Ccmrariscn with Past Erices.

This method requires access to price history records
on a line item Fasis. If a past price is bteing wused fer
cocmpariscn, the past price must be proven to have been fair
and reascnatle and a valid standard against which t¢ measure
the cffered price. It should be determined if the reascn-
ableness cf one of the previous prices was established by
competiticn, detajiled cost analysis, an engineering esti-
sate, or market or catalog price. If not, it may nct be
apprcrriate to arply this method of price analysis.

Cnce satisfied that a previous price was reascnable,
the rext step is tc coapare it with the current price.
Price <ccaparison techniques are the same, regardless of
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wvhather tte standard is a past price, a purchase reques*
éstimate, cr an inderendent estimate. Factors <hat gigh¢
affect tte compariscr include: differences in specifica-
tions, quantities, and delivery schedulas; inflaticn;
governmert-furnished saterials; and technological advances.

S. Gcyernment Estimates.

The techniques for ccmparing a price wi+*h a
Govarnment estimate are the same as for comparing with past
prices. Hcwever, the basis for the astima*e and its reli-
ability sust be estalklished. If a product is susceptible to
a realistic engireerirg estimate and <+hat estimate has been
carefully developed after a study of drawings, ghysical
inspecticnr, and reascnable projection, it may well be a
reasonakle standard and the price analysis is complete.

6. Jalue apalysis.

Value analysis is the systematic and cbjective eval-

.paticn c¢f a product's function and its related costs. When
used as a price analysis techrique, its purpose is tc see if
costes can ke reduced. Value analysis can Dbe a relatively
expensive and demanding techrique that may iaclude analysis
cf the zcduct?'s furction, rpresent and future anticipated
cperating ccsts, alternative approaches to the prcklens and
their articipated costs, aeach in relation to offered price.
For lcw pctential items, a brief survey can usually prcvide
adegquate valve analysis. Questions to ask in such a survey
are:

a. Can the product, or any part of it, be eliminated?

E. Can a standard part replace a special one?

c. Can a lowver-cost product, material, or methcd te

used?
d. Are paperwvork requiresents excessive or unreascn-
able?
e¢. Can parts be packaged amaore economically?
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T7c dc a gocd job the buyer aust know what is Lteing
tought and what it dces. It always helps to knrow what i¢
looks 1ike, how big it is and any other properties that can
help the buyer grasg the probable costs of producing or
ctherwise acquiring it.

7. JYisual Analysis.

Visval analysis means that a buyer can get familiar
with an ckject by locking at one, or a picture of one, and
ty talking to scmeone vho kncws how it's used. Based on
this krcwledge, a tuyer may be able to estimate a dcllar
value, Visval analyeis is similiar ¢o value analysis in
that koth are concerned with the answers to questions abcut
cbvicus, external features. Visual analysis rarely is
sufficient Lty itself and shculd be used to verify tentative
conclusicns reached after price comparison.

8. Cther Guidelires

If the fcregcing price analysis technigues are used
and *ke ccntracting cfficer is still not satisfied that the
price is reasonatle, the next step is governed by the value
cf the purchase. '

‘Fer those purchases less than $10,000, a review of
the cusulative results of the above technigques is checked
for reascnableness., If still not satisfied, the contracting
cfficer can use an alternative method of arriving at a grice
negotiaticn. Tc negctiate means to bargain, %o bring abcut
ty discussion and settlenent of teras. In almost all cases
it starts with a cosgetitive bia, a fira bid in respect to
the ccnditicns and requirements as known at the time. (Ref.
1] The cljective in regctiation is to find some basis for
agreeasent. In follcwing up on information developed in
earlier steps in analysis, the contracting officer should be
able tc find this basis and find the offer, or ar adjustaent




¢f the cffer, reasorable. If not, then the requisitioner
should te notified and be requested <¢o verify that the neced
etill existse. If it does, a final dacision on the fairness
and reascnatleness c¢f the price, based on the analysis and
commcn sense must be rade and documentad. The small dcllar
value does not justify the use cf cost analysis techniques.

Fcr purchases betveen $10,000 and $100,000, the
contracting officer may reguest cost or pricing da%a. The
techriques cf cost analysis are appliead as explained ir the
next tcpic. The contracting cfficer may accept the price as
teasonable as a result of the cos*t analysis, in wvhich case
the wcrk is complete, but negotiations with the offeror may
te required refors a final decision is made.

9. Beferences.

1. 1lee, lamar, Jr. and Dobler, Donald W., Purchasing
2pd Paterials Managemepnt: Text apd cases, McGraw-fiill,
Inc., 1977.

2. Heinritz, Stuart F. apd Parrell, Paul V., Purchasing:
Exipcirles and Appiljcations, Prentica-Hall, Irc.
Englevwced Cliffe, N.Y., 1981,

1. Firlicgzaphy for Purther stuldy

Geverraent Contracts Reports, ASPY NO. 1, Armed

sezvices Rrocursement Regulation Hapual for Ccpiract
Ezicing, Commerce Clearing House, Inc., 15 Septemker
1§75,
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E. CCST ANALYSIS
B 1. Ciscussicn
: Ccst analysis as defined in government acquisition
4 4 is the element Lty element examination of the estimated or
i actual ccst of contract performance. It is required on
- noncompetitive negotiated procureaents of $100,000 cr mcre

tut can be useful cn prcgcsals of lesser value. Ccst 3
analysis zust be dcre to prepare to negotiate an agreement ;

cn a pricing arrangesent with the company that has made a
propcsal in respcnse to a request. Cost analysis inveclvaes
analysis of design features, manufacturing processes, crgan-
jzaticp ard mnning, materials and estimating assuaptions,
and all the other ccst factors that make up the tctal ccst
¢f ap acquisition,
Ccst analysis includes verification of cost data,
! evaluaticn cf specific elements of cost and projecticn cf
these data. Cos* analysis locks into such factors as:

a. Kecessity fc¢r certain costs.

k. Reasonatleness of amcunts estimated for necessary
costs. |

c. Extent ¢f urcertainties involved in contract perfor-
mance and realism c¢f any allowances for continger-
cies.

d. Eases for allocation of overhead costs,

e. Aprropriateress of allocations of particular over-
kead costs tc the contract.

cr cffercr's estimated costs may be compared with:
a. Actual costs he incurred previcusly.
. His last pricr estimate, or series of prior
estimates, fcr the sase or similiar ites.
¢c. Current estisataes frcas other offerors.

‘ Wter the necessary data are available, a ccriractor
i
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d. FPrior estimates or historical costs of other
ccopanies fer the same or similiar work.

Ccst analysis also includes analysis of <trends in
costs. In pericds ¢f either rising or declining levels of
cost, analysis of eccnomic trends is essential. In pericds
cf relative economic stability, and particularly in cases
involving prcduction c¢f recently developed hardware, trends
in direct material ard labor cost must be analyzed.

Tke pricing rroposal, also called the cos* esti-
mates, usuvally will te submitted on a preprin+ed fcra. The
FPR fcrm is the Opticnal Form 59 or 60, <+the DAR form is DD
Form €33 and the NASA form is DD Porm 633 (NASA Edition).
It is scretimes assuged that the ostimate must be a prciec-
tion frcm the plateau of the most current experience. The
"most current" wculd probakly be a blend of recorded costs
¢f prcducing items already o¢n order and the estiwated or
actual rrices from vendors and subceontractors for the
contract effoert being priced cut.

3. [Erigcing rata

Ericing data is factual informatior abkout direct and
indirect ccsts the «ccntractor will incur in performing the
contrac+. In accorédance with Public Law 87-653 (Truth in
Negotiaticns Act), the contracting officer must regquire the
contracter to submit cost and pricing data along with its
pricing proposal, and to certify that they are ccaplete,
accurate, and current at the time agreement is reached on
price. The law provides for an adjustment in price if it is
later fcurd that the data were not complete, accurate and
cur-ent and gives the Governmnet audit rights *o ensure t*he
data were as certified. These =cequirements apply <*c all
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negotiated ccniracts and contract modifications expected to
exceed $100,000 unless <he price nagotiatad is bas=2d4 on
adequate price competition, established catalog or market
prices cf ccmmercial items scld in substantial quantities to
f L the general public, ¢r prices set by law or regulaticn.

The pricing data should showv in detail the kinés,
quantities, and prices of direct material and direc*t lator
used tc develop ¢the summary figures shown in the propcsal.
The ccmpany should explain how it computes and applies indi-
r2ct ccsts ard should show trend and budgetary data.

4. cgcst Elemepts

Four basic items are considered here in analyzing

supplier ccst proposzls, these are: material cos<t, lator
cost, cverhead cost, and profit. Each of these «c¢cst
€lements are described as follows:

a. Material Cost.

Material cost car te rroken down into the fcllcwing
twc categories:

(1) Direct seterial. Direct materials include raw

materials, purchased parts, and subcontracted

5 ’ items required +o manufacture and assemltle
completed products. A direct material cost is

l the cost of material used in making a prcduct

l and is directly associated with a change in the
product. Because of this, direct material

i costs shculd vary in direct proporticn tc the

{ number c¢f items produced.
|
(
i

(2) Indirect material. Indirect materials are
those nct easily identified with an end
product, usually are not significant in cost,
and usually do not vary in direct proporticn to
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+he numker of items produced. Iibricants and
coolants are examplas of indirect nraterials
common tc¢ a manufacturing operation.

lator Cost.

The estimate submitted on the DD PForm 633 may be a
single figure, direct labor, or it may be two or
scre, deperding on what is being purchased and how
the contractor keeps his books. They could
possibly ke engineering 1labor, direct factcry
laktor, and direct tcoling labor as three possitili-
ties, Direct labcer costs are incurred as a direct
result cf prcducing an item. They vary in precper-
ticn to the number cf items produced. There are
twc aspects cf a direct labor estimate: the quanti-
ties of lakcr, and the rates that will ke raid.
lakter will acst likely be separated into classifi-
cations such as factory 1labor and further into
fabtrication labor and asseably labor. Fcr a very
large ccntract, there might be further subdividing.
The quantities may be th2 most recent times
incurred in doing the same tasks. They may be
straight line projections of actual hours. They
may prcject a continuing reduction in required
hours, or they may te enginsered standards. The
tates may be projected average rates by laber clas-
sification, ty department, or by plant. The task
in analyzing both quantities and rates is to find
vhat was used, and whether the numbers are real-
istic in terms of the kinds and relative skills of
lakor needed to perform the contract. Por example,
an exaaminaticn of engineering labor should include,
in addition to <tyre, gquantity, and price of the
engineers, a close look at why direct engineering
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effort will be required for the par+ticular
cortract.

Cverhead Cost.

Cverhead costs are indirect costs. An indirect
cost is any cost not directly identified wi*h a
single final produc%, tu-= rather with twc¢ cr mcre
final products. They represent supporting effcrt
to the main ltusiness c¢f the ccmpany that cannct be
directly assigned ¢to individual projects or
contracts. The DD Form 633 provides four differen+
crcupings cf indirect costs: saterial overhead;
éngineering cverhead; manufacturing overhead; and
cereral and administrative expenses. Pootno<te 10
cf the DD Pcram 633 is cited in each of these group-
ings as follcws:

Indicate the rates used and provide an appro-
priate_explanaticen. Whera agreement has been
reached with Governsent re raSentatives c¢n the
use cf fcrward pricing tes describe¢  the
nature of the agreement. P~ov1&e *he methcd o
ccngutatlc: and aprlication of your _overh

nse, includ 1ng cost breakdown and show ng
treni and bud ge ar; data as necessarx

de a a51s for valuation of +*he reiscn

ableness cf propcsed rates.

Fach portion of this fcotnote, with exaamples, can
ke found in ASPM No. 1, Chapter 5a.

Erctit.

There are several different approaches to analyzing
and developirg prcfit objectives. Some agencies
use veighted guidelines to determine the ¢rofit
cbdective. This is a systematic approach which
cffers a range of wveigats to be applied to elererts
cf cost to determine dcllar profit and provides for
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adjustment cf those dcllars up or down fcr cost,
facilities, investment <risks, and other special
factors. Cther agencies use a less systematic
aprroach. Therefore, the first step in aralyzing
frcfit is tc find cut what your contracting regula-
ticns prescribe. Most agencies are governed by FPR
1-3.808 and any implesenting regula*ions they have

Fremulgated. Profit pclicies also are set cut in
CAR 3-808 and NASA PR 3.808 which generally
prescrite a profit objective that is fitted tc a
Farticular acquisi tion. Due weight is given ¢to
each of the effort risk, facilities, and sgpecial
factors that may be involved.

S. Suyspary

After breaking the pricing proposal intoc separate

elemerts cf cost and analyzing each, the contracting cfficer

. has them assembled and looks at the total package. The next
step is tc negotiate the final price. It involves discus-

sions, questions, ard explanations for each cost elesert.
%hen neqgctiation is cver and both parties are sa+tisfied, the
contractcr must certify <that the cost or pricing data
submitted and identified during the negotiaticn are current,
. complete, and accurate as of +the date an agreement was
reached. This is a requirement for all noncoapetitive rego-
tiated ccntracts over $100,000. Under $100,000, when a ccst
analysis is done and negotiations are held, a2 requirement
J for <the sape certification can be =made, but it is not
j required. As & final step, the contracting officer must ¢
0
f
i

ensure that a writter memoranduas is placed into the cfficial
contract file that explains what the contractor propcsed,
vhat was found in aralysis, wvhat happened in negctiaticas
and wty tlke price agreed on wvas fair and reascnablae,
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6. Ejkliography for Further Stuydy

Geverrment Ccntracts Refports, ASPM NO. 1, Armed Serviges
Erocuzesent Regulatiop Mapual for contract [Ezicirng.

Ccaxerce Clearing House, 1Inc. Chicago, Illincis, 15
Septeaker 1975.
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V. RRODUCIION

A. TUDUSTRIAL MCDEENIZATION INCENTIVES PROGRANM

1. [iscussicn

Tte Department of Defense 1Industrial Modernization
Frogram (INIE) is presertly a <test program whcse primary
purpcse is to enhance the industrial base by =amotivating
industry through contractual incentives to invest beycnd
efforts recuired tc meet ncrmal contractual okligatien.
Industry investments in modern plant and equipment are
intended to improve production efficiency and productivity
for deferse work. The intent of the IMIP is tc fcster a
successful business venture for both DOD and industry. It
should:- reduce acquisition cost for DOD and imprcve the
gquality ir weapcn systems, equipment and material vhile
industry skculd have improved profitability and increased
tusiness cpportunities +hrough modernization and prcduc-
tivity actkievenments. The IMIP enccmpasses and expands on
the ghilcscphy of the Military Services! “Technclcgy
Bodernizaticn® ard "Industrial Productivity Imprcvesment®
grograms, and implements DOC Acquisition Improvement Ercgras
Initiative No. 5, *"Encourage Capital Investment tc Enhance
Froductivity."

2. Fackgarouynd

In March 1982, a Tri-Service Committee for Isprcving
Industrial Productivity wvas cosmissioned by the Under
Secretacy c¢f Defense for Research and BEngineering anad
chaired Lty Rear Adsiral Sansone, Deputy Chief cf MNaval
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Material fcr Centracts and Business Management. This
committee was established tc:

a. T[Lraft a unified DOL peclicy on improving indus-
trial productivity,

k. Trefine the ccntracting strategy and the use cf
financial 11esources necessary to implement the
policy, and

¢c. MAddress the crganizaticnal, managerial, fiscal,
legal, contractual and “echnical aspects cf the
fclicy.

The 1Tri-cervice Committee developed a draft unified TLOD
policy and procedures in <the fcrm of a DOD Ins*ruction
(5000.XX) which defines the contracting strategy and the
financial resources necessary to implement the progras. Oon
2 Ncvenmter 1982, then Deputy Secretary of Defernse
{DEPSECDEF) FPrank C. Carlucci authorized the Military
Departments and *he TCefense lLogistic Agency (DLA) tc test
the INIP developed by the Tri-Service Committee. An execu-
tive level steering group ccmposed of representatives for
the DCLC Ccmrcnents with OSD membership, and headed ty Rear
Admiral Sansone, was established by DEPSECDEF to monitor the
conduct and to assess the results of the test progras.

3. Eeligy

It is the pclicy of the Department of Deferse that
the INIP shculd Le agpplied:

a. 1To motivate industry investment beyond efforts
tequired to reet ncrmal contractual obligation.

t. To pursue tke progras ¢o the maximum extent possi-
kle with centractors, subcontractors and vendors.
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€. 10 encourage financing through the following incen-
tives: !

(1) Shared froductivity savings rewvard;
{(2) Contractor investment protection;
(3) Awvard ftees;

(4) Multi-year contracts; and

(5) Direct government funding.

d. 1Tc¢ focus on the long term goal of revitalizing and
maintaining a capable defense industrial tase as
well as short term prograa, contract, and sutccn-
tract objectives.

4. Jrocedures

i Tc achieve the cbjective of strengthening defense

posture tkrcugh imprcved manufacturing capability, proce-
dures w2re developed in “he areas of: early planning, <type
cf apprcaches to utilize, centracting, ard financing. Each
cf these areas are discussed Lelow. )

a. EFlanning. 1c achieve maximua effectiveness, INIE
shculd be c¢cnsidered early in the acquisiticn cycle
for both maicr and non-major weapon systeas, equip-

i sent and saterial. This does not, however,
preclude isplementing an INIP later in the acquiei-
ticn cycloQ

|

j t. Approach. INIP vill be tailored to the size,
sccre, and ccaplexity of the project concerned. 1I*
will include an overall analysis of the sanufac-

' turing systen of DoD rime con“trac*ors,

‘ sutcontractcrs, and vendors for the rroject.

|

|

€. Cecntzacting. INIP ccntracting may cover a single
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centract, a group of contracts, all contracts of a
procuring activity, all contracts of a DOD ccmgo-
nent or all contracts of the entire DCD. |
contract with prime ccntractors will have a flcw-
dcun tc sukcentractors or vendors; however, 2
sutcontractcr or vendor will be able to participate
in an IMIEF with multiple prime contractors or
directly with DOD.

d. Financing. Ccntractcts shall be encouraged to
provide all funding for IMIP efforts. Wher it is
in the best interest of the government, DOD furding
‘ may be fprovided. Also, contractor investsent ray

ke protected against termination/cancellaticn by a
government ccantingent liability guarantee that may
ke shared within and among DOD components. This
quarantee is for the IMNIP expenditures made by the
centractor fcr sanufacturing technology, moderniza-
tion and engineering/management applications.

S. I3plemeniatic:r

Ic test the IPIP concept DOD components will select
a vwide range of cases. The test program has Lkeen decentral-
ized ir crder to allcw each of the DOD Components to pursue
incentives which they feel will Lest ancourage prcductivity
echancing ccntractor capital investments. The results of
the test will determine wvhether:
a. Ccntractors will increase their investament in
capital assets,
E. Acquisition ccsts will be reduced, and wvhether
€. Sutcontractcrs ard vendors can be reached.
Fcr the conduct of <the test prograa the LCOD
Components have been authorized a blanket waiver ¢c <he
Cefense Acquisition Fegulation (DAR) to eancourage innovation

o .« Rl et . B e . . it g, e
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and cttain desired 1results. To implement <he IMIP the
follcwing CAR test clausas have been developed:

a. Gevernment acquisition of assats. (This is a

sukstitute clause for DAR 3-815)

E. A percentage share cf savings clause.

C. A return on investment shared savings clause.
These L[AF test clauses are not mandatory aand can be tailored
for wuse during the test prograna. Head of Cortracting
Activity aprroval will be obtaired when specific deviaticns
from LAR are required with the Steering Group teing kep*
informed during the <cornduct of the tast in accordance with
+he IMIP charter authcrized by the DEPSECDEF.

6. Ejtljography for Purther Stuydy

Ckief cf Naval Material Notice 5000, Subject:
Test cf the Indcrstrial Modernization Incentives Prcgram
(INIE) and Craft DOD Instruction 5000.XX, WIMIP"; imme-
diate implementation of," 28 February 1983.
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