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Chapter 1

INTRODUCTIO N AN D RESEARCH MET HODOLOG Y

IN TRODUCTION

Problem Statement

The subject of closeout of physically completed con tracts

received little at tention until 1967 but since then has been

monitored regularly by all of the military services (8:4)

-
_ - As the defense share of the federal budget declined , interest

in physically completed con tracts grew as did interest in all

areas of government contrac tinq where costs could be reduced.

• One research project conducted in the area of closeout

iden tified many reasons why physically completed contracts

remained open and cited the fact that there were opportunity

costs associa ted with those contracts (9:52) . This same

projec t also identified the major concerns of individuals

- • performing fuctions related to contract closeout. Of three

concerns mos t commonly mentioned , two dea l t  w i t h  inadequacy

• of procedures and the other was that negotiation of final

overhead ra tes was preventing the timely closeout of

con tracts (9:13).

Physically comple ted contracts which remain open for

any reason are a potential financial and administrative

1
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burden upon the government. This burden becomes apparent

as we consider that (i) open contracts which are physically

completed “ pro bably  h ave obli gated monies  l e f t  on them t h a t

may be used for  o ther  val id  pu r poses once they have been

deobl igated C23:9C 1) , ” and ( i i )  “ nego t i a t ion  issues tend to

get b l u r r e d  as t ime passes . . . . (23:9C 1) ” Consequen t ly,

it is good a d m i n i s t r a t i v e  p r a c t i c e  to close as many con t rac t s

as possible ~nd as q u i c k l y  as f e a s i b l e .  For example , con—

tracts remaining open because of overhead rates may be

closed p r i o r  to f i n a l  overhead s e t t l e m e n t  when the u n s e t t l e d

indirect costs allocable to the contract are relatively

insignificant and agreemen t can be reached on a reasonable

es t ima te  of allocable dollars (23:9C2) . There is a need,

therefore, to determine the extent to which Air Force con-

tracts remain open after completion and to determine the

adequacy of the procedure for closing contracts remaining

open because of pending overhead rate negotiations.

Overview

The satisfactory physical completion of a contract

may be a primary goal of a procurement officer , but in many

cases , a contract is not closed at the time of physical

completion :

A contract accorded limited administration and
having a face value of $10 ,000 or under is closed when
evidence of physical completion is received by the
procuring contracting office r (PCO) . A con t rac t  accorded
limited administration and having a face value exceeding
$10,000 is closed when it is physically complete and

2
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I
when the PCO receives evidence of f i n a l  paymen t .  All
other  cont rac ts  a re  closed when they are phys ica l ly
complete and when all a d m i n i s t r a t i v e  actions are taken ,
inc luding  the accomplishment  of one of two con t r ac t
completion statements . . . . However , a con t r ac t  cannot
be considered closed whi le  i t  is in l i t iga t ion , or if an

• appeal is pending  before the Armed Services Board of
Contract Appeals (ASBCA) (24:p.s2-15] .

A con t rac t  is considered overage when it is physically

co iplete and a reasonaole l eng th  of t ime has passed . 4i t h i n

which it should have been closed. Overage is defined oy

Supplement  2 to the Defense  A c q u i s i t i o n  R e g u l a t i o n  (DAR) as

f ollows (14:127)

Calendar  Months
A f t e r  the Mo n th In
Which Physically

Category Con t r ac t  Type Completed

A Fixed Priced Unilateral 3
Purchase  Orde r

B Firm Fixed Price (Exclude 6
‘A above)

C All Othe r  Con t rac t s  20

. n t i l  a c o n t r a c t  is closed and i ts  f i l e  r e t i r e d , the re

remains work to be accomplished : it may be a purely admin-

istrative matter , negotiation of final overhead rates may be

needed , or a decision by the ASBCA may oe r e q u i r e d .

Additionally, many physically completed but open contracts

have unliquidated obligations remaining which , if not needed ,

could possibly be used to meet other Air Force requirements

of the year in which the funds were appropriated . It is

p r i m a r i l y  the eL i m i n a t i o n  of an a d m i n i s t r a t i v e  cost and

3
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nuisance  fac tor , p l agu ing  many a d m i n i s t r a t i v e  c o n t r a c t i n g

o f f i c e r s  (ACO ) , which  has prompted the A i r  S t a f f  to ques t ion

whether  c u r r e n t  procedures  a re  adequate for  closing con t r ac t s

more q u i c k l y  (12) .

JUSTIFICATIO:~

As a r e s u l t  of a new p rocedure  in the OAR ( f o r m e r l y  the

:1 Armed Services Procurement Regulation (ASPR)) 3-708, dated

I 
Augus t  1978, the D i r e c t o r a t e  of C o n t r a c t i n g  and A c q u i s i t i o n

-

~~ Policy , AF/RDCP, received complaints from some ACOs that the

• procedure was a ma jo r  d e t e r r e n t  to closing small cost- type

contrac ts  (12) . As a r e s u l t , AF/RDCP requested a s tudy to

d e t e r m i n e  the ex t en t  of the problem in the A i r  Force and to

de t e rmine  w h e t h e r  s u f f i c i e n t  evidence exis ted to suppo r t  a

change to t h a t  procedure .

Additional justification for this study follows :

1. A thes is  by Ga lan te , Pe te r son , and N i l l i a m s  in 1975

concluded tha t  o p p o r t u n i t y  costs r e su l t ed  f rom u n l i q u i d a t e d
• obligations remaining on a cont rac t  due to delays  in the

contract closeout process. They demonstrated opportunity

• cost as a function of unliquidated obligations , overage

timespan , and the discount rate defined in Department of

Defense Instruction 7041.3 (9:73—92) .

• 2. In House Report  95—43 1,  Depar tment  of Defense (DOD)

Appropriation Bill for l97a ,  there  was a comparison of

4
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workload to the numbe r of contracts being managed by the

Defense  Con t rac t  A d m i n i s t r a t i o n  Service  ( DCAS )

The manpowe r and workload t r ends  for  f i sca l  y e a r s
1969—75 ind ica te  tha t  the c o r r e l a t i o n  between the
number of con t r ac t s  being managed by DCAS and the number
of employees has been historically constant .

The i n v e s t i g a t i v e  s t a f f  also d e t e r m i n e d  t h a t  of the
total p r ime  and suppor t  con t rac t  count of 199, 93 1 as of
November 30 ,  1975 , 41 , 601 were  classified . . . as
physical ly  complete or d o r m a n t .  Physically complete or
dormant  con t r ac t s  are those on which final shipmen: has
been made and any final closeout actions are primarily

-

‘ 
cler ical  i.t n a t u r e  (2 8 : 1 8 4 ) .

Th e r epor t  sugges t s  t h a t  ag ress ive  ac t ion  t~o close c o nt r a c t s

may not have been taken in o rde r  to suppo r t  a s u s t a i n ed

• h i gh lev el of manpowe r t h r o u g h  an i n f l a t e d  c o n t r a c t  .~orK1 o o~
count ( 2 8 : 18 4)

This statemen t is further supported by a study of DOD

con t r ac t  management  sys tems fo r  the O f f i c e  of the S e c r e t a r y

of Defense which states that there were “instances in which

• completed con t rac t s  were  in t e n t io na l l 1  not closed out  in

order  to d i sp lay  h i g h e r  work lo ads  (6:67).”

• 3. A l e t t er f r o m  the C h i e f  of C o n t r a c t  A d m i n i s t r a t i o n

at  one Ai r Force P l a n t  R e p r e s e n t a t i v e  O f f i c e  (AFPRO ) , to the

A i r  Force Contract Management Division (AFCMD) s t a t es  t h a t

“ i t  t akes  res ources  and space to accommodate a backlog  of

phys i ca l ly  completed b u t  f i n a n c i a l l y  open c on r r cr s  [ 1 6) . ”

a 4.  A “Co n t r a c t  Aana~ ement Lesso n s ~e a r n e d ” ~J~~1j c a t 1 on

is sued by AFCMD on 1 May 1978 s t a t ed  t h a t  “ i ’  J u n e  1977 ,

75 per cent of physically completed contracts at one AFPRO

5
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were overage (21) . The most common reason given was that

overhead r a t e s  were not set t led for  the yea r s  involved .

It appears evident from these examples that a sustained

e t f o r t  to close con t r ac t s  is e s sen t i a l .

LITERATURE REVIE~-;

Our  l i t e r a t u r e  rev iew revealed ve ry  l i t t l e  research

pe r f o r m e d  in the a rea  of the closeout of cost - type c o n t r a c t s .

I n i t i a l l y  th e search was conducted u s i n g  the resources of

the D e f e nse Documenta t ion  Cen te r , Defen se Log i s t i c s  S tud ies

• Information Exchange, and the Air Force institute of

Technology (AFIT) Library. The only formal research study

obta i ned f r o m  these sources t ha t  p e r t a i n e d  spec i f i ca l ly  to

contract closeout was the previously referenced AFIT thesis.

That research was primarily concerned with the opportunity

costs associated w i t h  f u n d s  r e m a i n i n g  on overage  c o n t r a c t s .

Two of the major  f i n d in g s  of t h i s  s tudy  p e r t a i n e d  to

overage  c o n t r a c t s  and the reasons  why those c o n t r a c t s

r e m a i n e d  open a f t e r  phys ica l  comple t ion  ( 9 :7 3 - 7 8 )  . These

w e r e :

1. A few overage  reason codes accounted for a large

number of the contracts which had long overa j e t ime  spans .

2. A ma :orltv of the opport’Jnity cost incurred on

overa~ e contracts was attrio uted to a small numbe r of reason

codes.

6
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This s tudy  t h e r e f o r e  provided historical data for

comparison w i t h  the c u r r e n t l y  ga the red  data to d e t e r m i n e

whe ther significant changes had occurred since 1975.

Al though not specifically related to the closeout

p roc ess, two studies were found which broadly covered the

topic of overhead or i n d i r e c t  cost. The f i r s t  of these

s tudies  was a d i s s e r t a t i o n  w r i t t e n  by Ot to  M a r t i n s o n  e n t i t l e d

“Classification Systeia for Indirect Costs of Defense Con-

tractors in the Aircraft Industry. ” The importance and

• magnitude of indirect costs was presented in this study.

Martinson found that indirect costs accounted for an average

of 66 per cent of prime contractor in-plant costs. He then

proceeded to develop a model for analyzing and forecasting

these indirect costs (15:31)

The second study pertaining to overhead was a master ’s

thesis written by Captains Thomas Jones and Richard Volpe (13)

entitled “An Analysis of Forward Pricing Rates and Their

Effectiveness In Indirect Cost Management. ” The purpose of

• this study was to determine if statistically significant

differences existed among the forward pricing rates proposed

by the contractor , the rates negotiated or recommended by

the government , and the rates acutally experienced by the

contractor. No statistically significant differences were

found among these three rates as they applied to each of the

defense contractors studied (l3.454..~ T4~e~~ .~ ates a,era -~es.~c~~ -

~ ii

H

7

0.~

- 
__________



in the p resen t  research  to demonst ra te  the impact  of the

ea r ly  closeout process upon th’~ total  overhead costs.

In add i t ion  to an ana lys i s  of f o r w a r d  p r i c i n g  ra tes ,

the i r  s tudy  also provided a basic background  of the processes

requ i red  to equ i t ab ly  allocate indirect costs. A summary

of these processes fol lows to p rov ide  the reader  an explana-

ti on of the a l locat ion process.

I n d i r e c t  costs cannot  be t raced  to s p e c i f i c  u n i t s  of

production . Therefore, a cost allocation process must be

used to equitably distribute those indirect costs to each

unit of production . Only then can the true cost of each item

be determined (13:11-12).

F There are normally four steps in this indirect cost

allocation process:

1. Indi rect  cost e x p e n d i t u r e s  a re  e s t i m a t e d  fo r
each majo r and suppor t  ov erheod  pool.

2. The estimated costs accumulated in support pools
a re then t r a n s f e r r e d  to the m a j o r  overhead  pools.

3. The total  accumula ted  in each m a j o r  overhead
pool is di vided by an e s t i m a t e  of a c t i v i t y  g i v i n g  an
overhead ra te .

4. ising th i s  r a t e , in di r ect cos ts  a re allocated to
each p roduc t  pass ing t h r o u g h  the p roduc t  cost cen te r  or
der iv ing benef i t  f r om the adm in istrat ion cost ce nte r
(13:12) .

• Th e f i r s t  th ree  steps a re  accompl ished p r i o r  to the

beg i n n i n g  of the o p e r a t i n g  y e a r .  T h e r e f o r e , the over head

r a t e  applied to the production unit is only an e s t i m a t e  of

what the actual rate will be. Any difference be tween this

estimated rate and the final actual rate is identified after

the end of the operating year so that the appropriate

8
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adjustments may be made (13:12) . Figure 1 is an example of

the overhead rate negotiation cycle.

Indirect cost projections are normally made during the

bud geting cycle. Costs are bud geted for each overhead pool

based upon the planned activity of that pool. After LSt1—

mated costs have been accumulated in these overhead pools,

the costs from these support pools- are allocated to major

overhead pools. Distribution of costs to their major pools

can be done by either the direct charge or allocation

me thod (13:12—13) .

The direct charge method requires that costs oe charged

to the major overhead pools based upon a predetermined rate

for each unit of work, and the allocation process distributes

costs to these pools based upon the benefit derived or the

“fair share ” of the costs incurred (13113)

After the costs have been distributed to each major

overhead pool, the overhead is allocated to each unit of

• production by means of an overhead rate, computed by d i v i d i n g

the total overhead pool by an activity base (13:13)

In addition to these formal studies, official corres—

F pondence and regulations were obtained from those agencies

which are affected by the early closeout process. A detailed

r ev iew of these letters and regulations is presented in

Chapter 2 of this study.
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Due to a lack of written li tera~ r e  per ta i n i n g  to

early closeout procedures , most of the knowledge for this

• - study was obtained from interviews with personnel working

- 

I in the contract closeout and overhead fields. These per-

sorinel have related the history of the early closeout pro—

cedures, c u r r e n t problems in the a rea  and have o f f e r e d

suggestions for solving these problems . The results o~ those

intervie ws , as they pertain to each research question , are

de tailed la ter in th i s  stud y .

D E F I N I T I O N S

To provide a common frame of reference , d e f i n i tions of

some of the key t e r ms used in th i s s tud y a re  p rov i~ ed below :

Physically Compi~ ted Contract. “A contract is physically

comple ted when (1) the con t rac tor has  comple ted the requ i red

del iv e r i e s  of suppl ies , (ii) the contractor has performed

all serv ices , and the government has accepted such services

• . • C24:p .32-15L ’

Cost—Rei mbursement Contract. A t y p e  o~ contr act used -~~~en

the cost of the work cannot oe adequately described to

cjuarantee performance , and , the contractor is reimbursed

for the costs he experiences in the performance of the con—

F tract. Certain types of cost-reim oursemen t contracts pro—

vide for an incen tive—fee or fixed—fee that is paid to tne

con tractor (9:4) .
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Contract Face Value. The total value of the contract , which

includes the o r i g ina l  con t rac t  amount plus  any amounts  t h a t

have been added to the ori ginal contract by supplemental

agreements  ( 9 : 8 )

A d m i n i s t r a t i v e  Con t r ac t i ng  O f f i c e r  (ACO ) . The ACO is an

ind iv idua l  assi gned the r e s p o n s i b i l i t y  to a d m i n i s t e r  a

contract by request of the PCO. He insures that all contract

requirements are adhered to (26:Section 4,71—77).

Overhead. This term is commonly referred to by its descrip-

tive title , indirect cost , and refers to those costs not

directly associated with the item being manufactured. For

e x ample , e l e c t r i c i t y  and r en t  are considered indirect or

overhead Costs (13:10)

Overhead Base. In order that indirect costs can be allo-

cated to the work supported by those costs , an allocation

base must be determined.

In genera l , the base that is to be used for allo-
cating indirect costs should have- the following charac-
ter ist ics;

• 1. It  should produce a rate that will result in
an equ itable allocation of the indirect costs among the
var ious  cost ob j ec t i ve s .

2. It should be applied consistently from year to
year and cost objective to cost objective .

3. It should be in accordance with generally accep-
ted accounting principles and the particular cost
accounting standards applicable in the circumstance
( 13:14) .
Bases commonly used are  total  a c t i v i t y  or numbe r of

physical units produced , the amount of direct labor dollars

expended , amount  of d i r e c t  labo r hou r s  expended , and m achin e

12
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hour s .  The p a r t i c u l a r  base used depends upon the pool be ing

allocated and how well the base r e f l e c t s  the costs being

distributed .

Overhead Pool. A group of incurred costs identified with

two or more cost objec t ives such as c o n t r a c t s , i tems , or

f u n c t i o n s but not specifically identified with any one in

particular (23:IA—Bll) .

Cost Allo cat ion.  The process of d i s t r i b u t i n g  costs w h i c h

are  assi gnable or chargeable  to one or more cost o b j e c t i v e s

in accordance w i t h  the benefits received , celationships

• defined, or agreements made between the contracting parties

(23 :p.1A—Bl)

Forward Pricing Rate Agreement (FPRA) . An ag r e e m e n t  n eg o—

tiated between the ACO and the contractor which includes

overhead r a t e s  w h i c h  may be used fo r  p r i c i n g  of c o n t r a c t s

which  a re  nego t i a t ed  fo r  a specific time frame . A FPRA

eliminates the necessity for negotiating overhead costs for

every new procurement during the time period covered by the

agreement  ( 13 : 1 2) .

RESEARCH OBJECTIVES

The ob jec t ive s of t h i s  r e s e a r c h  were  to (1) compare

c u r r e n t  overage con t r ac t s  to those i d e n t i f i e d  in the 1975

study by Galante et al. to determine whether overhead nego—

t ion s con t inued  to be a d e t r i m e n t  to closing contracts, and

(2) determine whether the existing policy and procedures for

13 
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the quick closeout of small , cos t—type  con t r ac t s  were  ade-

quate to meet the goal indicated by the DAR 3—708 require-

ment titled “Quick Closeout Procedure. ”

In accompl i sh ing  these ob jec t ive s , da ta  conce rn ing  con-

tract closeout were gathered and analyzed , and the regula—

t ion and policy m a t e r i a l , and the ideas and op in ions  of

knowledgeable people in the contract administration and

indirect cost management fields were combined into one

source. Additionally , criteria were developed with which

to ana lyze  the p r e sen t  policy and procedures  in order  to

provide Air Staff personnel with the information needed to

aid them in determining the acceptability or unacceptabilit y

of the DAR 3—708 l anguage .

APPROACH TO THE STUDY

The f i r s t  objective will illustrate the basic data

and develop f u r t h e r  r a t i o n a l e  fo r  the  s t u d y .  The second

obj ec t ive  could be expected to r e ly  h e a v i l y  upon e m p i r i c a l

evidence in a n s w e r i n g  the r e sea rch  q u e s t i o n s ;  howeve r ,

much emp irical data were unobtainable for several reasons.

F i r s t , the p rocedure  focuses  on n e g o t i a t i o n  of overhead

r ates , ma ny of w h i c h  were  not yet  n e g o t i a t e d . Secondly,  not

all c o n t r a c t o r s  were  w i l l i n g  to n e g o t i a t e  interim rates for

use u n d e r  the qu ick  closeou t p rocedu re .  T h i r d l y ,  the DAR

3—708 p rocedure  has  only been in e f f e c t  since August 1978,

and as a r e s u l t , the data  were  sparse and difficult to use

14
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in arriving at any specific conclusions. Finally, with one

exception , the people contacted said that early closeou t or

• i n t e r i m  ra tes  used in p r i o r  y e a r s  were impractical to obtain

because they do not keep historical records of such data, and

they were reluctant to request such data from their respec—

• t ive contractors.

This  s tudy  is not  t o t a l l y  t h e o r e t i c a l , however , in that

dat a were  obta ined  f r o m  the A i r  Force ,  the DCAS and the

Na t iona l  Ae ronau t i c s  and Space A d m i n i s t r a t i o n  (NASA)  con—

H cerning the various methods and approaches used to implement

the qu i c k  closeout policy both b e f o r e  and a f t e r  the  i ssuance

of the present DOD procedure. These data were used to con-

struct a hypothetical model which would parallel actual

data, if such data had been available; and , the model

illustrates the various potential ou tcomes of each method

or approach .

RESEARCH QUESTIONS

1. What is the current status of overage contracts

compared to the 1975 data when the prior research was per-

formed?

2. What were the differences amon g the quick (contract)

closeout procedures used by the Air Force and other agencies

which prompted coverage of the subject in the DAR?

t
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3. Has the qu ick  closeout p rocedure ,  as s ta ted in the

A u g u s t  1978 DAR , been e f f e c t i v e  in closing small cost—type

con t r ac t s?

a. Is the  p rocedure  u n i f o r m l y  applied in the A i r

Force and DCAS by con t rac t  a d m i n i s t r a t i o n  personne l?

• b. What  a re  the possible a l t e r n a t i v e s  fo r  t r e a t i n g

overhead under an early closeout procedure , and what are the

pros and cons of each of these alternatives?

4. Should the DAR 3—708 p rocedure  r e m a i n  unchanged?

METHODOLOGY

Overview

The data used for this study were obtained from ;overn—

ment regulation s, letters , reports , text books and a sub-

stantial number of personal and telephone interviews.

Interviews were conducted with knowledgeable people who w o r k

in the areas of contract administration and indirect cost

m a n a g e m e n t .  The primary sources were people who had already

developed opinions concerning the issue of the effectiveness

of the recent DAR 3—708 procedure. It was considered most

important to talk with those who actually used the quick

closeou t procedure or those who would rece ive the greatest

benefit from the procedure. Additionally, prior research in

the areas of contract closeou t and indirect cost monitoring

were  h e a v i l y  re l ied  upon fo r  b a c k g r o u n d .  A l t h o u g h  the

16
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p r i m a r y  method of r e s e a r c h i n g  each q u e s t i o n  was t h r o u g h

i n t e r v i e w s, the support and validation of each question was

accomplished t h r o u g h  r e v i e w  of l i t e r a t u r e  in each respec-

tive area.

Research Ques t ion 1

What is the c u r r e n t  s t a tus  of overage  con t rac t s  compared
to the 1975 da ta  when the p r i o r  r e sea rch  was p e r f o r m e d ?

Means of Evaluation. To determine the curren t status of

overage cont rac ts ,  data  were  gathered from the Acquisition

Management Information System (AM IS)  to compare w i t h  the

data p resen ted  by G ala n t e  et  a l .  in their 1975 stud y of

overage c o n t r a c t s .  These da ta  were  corr~b ined  w i t h  t h a t

received from DCAS to better evaluate the pervasiveness of

the overage  p rob lem.  These da ta  were  then b roken  out  by

reason code for those overage contract~- to identify which

codes were the most critical. This information was used to

confirm earlier concerns with the overhead reason code.

Research Question 2

What were the differences among the quick (contract)
closeou t procedures  used by the A i r  Force and o ther
agencies  w h i c h  p rompted  coverage  of the s u b j e c t  in
th e DAR?

Means of Evaluation. This question pertains to the procedures

used p r i o r  to Augus t  1978. The ques t ion  was answered t h r o u g h

a s tudy of the procedures  e x i s t i n g  p r i o r  to tha t  da te  and the

views of thcse  people who were responsible for interpreting

the early closeout requirements as well as those responsirle

17
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for  the i r  irr~p1ementation . Since the Air Force indicated a

primary concern with the procedure , the study began with the

Air  Force method of quick  closeou t and b ranched  to the o t h e r

methods  to d e t e r m i n e  why the DOD r e g u l a t i o n  superseded , an d

in essence voi ded , the Air Force me thodology.

-• 
Data were obtained from the Air Force , DCAS , and NASA .

Data were gathered from NASA because they have contracts

administered by both Air Force and DCAS ACOs .

These data were in the form of opinion s collected by

means of telephone interviews using the questions in Appen-

dix B as a gu ide. The guide was a prompting device to the

interviewers to ensure a collection of needed data and to

maintain a consistency in the interviews . The guide was

tested with knowled geable people in the contract adminis-

tration field to validate the reliability and objectivity

of the questions.

Interviews were conducted with representatives of eight

AFPROs having large numbers of overage contracts where over-

• ,
- head was g iven as the reason for the overage status. Addi-

tionally, interviews were conducted with representative s of

each of the nine DCAS region s and with representative s of

NASA , Air Staff , and Air Force Systems Command .

18 
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-~~ Research Ques t ion  3

Has the quick closeout procedure, as stated in the
August i.978 DAR , been effective in closing small cost—
type contracts?

a. Is the procedure uniformly applied in the Air
Force and DCAS by contract administration personnel?

b. What are the possible alternatives for treating
overhead under an early closeou t procedure , and what
are the pros and cons of each of these alternatives?

Means of Evaluation. The data used for evaluating and

answe r ing this question were primarily those collected from

the in t e rv iews  discussed p r e v i o u s l y .  P a r t  a of the ques t ion

was answered solely with interview data. For part b of the

question , we developed a simple model to demonstrate the

results of applying the alternate methods for treating over-

head under varying conditions.

Research Question 4

Should the DAR 3—708 procedure remain unchanged?

Means of Evaluation. This question was answered by use of

the model illustrated in answering question 3. Criteria

were then established by which to evaluate the acceptability

of the alternate approaches demonstrated by the model. The

model illustrate s potential outcomes (Appendix A) of hypo—

thetical situations for eight contractors using actual rates

extracted from a recen t thesis (13:56).

The evaluation criteria were developed with the assis-

tance of professionals in the fields of contract

19 
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administration and indirect cost management to provide con—

fidence in the ultimate conclusion . The criteria follow :

1. The procedures must be in accordance with generally

accepted accounting principles.

2. The procedure  should not r e s u l t  in a s i g n i f i c a n t

over or unde r allocation of total overhead costs.

3. The procedure should not result in a significant

over or under allocation of overhead to any one contract.

- - 4. The procedure should be one that encourages the

contractor to negotiate early closeout rates.

5. The procedure must result in the early closeou t of

contracts.

-
• 6. The procedure should allow the early release of

funds (for other requirements)

7. The procedure should min im ize the manpowe r require-

ments in the administration of contracts.

8. The procedure should minimize risk to both the con-

tractor and the government.

Applying these criteria to the alternatives demon-

strated by the model resulted in the recommendation of the

most appropriate alternative for the treatment of overhead .

SUMMARY LIST OF ASSUMPTIONS

1. The opinions expressed in the interviews are true

and factual and are based upon actual experiences with the

various contractors.

20
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2. The data  obtained for this study from N4IS and the

DCAS region s are accurate.

3. The sample of contr ac t s  used is r e p r e s e n t a t i v e  of

contracts within the Air Force as a whole.

ORGANIZATION OF THE STUDY

In the following chapter, background is established for

the early closeout procedures used by various government

agencies prior to the standardization of the DAR 3—708

procedure. In Chapter 3, a comparison is made between past

and present data and rationale for the study is further

developed . Chapter 4 establishes the differences among the

methods of the agencies that used an early closeou t pro-

cedure. The effect upon contract closeouts by the new

DAR 3—708 procedure is the subject of Chapter 5. This

chapter also discusses the potential alternatives for treat-

ing overhead under an early closeou t procedure. Chapter 6

discusses whether a procedural change is warranted and

presents criteria by which to evaluate the question . Finally,

Chapter 7 details the recommendations of the current study

and suggests  f u r t h e r  r e sea rch  oppo r t u n i t i e s .
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Chapter 2

BACKGROUND

Imperative to the understanding of the qu ick closeou t

procedure  and i ts  imp l i ca t ions  is a knowledge of the process

leading to the c u r r e n t  s i t u a t i o n . This  chap te r  p r o v i d e s

that historical background.

Air Force Requirements

A r ev i ew  of AFSC supplements  to the ASPR revealed tha t

the A i r  Force had p rocedures  in effect to administratively

• close small cost—type contracts which would otherwise remain

open due to the requiremen t for overhead negotiation .

The procedure used by the Air Force for early closeou t

of contracts pending negotiation of final overhead rates

was contained in AFSC ASPR Supplement 3-701.1 which states:

Where negotiated final overhead rates apply to the
contractor , the ACO is authorized to negotiate final
overhead rates to closeou t completed contracts provided
the total of such actions does not have a significant
impact on final overhead rate negotiations. Generally,
no substantial impact will occu r when the total amount
of indirect cost involved in closing the contracts does
not exceed 10 to 15 per cent of the total indirect cost
allocable to cost—type contracts for the contractor ’s
fiscal year. Emphasis should be given to closing con-
tracts with small dollar balances. Howeve r , in no event
wil l  su ch indirect costs applicable to any one contract

• 22
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in 1 fiscal year exceed $100,000. ACO will coordinate
with the cognizant contract auditor to assure application
of jointly acceptable rates C22:Section 3—701.1)

This policy gave ACO5 rather definitive guidelines to

determine whether a contract was eligible to be closed using

this procedure, i.e., the 10 to 15 per cent and $100 ,000

overhead limitations. Under this policy, some ACOs were

— apply ing an interim overhead rate to close contracts meeting

that criteria. The final base and pool were then adjusted

by the respective bases and pools of contracts closed early

(1) . Although it may not be apparent at first glance , this

netting of the base and pool insures that , even if the final

— negotiated overhead rate differs from the applied early

closeou t overhead rate , the contractor will ultima tely be

reimbursed for the exact amount of actual allowable ove r-

head costs which are included in the overhead pool (2) -

Although the above procedure did not specifically state

that the base and pool were to be adjusted , the Air Force

was using this practice because it was in consonance with

the procedure set forth in ASPR 8—404.4 , dating as far back

as 1963, for the termination settlemen t of cost—type con-

tracts (1) . This procedure stated :

When an amount of overhead is negotiated . . . the
contractor will eliminate such overhead and the related
direct costs on which it was based from the total pool
and base used to compute overhead for other contracts
performed during the applicable accounting period
C26:Sec t io n  8 — 4 0 4 . 4 ) .
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i t appears  tha t  t e r m i n a t e d  c o n t r a c t  closeout pr oc -~du r es

have basically the same purpose as the early closeou t pro-

cedure, i.e., the efficien t and fair settlement of cost—type

con t rac t s  in advance of f i n a l  overhead  n e g o t i a t i o n s  in o rde r

to eliminate the attendan t cost of their remaining open .

Although the AFSC procedure did not specifically state the

method to be used , it was considered to be flexible enough

to allow the use of the base and pool adjustment to achieve

-
~~ its purpose (1)

Two examples are presented to illustrate the effect of

adjusting the base and pool upon the allocation of overhead .

Only one overhead pool is used in these examples , and the

base is stated in direct labor dollars (DLD) . The total

overhead pool will be $100 ,000 and the base will be $25 ,000

DLD for each example. The first example assumes that an

overhead rate of 200 per cent per DLD was negotiated using

the early closeout procedure for contracts which had a base

of $5,000 DLD. The second example uses the same information

as example 1 except the negotiated DLD rate for early close-

out is assumed to be 600 per cent.

A
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Example 1 Example 2

Direct Labor Dollars $ 5 ,000 $ 5,000
Early Closeou t Rate 200% 600%
Early Overhead Allocation 10,000 30 ,000

Ove r head Base $ 2 5 ,000  $ 25 , 000
Less: Base Used for Early 5,000 5,000

Closeou t 
________ ________

• Adjusted Base $ 20 ,000 $ 20 ,000

Overhead Pool $100 ,000 $100 ,000
Less: Pool Allocated for 10,000 30 ,000

• Early Closeout
Adjusted Pool $ 90 ,000 $ 70 ,000

Final Overhead Rate 450% 350%

Adjusted Base $ 20 ,000 $ 20 ,000
Final Overhead Ra te x 450% x 350%
Allocation at Final Neqotiation $ 90,000 $ 70 ,000

• Early Allocation 10 ,000 30 ,000

Total Overhead Allocation $100 ,000 $100 ,000

These examples illustrate that even though the early

closeout rate may be either less than or greater than the

f i nal n e g o t i a t e d  r a t e, t h e r e  w i l l  be no to ta l  over  or under

paymen t of overhead to the contractor for overhead expenses

durihg the period . The use of this method insures that the

c o n t r a c t o r  is f u l l y  r e i m b u r s e d  f o r  all a l lowable  o v e r h e a d

costs while a t  the same t i me p r e v e n t i n g  h i m  from collecting

more for overhead than he is entitled to.

Even though this procedure does prevent an over or

under allocation of total overhead to the contractor , there

will be an over or under  app l i ca t i on  of overhead to spe ific

contracts if the early closeou t rates differ from the

final overhead rates. For instance , referring again to

25
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example 1 in which the early closeou t rate was less than the

final overhead rate , the con tracts which were closed using the

early closeou t procedure would receive an under allocation of

overhead because of the lowe r early closeou t overhead rate .

At the t ime of final overhead negotiation, the overhead which

was p r e v i o u s l y  under  al located would then be d i s t r i b u t e d  to

the remaining unclosed contracts in direct proportion to the

direct labor dollars attributed to each contract. When the

base and pool are  a d j u s t e d,  as in this example , the under

allocation of overhead at the time of early closeout will be

equal to the ove r a l loca t ion  at the t ime of f i n a l  s e t t l e m e n t .

T h e r e f o r e , the f i nal overhead  a l loca t ion  on c o n t r a c t s  not

q u a l i f y i n g  fo r  e a r l y closeou t au tomatically provides an

adjustment for any over or under recovery of overhead due

to the differences between the early and final overhead rates.

This process reflects similar resufts if the early

closeou t rate is greater than the final overhead rate as

in example 2. In this example the contracts which were

closed early would receive a larger proportionate overhead

burden  than those contracts closed at the time of final

se t t l emen t .  A g a i n  the  over a l loca t ion  of ove rhead  on the

contracts closed early and the under allocation on those

contracts closed at final settlement would be equal and

wI ,~ 1J p r ov i d e  an a u t o m a t i c  a d j u s t m e n t for  the  r a t e  d i f f e r e n c e

setw~ en the early and final overhead rates.
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NASA Policy

The NASA also had a quick closeou t procedure for closing

• contracts which were awaiting final negotiation of overhead

rates. This clause (NASA Procurement Regulation 3.704—1(g))

dated June 1972 stated :

Nothing in this clause shall preclude the Contracting
Officer from negotiating final overhead rates applicable
to th i s con t r ac t , fo r any per iod , f o r the p u r p o s e  of con-
tract closeou t, provided that (i) the negotiated amount
of overhead costs applicable hereto does not exceed
$200,000 for any one fiscal year, and (ii) the results
of the n e g o t i a t i o n  are  set forth in a written agreement
executed by both parties , in accordance with the provi-
sions of paragraph (d) above . In addition -, such ac.ee—
ment shall specify that there will be no adjustment
against other government contracts for ove r or under
recovery under this contract disclosed through a subse-
quent, regular final overhead rate negotiation or
determination Cl9:Sectioni 3.704.1G).

There were three major differences between the NASA

procedure and the Air Force procedure. These were:

1. The ceiling placed on the amount of overhead which
cannot be exceeded in any one fiscal year (for any
single contract) . For NASA , this is set at $200,000
and for the Air Force , the ceiling is $100,000.

2. The limitation on the total amount of indirect cost
in closing the contracts. While NASA has no limitation ,
the Air Force limits the total amount to 10 to 15 per
cent of total indirect costs allocable to cost contracts
for the contractor ’s fiscal year.

3. Air Force practice in regard to the annual finaliza-
tion of overhead is to reduce both the base and pool for
amounts included in contracts where the early closure
procedure is used. NASA , on the other hand , requires
the use of the gross base and pool in determining the
final overhead rate for the year Cl) .

Althoug h these differences be tween the Air Force proce-

dure and the NASA clause existed, the major procedural

27 
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= d i f f e r e n c e  was in the NASA interpretation that the base

and pooi may not be adjusted because this method would be

in conflict with the portion of the clause which states

that:

there will be no adjustment a~ ainst other
government contracts for over or under recovery under
this contract disclosed through a subsequent, regular
final overhead rate negotiation or determination C2) .

— - Two examples follow of hcw the allocation process would be

affected by the use of this clause . The only difference

between the examples below and those presented earlier is

that the base and pooi are not adjusted in those that follow :

Example 1 Example 2

Direct Labor Dollars $ 5,000 $ 5,000
Early Closeou t Rate 200% 600%
Earl y Overhead Allocation $ 10,000 $ 30 ,000

Overhead Pool $100 ,000 $100 ,000
Overhead Base 25 ,000 25 ,000
Final Overhead Rate 400% 400%

Unallocated Base $ 20,000 $ 20 ,000
Fi na l  Ove rhead  R a t e  400% 4 0 0 %
Allocation at Final Negotiation $ 80 ,000 $ 80 , 000
Earl y Overhead Allocation 10 ,000 30 ,000

Total Overhead Allocation $ 90,000 $110 ,000

It is apparent that this procedure results in an under

or over allocation of overhead when the early closeou t rate

is different than the final overhead rate. This procedure

therefore appears to introduce a risk into the early close-

out process for both the contractor and the government.

The exten t of this risk is based upon the variance between

28
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the early closeou t and final overhead rates. If the early

rate is lower than the final rate, as in example 1, an under

allocation of overhead would result for contracts closed

early and such under allocation would not be automatically

adjusted at the time of final overhead rate negotiation .

There fore ,  the contractor would not be able to recover this

initial under allocation , and it would result in a loss in

revenue. Conversely, if the early closeou t rate is higher

than the f i n a l  overhead  r a t e , as in example  2, the contractor

will retain the over allocation of overhead applied to the

contracts subject to the early closeou t procedure. This

would result in the contractor receiving additional revenue

based upon his ability to negotiate an early rate higher

than the final overhead rate (17)

DCAS Implementation Procedure

In addition to the AFSC and NASA regulations , DCAS also

has a procedure for the quick closeout of cost—type contracts.

Defense Log istics Agency Manual 3—700.14 states in part:

a. Of necessity, the closing of physically completed
cost—type contracts may be delayed pending annual settle—
men t of final overhead rates. When it is apparent that
contract closeout will be delayed for that reason , the
ACO will determine the approximate total of indirect
costs allocated to affected contracts. ~~ the approxi-
mate total of such indirect costs does not appear to
have a significan t impact on the annual settlement of
final overhead rates , or does not exceed 15 per cent of
the total indirect costs allocable to cost—type contracts
for the contractor ’s fiscal year , the ACO and the con—
tractor may negotiate final overhead rates in accordance
with ASPR 1—406(c) (v) for contract closeou t purposes.
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~~ This procedure should be limited to contracts with small

dollar balances or to instances where indirect costs
applicable to any one DOD con t rac t  in one f i s ca l  year  do
not exceed $100,000 ( $ 2 0 0 , 000 unde r  NASA con t r ac t s )

b. In using these closeout procedures , the ACO should
ensure that the contractor understands that the rates
negotiated for closeout purposes are final , are not
precedent—setting , and are not subject to adjustmen t
at the time of annual rate settlement C27:Section
3—700. 14).

This procedure provides a distinction between the over-

head ceilings pertaining to the early closeou t of DOD and

NASA contracts. As stated , the DOD ceiling is limited to

. . . . .$100,000 per contract while NASA contracts are limited to

• $200 ,000. These limitations correspond with the ceilings in

the regulations of these separate agencies. The DCAS clause

does not address the procedure to be used to accomplish

the closeout, i.e., whether to adjust the base and pool.

In August 1978, the Defense Acquisition Circular 76—16

established a DOD early closeou t procedure. This procedure

was established , reviewed, and approved by the ASPR committee

under ASPR Case 74—99 and was modeled after the then—existing

NASA procedure. The procedure was subsequently included in

the DAR as paragraph 3—708 which follows:

When indirect costs allocated to a contract are
rela ti vely insignifican t and agreement can be reached
on a reasonable estimate of allocable dollars , a phy-
sically completed contract may be closed in advance of
the final overhead rate determination . The determina-
tion shall be considered final for the affected contract
closed prior to the final overhead settlement. No
adjustment shall be made against , or the affect of any
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quick closeout allowed to impact , o t h e r  c o n t r a c t s  f o r
any ove r or under  recovery disclosed a t the time of final
overhead rate determination C27:Section 3-708).

This  clause c o n t a i n s  the bas ic  e lements  of the p r e v i o u s l y

mentioned NASA clause.

Although the DAR had no r e s t r i c t i o n  on the treatment of

overhead p r io r  to 1978, in r e l a t i o n  to the quick closeout

procedure, the Armed Service Procuremen t Regulation Manual

Number 1, “Contract Pricing ” , dating back to 1975 did address

the subjec t .  In t ha t  manual is the rationale for closing

cont rac ts  and guidance for  the method to be used . S p e c i f i —

- - cally,  it states that where a contract is closed ahead of

final overhead settlement, the Air Force negotiator must

reach agreement withou t compromising his pos~•tion or setting

a preceden t , and that such overhead settlement agreed upon

for early closeout must be considered final. The same ref-

erence concludes by stating that:

No a d j u s t m e n t  should be made against other government
contracts  for  any ove r or under  recovery disclosed through
the subsequent, regular final overhead rate negotiation
or determination C23:9c3).

If t h i s  manua l  is a reflection of DOD ’s intention s, the

appa ren t  policy was to close con t r ac t s  w i t h  an i n t e r i m  o v e r —

head rate withou t adjusting the overhead base and pool as is

currently required by the DAR.

This chapter has addressed the closeout procedures used

by various government agencies. The following chapter will
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review and discuss the status of overage contracts to deter-

mine the degree to which pending overhead rate negotiation s

- 
contributed to the overage status of these contracts.

I
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Chapter  3

STATUS OF OVERAGE CONTRACTS

The first research question was: Wha t is the c~irrent

status of overage contracts compared to the .1975 data when

th e p r i o r  r e s e a r c h  was  p e r f o rm e d ?

To de te rmine  the curren t status of Air Force overage

contracts, a computer l i s t i n g  of overage contracts adminis-

tered by AFCMD was obtained from AMIS. This listing reflects

the current administration office , unliquidated obli gations,

o and reason code for each overage contract. The reason code

indicates why the contract is overage.

Ana lys i s  of these data ind ica ted  tha t , as of Ap r i l  23 ,

1979, AFCMD was administering 661 Air Force Logistics

Command and AFSC contracts (other than Firm Fixed Price

(FFP)) which were overage. Table 1 further identifies these

contracts by the reasons they were overage.

At that time , 41 per cent of the contracts were over—

age due to negotiation of overhead rates. The two other

major categories of overage contracts were due to final

audit in process and liti gation . These accounted for 14 per

cen t and 12 per cent respectively of the total overage con-

tracts. It is apparent that overhead negotiation was by far

the largest single reason given for a contract being overage .
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TABLE 1
CURRENT REASONS FOR CONTRACTS

BEING OVE’RAGE

Reason
Code Explanation Numbe r of Contracts

AFCMD A AFCMD2 DCAS3

1975 1979 1979

A Contracto r has not submitted
final invoice/voucher 108 57 346

B Final acceptance not received 5 0 4

C Contractor has not submitted
patent/royalty report 0 2 0

D Patent/royalty clearance
r equ i r ed  8 2 6

E Awaiting contractor proposal for
final repricing action—incentive /
redetermination 38 6 4

F Awaiting supplemental agreement
cover ing final repricing action—
incentives/redetermination 27 11 15

G Settlement of subcontracts
pending 1 2 3

H F i n a l  a u d i t s  in p r ocess 17 90 9 9

J Disallowed cost pending 4 1 9

K Final audit of Government
property pending 23 11 7

L Independent research and devel-
opment rates pending 0 1 0

M Negotiation of overhead rates
pending 286 269 241

N Additional funds requested , but
not yet received 7 7 20

~ 

_ _ _ _ _ _  _ _ _ _ _ _ _ _ _ _ _ _ _ _ _



CURRENT REASONS FOR CONTRACTS
BEING OVERAGE (continued)

Reason
Code Explanation Numbe r of Contracts

AFCMD AFCMD DCAS
1975 

- 
1979 1979

P Reconciliation with Paying Office
and contractor being accomplished 27 2 33

Q Armed Services Board of Contract
Appeal s case 97 66 1

S Litigation/investigation pending 102 77 1

T T e r m i n a t i o n  in process 0 4 5

U Warranty clause action pending .24 0 . 1. .

V Disposition of Government
prope r ty  pend ing  12 6 33

W Contract modification pending 1 2 32

X Contract release and assi gnment
pending 10 17 3

Y Awaiting notice of final payment 0 22 0

Z Disposition of classified material
pending 0 3 0

6 Fee withhold 0 3 0

TOTAL 797 661 863

1Data obta ined  from a previous master ’s thesis (9:94)

2Acquisition Managemen t Information System , Category
C contracts.

.3 .DCAS Contract Administration Reoort , Categor .’ A ,
ACO—assi gned contracts. This information was not available
for all contracts administered by DCAS ; howeve r , these fig-
ures represent 58 per cent of the total overage contracts.
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• 
• In addition to these current data , data from the 1975

research by Galante et al. were also analyzed. Although this

research did not specifically address the issue of why con-

tracts were overage, the data are useful because they show

the reasons for contracts being overage at an earlier point

in t ime . The da t a  l i s t ed  in Table 1 again indicate that

• negotiation of overhead was the primary reason for contracts

be ing in an overage status at that time . Of the total over—

age contracts (other than FFP) administered by AFCMD , 36 per

cent were overage due to overhead negotiation while the next

highest reason , contractor has not submitted final invoice,

accounted for 14 per cent. It therefore appears that the

negotiation of overhead was, and continues to be, the primary

reason why a contract cannot be closed and subse~ uently

becomes overage .

In addition to contracts administered 5’.’ Air Force

agencies, the Air Force also awards many contracts which are

actually administered by other services. The primary non-

Air Force agency which administers Air Force contracts is

DCAS , which also administers contracts for other government

agencies. Data similar to that obtained from AMIS were also

ob ta ined  f r o m  each of the nine DCAS reg ion s and spanned the

period from January to April 1979. Although these DCAS data

contained contracts awarded by several other government

agenc ie s, the da ta  c o n t a i n e d  a s u f f i c i e n t  n u m b e r  of A i r  Force

contracts to m a k e  the  a n a l y s i s  p e r t i n e n t  to the objectives
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of this study. The primary problem encountered in analyzing

these data was that while there were 1486 overage contract ,

only 863 were assigned a reason code. Therefore , those con—

tracts which were not assigned a reason code were not in-

cluded in the analysis. Of those overage contracts which

reflected a reason code (Table 1) , 40 per cent  were  a t t r i b u t e d

to the non—submission of the contractor ’ s invoice , and 28 per

cen t were due to pending overhead negotiations.

Failure of the contractor to submit a final invoice

accounts for the largest portion of the overage contracts.

Since the reason for the overage condition can be attributed

to the contractor, the influence of the ACO would appear to
-I

be quite limited in these instances.

The area which appeared to merit the most attention

was that of overhead negotiation . This was a problem area

with not only Air Force—administered contracts but was

shown to also be a problem with those contracts administered

by DCAS .

The preced ing data analysis further verifies the vali-

dity of the justification for quick closeou t of contracts

presented in Chapter 1. There are currently a large number

of overage Air Force contracts , and more of these con tr ac ts

are overage due to pending overhead negotiations than any

other single reason . Procedures which would result in the

more efficient closeout of contracts remainin g open due to

37
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overhead negotiation should help reduce the number of con—

tracts which ultimately go into an overage status.

The following chapter addresses the factors which led

to the adoption of a quick closeou t procedure in th~ ,DAR.
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Chap ter 4

POLICY AND PROCEDURES FOR
EARL Y CONTRACT CLOSEOUT

The second research question was: What were the

di~~terences amonç the quick (contract) c cseou: procedures

used b -~ the Ai r Force ~ n i  o t h e r  a j e n c i e s  wh i ch ; r o m pt e - i

cove rage of the subject in t h e  DAR?

The primary source of data which was used to answ2r 
-

th i s  second resea r ch ques t ion was corresponde nce amo ng an

ACO , a defense contractor , AFCMD , and NASA . NASA had awarded

contracts to this specific contractor , and the administra-

tion of these contracts consequently became the resp~ nsi—

bility of the ACO. The correspondence reflects the pro b lem

encountered by the ACO , the contractor , and NASA in using

the NASA early closeou t procedure and the subsequent prob—

lems encountered by the ACO Rnd the contractor when this

same procedure was ultimately published in the DAP.

The initial problem that the ACO encountered in admin—

istering NASA contracts was a tt r i b u ted to the fact that the

ACO considered the difference be~ -~een ~he Air Force and the

NASA early closeou t procedures to be of sufficient magnitude

to cause unacceptable deviations in the early closeout

process. Specifically the ACO stated:
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As a result of these differences in treatment of the
early closure overhead procedure , we a re c u r r e n tly una ble
to approve early closure settlements of your contracts
withou t serious and , in our view , unwarranted disturbances
in our norma l systens and practices in the area [2).

The ACO also stated that he would withhold approval of

fu ture early closeout settlements which required substantial

deviation from standard procedures. This position appears to

have effectively negated the early closeout of NASA contracts

at this particular AFPRO because in the ACO ’s op inion all

NASA contracts closed using the NASA (non—adjustment) method

req uired substantial deviation . The ACO also noted that

aporoximately 95 per cent of the NASA contracts administered

by that AFPRO would, at some time in the future , be eligible

for closeou t using the early closeout procedure. This pe r-

cen tage figure reflects the impact that the non—use of the

procedure would have upon the efficient administration of

NA SA c o n t r a c ts at  th i s  p a r t i c u l a r  AFP RO (2 )

The ACO also expres sed h is concerns  to A FCMD cc~nc e r n i n g

the NASA early closeout procedure (3:5). At this time he

said:

We are convinced that the long-standing DOD proce-
dures in this area are totally effective in producing
prompt settlements of small dollar value contracts in
advance of final overhead negotiations and we feel that
any substantial departure from those procedures in the
interest of inter—agency standardization would operate
to the detriment of Air Force procurement objectives.
The obvious risks and administrative costs associated
with the adoption of the Current NASA provision would
substantially reduce contractor motivation to partici-
pate in the early closure process at all . . . . On
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the basis of these concerns we recommend that the matter
be examined  and r e f e r r e d  t h r o u g h  a p p r o p r i a t e  channe l s  to
the ASPR Committee with a recommendation that current DOD
prac t i ce  be con t inued  and desc r ibed  in a more d e f i n i t ive
manner in a subsequent revision to ASPR 3—701 [3).

This letter, in addition to introducing the problem of

procedural deviation , also addressed the aspect of risk to

both the contractor and the government. This was the risk

of there being an over or under allocation of overhead costs

betw een the par t ies base d upon the r e l a t i o n s h i p  bet ween the

early and final closeout ra tes (3)

The fear expressed by the ACO that the NASA procedure

woul d precl ude , ra the r than aid the early closeout of elig ible

con tr ac ts ap pea r ed to be ver i f i e d by subsequen t cor respondence

received from the contractor . In this correspondence the

contractor stated that , since implementation of the NASA

early closeout clause, they had preferred not to apply this

clause because it introduced an abberation into their account-

ing system. They also preferred not to assume the risk of

losing allowable overhead costs reimbursement for cost—type

• con tracts. A total of 90 NASA contracts were at that time

rema in i ng open because the con trac to r p r e f e r re d not  to assume

the risk associated with the NASA clause (20)

NASA subseq uen tly r eques ted of the ACO tha t th e i r  e a r l y

closeout method continue to be used for those contracts

which fell within the criteria of the clause. NASA also

• mentioned the fact that the ASPR (now the DAR) Committee

was then considering whether to adopt the NASA or Air Force
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• procedure into the ASPR. It was indicated that NASA would

probably use whichever method was adopted by the Committee

(10).

As a result of the problems encountered with the NASA

procedure, AFCMD forwarded a letter to ~1~- AFSC. This letter

basically reiterated the problems that the ACOs were having

in c los ing  NASA cont r ac t s  u s i n g  the NASA p r o c e d u r e  and

stated what were believed to be the advantages of the Air

-~~~ Force procedure. The primary advantage listed was the

absence of an over or under allocation of overhead between

the government and the contractor (1)

Attempts were made to determine what p r o m p t e d  t he  sub-

ject of early closeou t procedures to be considered by the

ASPR Committee . A search of the hist ory of the ASPR case,

in addLtio n to discussions with persons who had some know-

led ge of the case , yielded very l ittle additiona l informa-

tion as to the reason for the review of early closeou t ro—

cedu res.

One poss ib le  r eason f o r  th e consi de r a t ion by th e AS PR

Comm i ttee may have been the previously mentioned problem

that NASA was encountering in havin g their procedure applied

to contracts administere d b~’ Air Force ACOs. The cur re n t

DAR procedure has basically the same wordin g as the NASA

procedure, and accordin g to a NASA official , t h e y  m ay  have

been the primary impetus behind the current wording in the

DAR pr~ cedure .
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A d r a f t  of the DAR was subsequen t l y  re leased  to the

applicable services for comment. Th is proposal  con ta i n e d

the procedure used by NASA . Subsequentl~~, the proposal was

adopted and published in Defense Acquisition Circular 76—16

in August 1978 (26:-Section 3—708) . This  c i r c u l a r  superseded

previou s procedures in use and effectively standardized the

DOD early closeout procedures to agree with the existing

NASA p r o c e d u r e .

In summary, then , it would appear that NASA sig n i f i -

c a n t l y  influenced the implementation of the DAR procedure

as a result of their dissatisfaction with Air Force contract

closeout practices.

In the following charter the effective ness of the PA R

early closeout procedure is exa”~ined .
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Chapter 5

THE EFFECT OF THE CURRENT EARLY CLOSEOUT
PROCEDURE ON THE AIR FORCE

~T~IIFO RMI TY OF APPL ICATION

The third research question was: .~ias the ;uick close-

-
~~~~ ou t proced ure , as s ta ted i n the A u gu s t  2978 L.4 R , been ef f e c -

tive in closing small cost—type contracts?

Part a of the above question goes on to ask: Is the

procedure uniforml y applied in the Air force and DcA.S by

c o n t r a c t  a d m i n i s t ra t i o n  p e r s o n n e l ?

The research indicated that , prior to the DAR 3—708

procedure , the various AFPROs were not consistent in their

application of the quick closeou t procedure. Although all

of the AFPROs contacted did indicate a prior usage of a

quick closeout procedure, the applications were different.

There were two primary results identified from the various

applications and these were described in the examp les in

Chapter 2. That is, some AFPROs adjusted the base and pool

following the closeout of small contracts while others did

not. However , when the regulation wa ; initially published

in the Defense Acquisition Circular in 1978 , all c o n t r a c t

administration personnel complied with the general interpre-

tation that the base and pool could no longer be adjusted.
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Subsequent to the application of the new DAR language,

it was found that , of eight major contractors under Air

Force cognizance , three refused to negotiate an interim

rate for closing small contracts because they were unwilling

to accept the risk involved in applying the new procedure.

On the other hand , two of the remaining five had so few

contracts meeting the early closeout criteria that they

encountered no problem in changing the procedure, and the

other three had always used the non—adjustment me thod . For

those AFPROs where the contractors were willing to accept

the new policy no problem was experienced. However , for

those contractors who would not accept it , the government

has no way of requiring compliance or forcing a contractor

to negotiate. Consequently, the contracts must remain

open pending final settlement of overhead rates , which

could involve several years.

1n answe r to the question , it can be seen that an

attempt was being made within the AFPROs to g ive un form

application to the required procedure. The p r o c e d u r e  coul d

not be implemented in some cases due to unwillingness on the

part of contractors to accept what they  considered to be

an inheren t risk in the procedure.

Data from the DCAS reg ions were too inconclusive to

determine the effectiveness of the procedure. Although all

reg ions indicated the use of the DAR procedure even prior

45

~~~~~~~~

- 

~~~~~~~~~~~~~~~~~~~~ -~~~~~~~~~ ~~~-- -- -~ ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ .~~~~~ -~~~~~~--- —~~~~~ 
• -



-~~._

to its issuance, none were conclusive about the extent to

which the procedure assisted in closing small cost—type

contracts. There was no adamant opposition to the non—

adjustment procedure required by the DAR.

ALTERNATIVES FOR TREATING OVERHEAD

Part b of the third research question asks: W h a t  a r e

the possible alternatives for treating overhead under an

early closeout procedure , and wh at a r e  the  p ros  an d  cons

of each o f these al terna ti v e s ?

In determining the effectiveness of the new procedure,

an evaluation was made of the two alternative methods of

treating overhead under an early closeou t procedure.

Alternatives were described in the examples set forth in

Chapter 2 and are elaborated upon below . Table 2 is a

more detailed illustration of those examples.

Option 1 is the method of adjusting the overhead base

and pool as a result of early closeout of contracts. As

the model indicates , it makes no difference whethe r the

early closeout rate is -greater than or less than the actual

final rate since the netting of the base and pool will

always result in the total overhead allocation equaling

the actual allowable overhead incurred . Although the ulti-

mate allocation between the government and the contractor

is correct , this procedure does not necessarily result in

the correct allocation of overhead to each specific contract.
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TABL 2

:IODELS FOR TREATMENT OF OVERHEAD IN THE
EARL Y CLOSEOU T OF CONT RACTS

SITUATION 1 SITUATION 2

Op t i~~_ 1 Op tion 2 Ootion 1 O’ation 2

DIRECT LABOR DOLLARS $ 8 , 0 0 0  $ 8 ,000 $ 9 ,000 $ 8 , 0 0 0
EARLY CLOSEOUT RATE 1.5 1.5 1.3 1.3
EARLY SETTLEMENT $ 12,000 $ 12 ,000 $ 10, 4 00 $ 10 ,400

ALLOCATION

AT TIME OF FINAL SETTLEMENT :
- -.4

OVERHEAD BASE (DL D) 100 ,000  100 ,000 100 ,000 100 ,000
LESS: EARL Y BASE 8 ,000 -0— 8,000 —0-
ADJUSTED BASE $ 92,0ö~ $100,000 $ 92 ,000 $100,000

OVERHEAD POOL 140 ,000 140 ,000 140, 000 140 ,000
LESS: EARL Y ALLOCATION 12 ,000 —0— 10,400 —0—
ADJUS TED POOL $128, 000 $140 ,003 $129 ,60 0 $140 ,000

FINAL RATE 139.13% 140% 140.87% 140%

ADJUSTED BASE ~2 ,0 00  92 ,000 92 ,000 92 ,000
TI:4Es : FINAL O.H. RATE X l . 3 9 1 3  X 1.4 X l . 4 0 8 7  X 1.4
ALLOCATION AT FINAL

NEGOTIATION 128,000 128 ,800 129 ,600 128,800
ADD: EARLY ALLOCATI2N 12 , 0 0 0  12 ,000 13 ,400 10 ,400
TOT A L OVH . ALLOCATI ON 14 0 ,000  140 ,800 140 ,000 139, 200
ACTUAL OVERHEAD 140 ,000 140,000 140,000 140,000
OVE R ( J N D E P)

A LLOCAT I CN 0 $ 8

S I T U A T I O N 1 = 150% early negotiated overhead rate
SIT UA TION 2 = 130% early negotiated overhead rate
OPTION 1 = overhead base and pool adjusted after early

settlement
OPTIOt4 2 = overhead mase and pool not adjusted
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If the early closeout rate is differen t from the final rate ,

this procedure will result in some contracts being allocated

more and other contracts less than what would normally be

considered their fair share of overhead costs.

Option 2 equitably distrioutes overhead costs to the

contracts that are closed at the time of final settlement ,

but allows for an inequity between the contractor and the

governmen t “taken as a whole. ” The early closeout rate

is considered to be final , and since no adjustment is per-

mitted to the overhead base and pool , any inequity is also

final.

Consequentl y, any buying activity whose contracts are

closed early will bear the over or under allocation nego-

tiated at that time .

PROS AND CONS OF ALTERNATE
METHODS OF CLOSEOUT

Adjustment Method (Option 1)

The primary benefit of the adjustment process appears

to be the reduction to both the contractor and the govern-

men t of the cost risk inheren t when contracts are closed

before the actual overhead costs are determined . The off—

setting effect of this adjustment process is that there w ill

ultimately be full reimbursement for the total allowable

overhead costs regardless of whether the negotiated early

closeout rate is less than or greater than the final
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settlement rate. This absence of risk has been identified

as one of the prime motivations for contractors to agree to

the early closeou t of contracts before final overhead settle—

men t.

The primary drawback to the use of the adjustment pro-

cedure is the fact that , if the early closeou t rate is

different from the final , some contrac ts will bear a propor—

tionately different share of the overhead burden than they

would have if the early closeou t procedure had not been

used. This will result in a distortion of the true cost

of each contract.

The following example is presented to illustrate how

the adjustment of the overhead base and pool may affect

the distribution of the final overhead burden between the

contracts of services that have made awards to the same

contractor. This example assumes that the contractor

performed work for Service A that r e q u i r e d  $7 ,000 la bor and

for Service B that required $3 ,000 labor. The total over—

head pooi attributed to this work was $50 ,000. Following

are the computations for overhead cost distributions among

the contracts assuming that Service A used the adjustment

method to close a contract which required $2 ,000 DLD and

used an early closeou t rate of 300 per cent:
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SERVICE A OVERHEAD 3ASE $ 7 ,000
SERVICE B OVERHEAD BASE 3 ,000
TOTAL OVERHEAD BASE $10 ,000

SERVICE A EARLY CLOSEOUT BASE $ 2,000
EARL Y CLOSEOUT RATE 300%
APPLIED OVERHEAD $ 6,000

TOTAL BASE $10,000
APPLIED BA SE 2 ,000
ADJUSTED BASE $ 8,000

TOTAL POOL $50, 000
APPLIED POOL 6,000
ADJUSTED POOL $44 ,000

FINAL OVERHEAD RATE 5 5 0 %

ADJUS TED BASE SERVICE A $ 5 ,000
FINAL 0.11. RATE 5~~~%
FINAL APPLIED OVERHEAD $27, 500
EARLY CLOSEOUT OVERHEAD APPLI ED 6 ,000

TOTAL OVERH EA D A P P L I E D  TO SERVICE A
CONTRACTS $33 ,500

ADJUSTE D BASE SERVICE B $ 3, 000
FINAL 0.11. RATE 550%
0.11. APPLIED TO SERVICE B CONTRACTS $16 ,500

TOTAL OVERHEAD APP L I E D  $50 , 0 0 0

In the above example , the contracts for Service 3

assumed $16,500 of the overhead burden . If there had not

been any early con tract closeout , the contracts for Service

B would have been allocated overhead of $15 ,000 ( 3 ,000 x

500%) . This additional $1,500 of app l i ed  ove rhead  is due

to the fact tha t the early closeout rate for those contracts

closed early by Service A was less than the final rate.

Therefore, at the time of final settlement, S e r v i c e  B

assumed a portion of the overhead burden not borne by Ser-

vice A at the time of ea rly closeout.
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Consequently, if the contractor is producing goods for

a government agency or service other  than the one w h i c h

is using the early closeou t procedure and if the overhead

- 

- 

costs incurred for different purchasers are in the same

overhead pool , these other purchasers ’ overhead costs

would be affected by the early closeou t procedures. Whe ther

the other con tracts would be allocated more or less ove r-

head costs than normal would depend entirely u pon the rela—

tionship between the early and final rates. If the early

rate is hi gher than the final overhead rate , other cus tome r s

would pay less because of the over allocation of overhead

costs to the contracts closed early . These same customers

would pay more if the overhead was under allocated due to

the early closeou t ra te being less than the final overhead

rate .

Another problem may arise if the con tr ac tor is

man ufacturing products under more than one type of contract ,

e.g., cost plus incentive fee (CPI F) or FFP . Again , i f  the

overhead pool con tains the cost of production under both cost

and FFP con t rac ts , a difference between the negotiated

overhead ra tes could result in the contractor experiencing

an over or under recovery of costs. For instance, if the

early closeou t rate was less than the final , the contractor

would be unable to recover the total overhead attributable

to his FFP contracts because of h is inability to apply for

r e i m b u r s e m e n t ~or the actual costs under this type of
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contract. Therefore , the contractor would lose , in this

case, the difference between the actual final rate and wnat

the rate would have been if there had not been an early

closeout. The degree of this loss would depend upon the

magni tude of the base of his fixed priced contracts. In

contrast , if the early closeou t rate was greater than the

final rate in the above situation , the cont rac tor would
- - 

- 

receive a greater reimbursemen t for his costs than he

normally would be enti tled to. Therefore , the adjustment

me thod does not entirely eliminate the cost risk to either

the government or the contractor.

Non—Adjus tment Method (Option 2)

The primary benefit of the non—adjustment method of

treating overhead is the fact that the overhead costs

alloca ted to contracts closed at the time of the final rate

settlement is not dependen t upon the extent of the under

or over allocation of overhead on the con tracts which were

closed early. Therefore , the contracts closed at the time

of final rate settlement do not bear a disproportionate

share of the overhead costs. Also , th is ‘trocedure would

not result in differen t agencies or services receiving

the benefit or paying the penalty resulting from an under

or over a l loca t ion  of overhead  on a n o t h e r  o r g a n i z a t i o n ’ s

contracts. Finally, this procedure would not result in

any income gain or loss to the contractor due to the fact
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that the overhead pool contained the overhead costs of both

cost- and fixed— type contracts.

The risk associated with the variance between the early

closeou t ra te and the final overhead rate is considered to

be the primary disadvantage of using this procedure. One

Air Force ACO who adm inistered NASA contracts believed that

- 
- 

the risks and administrative costs associated with the

adoption of the non—adjus tmen t procedure would substantially

reduce contractor motivation to participate in the early

closeout process:

In sho r t , adopt ion  of the NA SA c lause  woul d a ppear
to preclude terminal settlement of contracts prior to
f i n a l  overhead  nego t ia t ion , the sole pu rpose of the
early closeou t provision [3).

This theory gained validity in the case of tnree major

Ai r Force con tr a c t o r s  t ha t  ind ica ted , s in ce the adoption of

the non—adjustment procedure , tha t they preferred not to

close small cost— type contracts since it would introduce a

risk that they were unwilling to accept .

In summ ary , it was found that (1) the Air Force was

attempting to uniformly implement the DAR 3—708 procedure ,

but was hampered by the reluctance on the part of some

contractors to accept the new policy; (2) DCAS had always

used the procedure promulgated by the DAR and had no

d i f f icu lt ies in acce pt ing i t ; and (3) t h e r e  were  two p r i m a r y

al ternatives for the treatment of overhead costs in closins

small cost—type contracts , each of which ha d its apparent
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advan tages and disadvantages. One alternative was the one

c u r r e n tly require d by the OAR; the other alternative was the

H one -used by the Air Force prior to the DAR 3—708 puolication .

Dependi ng u pon one ’s viewpo in t , one proce d u r e may be

preferred over another. Therefore , to a r r i v e  a t an ob j ec t ive

ans wer to ques t ion 3 , aduitional data are presented in

Chapter 6 which addresses the criteria used to select the

more acceptable alternative .
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- CHAPTER 6

ARE CHANGES NEEDED TO THE
PRESENT PROCEDUR E?

IMPACTS OF ALTERNATE METHODS OF CLOSEOUT

The fourth research question was: 3~~O~~i~~ :~~e O A ?  3 - 7 0 5

p r o c e d i r e  r e ma i n  ~‘n c h a n g e d ?

To demonstrate the impact of the two alternate methods

of applying overhead described earlier, Table 2 was con—

structed as a model. The two key variables in the model

are the early closeout rate and the final overhead rate

as they  app ly  to the a d j u s t m e n t  method ( o p t i on 1) and th e

non— adjustment method (option 2) of treating the overhe ad

base and pool. The dollar f i g u res  pr ese nted in the model

are not based upon actual early closeout rates. The only

rates available were (1) the forward pricing rates (F?R)

for eight contractors for a three—year period and (2) the

final overhead rates for the same contractors during that

per iod (13) . Therefore , we used the FPRs to illustrate the

effects upon overhead allocatio n as if the FPRs were early

closeou t ra tes (reference Appendix A)

~‘Jhen the reader reviews the data, he sho uld do so

with the knowled ge that the primar y purpose of these com-

putations is t(:) illustrate the effect of various

0.
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rela tionshios between early and final rates u pon the alloca—

tion of overhead . The illustrations are not intended to show

actual early closeout data. Again , cons ide ra t ion should  be

g iven to the fact that FPRs are not used as interim rates

H in ac tual  p rac t ice and could be either higher or lowe r than

the early closeout/interim rate . For purposes of this evalua—

t ion , the t e r m  “early closeou t ra te ” is used in reference

to the FPR to demonstrate the various impacts when differences

occu r between the two rates.

The pr imary factor to consider in each example is the

direction of the difference between the two rates. The

amo un t of the  e a r l y  overhead  base t imes the d i f f e r e n c e

between the rates will determine the ma gnitude of the over

or under allocation for option 2. The direction of that

difference between rates determines whether an ove r or

under alloca tion will result.

APPLICAT ION OF CRITE R IA FO R ACCEPTANCE
OF EARLY CLOSEOUT OPTIONS

In de termining whether a procedure for early closeout

of contracts was adeouate, criteria were deve loped by w h i c h

to evaluate the acce:~ta b i l i t y  of any  c roc edu r e fo r  the e a r l y

closeout of contracts. These criteria are subjective in

nature but critica i to the goal o f c losi n g con t rac ts :
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1. The procedure must be in accordance with generally

accepted accounting principles .

2. The p r o c e d u r e  shou ld  not r e s u l t  in a s i g n i f i c a n t

-~~ over or unde r allocation of total overhead costs.

3. The procedure should not result in a si gnifican t

over or under allocation of overhead to any one contract.

4. The procedure should be one t ha t encou rages  the

contractor to negotiate early closeout rates.

5. The procedu re m u s t  r e s u l t  in the e a r l y  closeout

of contracts.

6. The procedure should allow the early release of

funds (for other requirements)

7. The procedure should minimize the manpower require-

men ts in the administration of contracts.

8. The procedure shoul d minimize risk to both the

contractor and the government.

Each alternative was evaluated against the criteria

to determine whether option 1, option 2 , either one, or

neither one is acceptable:

1. The proced ure must be in accordance with generally

accep ted accounting principles.

In the strictest sense, option 1 would not meet this

crit erion whereas option 2 would. In accounting, cos ts

should be associated with the activity creating those

costs (18:94). Therefore , each con tract should bear its
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proportionate share of the indirect costs, and op t ion 2

distributes those costs more appropriately to the individual

contracts.

From p r i o r  d i scuss ion , howeve r ,  it should be evident

that overhead determination is not an exact science , and

consequen tly the application of such costs should not require

“absolute ” precision .

2. The procedure should nor result in a significant

over or under alloca tion of total overhead costs.

A log ical way to determine whether an amount is si gnifi-

can t is to view it from the standpoint of materialit y . The

Cost Accounting Standards Board (CASE) defined materiality

in the following terms :

( a )  I n d e t e r m i n i n g  w h e t h e r  amoun t s  of cost are
ma terial or immaterial, the following criteria shall
be cons ide red  w h e r e  appropr ia te ; no one c r i ter ion is
necessarily de terminative .

(1) The absolute dollar amount involved. The
l a r g e r  the do l la r  amoun t , the more likely that it will
be ma terial.

(2) The amount of con tract cost competed with
the amount under consideration . The larger the pro-
por tion of the amount under consideration to contract
cost the more likely it is to be material.

(3) The rela tionship between a cost item and
a cost objective . Direct cost items , especially if
the amounts are themselves par t of a base for alloca-
tion of indirect cos t , will normally have more impact
than the same amount of indirect costs.

(4) The impact on government funding. Changes
in accoun ti ng t r e a t m e n t w i l l  have  more  impac t i f  they
influence the distribution of costs between government
and non-government cos t ob jec ti ves than i f  all cos t
objectives have government financial support.
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- f  (5) The cumulative impact of individually
immaterial items. It is appropriate to consider whether
such impacts (a) tend to offset one another , or (b) tend
to be in the same direction and hence to accumulate into
a material amount.

(6) The cost of administrative processing of
the price adjustment mcdification shall be considered .
If the cost to process exceeds the amount to be recovered ,
it is less likel~’ the amount will be material Cll :E—l )

Althou g h the CASB es tab l i shed  c r i te r i a ,  it also

tr~d :cated that duantitative limit: should not be established

for the determination of m aterialit y . Allowing for judge—

ment was considered the essence of the criteria for materi—

- 
- ality . ‘ . . . an absolute dollar amount in one case may

be material while in another case the same amount may be

immaterial Cl1 :E—l) .

The computations in Appendix A demonstrate the relative

insignificance of the amounts either over or under allocated.

For contractors E and G, which had the largest total ais—

crepancies of the ei ght contractors , the under allocation

was less than ½ of 1 per cent of the overhead pool being

di stributed . The amounts are considered insi gnificant and

either procedure would therefore pass the criterion , although

k 
option 1 would more appropriately pass the criterion because

there would be no over or under allocation .

3. The procedure should not result in a significant

ove r or under allocation of overhead to any one contract.

It must be recognized that judgemen t is involved in

analyzing the situation . Option 1 would result in a
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disproportionate share of overhead be ing distributed to

con t r ac t s  at  the t ime of f i n a l  s e t t l e m e n t  a though  both

options create an under or over allocation at the time of

ea r ly  closeout.  The only time a disproportionate ciistri—

bution of overhead costs to specific contracts would not

occur unde r  opt ion  1 is when the e a r l y  and f i n a l  r at e s  a re

- 
- identical. There is no way to determine whe ther o r not the

amounts are material except on a case—by-case basis. The

materiality would depend upon the amount of the overhead

base used for early closeout , the difference between the

early and final rate , and the number of contracts to which

such costs will be distributed at final settlement.

In discussions with ACOs and personnel at AFSC , A~~r

Staff , and NASA , there was a consensus that the amounts

under consideration were rela tively ins ignificant when

compared to the contractors ’ total indirect cost. It is

therefore concluded that neither procedure would result

in a material over or under allocation to any one contract.

4. The proced ure should be one that encourages the

contrac tor to negotiate early closeou t rates.

As was stated earlier , th r e e  of ei ght con tractors

refused to negotia te early closeout rates under option 2

(DAR 3—708) although they were willing to do so under

option 1. As a result , the following criteria became moot

points in considering the DAR procedure for those three

contractors:
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5. The procedure must result in the early closeout

of contracts.

6. The procedure should allow the early release of

funds (for other req~ irements) .

7. The procedure should minimize the manpower require —

men ts in the administration of contracts.

Obviously, if the procedure does not encourage the

nego t ia t ion of e a r ly  c loseout  ra tes , con tracts will not

he closed , funds cannot be released through closeou t, and

administrative costs associated with open contracts cannot

be min imized. Option 2, then , which is the OAR 3-708 pro-

cedure, fails to meet these four criteria for three of

eight contractors.

Conversely , the other five contractors and the DCAS

reg ions were successfully implementing option 2, and these

four criteria would thus pass for those contractors. ~he

determination as to whether each option passes or fails

the above four criteria is based upon the willingness of the

contractor or administrative agency to accept that option .

~~ . The procedure should minimize risk to both the

contractor and the governmen t.

Any evaluation of alternatives relative to this criterion

depends upon what one defines “the governmen t ” to be. If

the government is defined as each individual service or

agency, then option 2 passes the criterion because of the

equity of overhead distribution to each contract , and
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option 1 fails. If the government is defined as all govern—

ment agencies , then the reverse is true because overhead costs

wil l  be equitably distributed between the total government

and the contractor if option 1 is used .

It is the opin ion of the researchers that the govern-

ment should be viewed as a single entity since that defini-

tion would benefit the public at large whose dollars are

ul t imately being spent. Consequently, op t ion 1 would be

the preferred method .

In l i ght of the results of the evalua tion of alternatives

relative to the eight criteria discussed above , i t  is

concluded that the DAR 3—708 procedure fails to totally

accomplish i ts intended goal , i.e. , to close small cost—

type contracts on an early basis.

COROLLARY FIND INGS

Du r i n g  the course  of the resea rch , several  per t i n e n t

observations were made which could not be fully substan-

tiated but which could possibly impact the early closeout

process. These findings are as follows :

1. ;;hile conduc ting the study, a recen t change to

Federal income tax r’~gulation 1.451—3 was discovered which

could have a potentially si gnificant impact upon the contract

closeou t process. Although this factor was not considered

to be within the scope of the research , it was felt that

it should be men tioned because of its potential si gn i f i c a nce.
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Briefi” , this change allows a contractor to defer the

reporting of income and expense attributable to a long term

contract until such time as the contract is completed and

accepted . Therefore , the total revenue and e x pen se for

such contracts would be reported in the year of completion

r a t h e r  than over the life of the contract as previously

done. Assuming a profit is being made on the contract , the

use of the completed contract method will result in a

deferral of tax liabilities until the contract is completed

and accepted . Therefore , the company retains use of the

f u n d s ,  which would normally have been paid to the Internal

Revenue Service, until the con tract is completed . The use

of in terest—free funds could result in a contractor dela~-’ing

comple t ion , acceptance , or closeou t of a contract in order

to dela~ the repor ting of the contract incom e and expense

and any resulting tax liability. Although we do not have

any data which indicate that the above situation is occurring,

the economic incen tive for the above procedure is evident

(7:197) .

2. During the data gathering fo r  the r esea rch , a

sta temen t was made tha t Cos t A ccou n ting S t a n d a r d  (CAS) 406
*

explicitly prohibi ted fragmenting an overhead base used to

establish an overhead rate. As a result , an unofficial

*
Fragmenting was defined as adjusting an overhead

base to account for anything less than a full cost accounting
period , i.e., one year.
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interpretation was made that , at the time of final overhead

rate settlement , the overhead base and pool could not be

adjusted for the contracts closed earlier. This interpre-

tat ion was made because adjustment of the base would

H technically constitute a fragmented base. The discussion

centered around CAS 406.50c which states:

I n d i r e c t cos t alloca t ion r a tes , based on estimates ,
which are used for the purpose of ex~ editing the closing
of con trac ts . . . shall , however , be developed to
represen t a full cost accounting period , . . . Cll :266).

A representa tive of the CASE explained , however , that in

regard to the adjustment method , CAS 406 does not rohio~~t

such a procedure because ma terialit y would be the deciding

factor. He indica ted , in f ac t, that this situation was

considered when the standard was written .

3. One AFPRO cited a special arrangement with the con-

tractor for the early closeout of Air Force contracts. The

AFPRO would develop a governmen t overhead ra te while the

contractor submit ted a proposed rate. All applicable Air

Force contracts would be closed at the government rate , and

the d i f f e r e n c e  be tween the two r ates (d is~ uted amount) would

be recognized on ano ther open Air Force contract. All

amounts would then be considered in the final overhead

settlement.

This method incorporated the positive aspects of both

options discussed previously. Similar to option 1, this

method distributed all overhead even though not to the

specific con tracts. As in option 2, this me thod insured
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that other services did not absorb the overhead of the Air

Force , even thoug h the method was applied only to Air Force

con trac ts. Consequen t ly, there  was an in te g r i ty of overhead

cost by service if not by contract. This particular proce-

dure also eliminated the risk to both parties of over or

under allocation of overhead costs.

The OAR 3—708 procedure now prevents the -use of this

method in that it states in part that:

- 

, . . . no adjustment shall be made against , or the
affect of any quick closeout allowed to impact , other
contracts for any ove r or under recovery disclosed at
the time of final overhead rate determination
[26: p. 3: 108)

Since the disputed amounts placed on other contracts

constitute an impac t , the AFPRO p r o c e d u r e  is no longe r

being employed .

SUMMARY OF FINDINGS

In summary , the researchers found that the number of

Air Force—administered contracts remaining overage due to

overhead constitutes a problem area as it did in 1975, and

tha t DCAS has similar statistics indicating relatively

large numbers of overage contracts awaiting overhead settle-

men t. It was then found that NASA problems with the Air

Force prac tice for closing contracts apparently provi ded

the stimulus for an ASPR case to change the procedure.
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The procedure was changed , and uniformi ty of applica-

t ion was at temp ted , bu t three  ma j o r  A i r  Force  con trac tors

rejected the approach. Consequently, contracts at those

locations could no t be closed early. Since the new proce-

dure had been in effect such a short time (August 1978)

adequa te data were not available to determine the impact

of the con t r ac tors ’ actions , but it can be expected that

the n u m b e r  of overage con trac ts due to p e n d i n g  overhead

negotiations will increase.

The s tudy  further illustrated two primary alternative s

for treating overhead costs and discussed the pros and cons

of each . Finally, it was concluded that the TAR procedure

is in need of change. Based upon these conclusions ,

recommenda t ions are presen ted in Chap ter 7 .
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Chapter 7

SUMMARY OF RECOMMENDATI-DNS

RECO~LMENDATIONS FROM R SEAPCH

Based upon the f i n d i n g s  of the resea r cn , one -ove rall

recommen dation is offered : the TAR 3—708 procedure shL - uld

be changed. Alternative i~~~as for recommended changes

are presented in order of priorit ; .

1. Since the prim ar~’ purpose of th e TAR procedure is

to close contracts , any revis ion should be flexible enough

to allo w the purpose to be accomclished . One high level

Air Force source stated that each AGO should have the

flexibility to use whatever method best :uits t:e circum-

stances as long as the method is eu-u itable. Al thou-u h this

individ ual preferred a consistent method , in h i s  o p i n i o n ,

accomplishin g the goal should not :-e sacrificed sold : for

consist ency . One source within the CAS organi zation also

agre ed with the need for flexibility.

2. If one par ticular method had to be implemented

for the ra ke of consistenc~~, th e researchurs believe the

me thod d esc r i bed ~n the corollary findin gs wou Ld be the

most equitable. This procedure for closino contracts by

plac ing disnuted amounts on another oreri contract wouLd
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accomplish the objecti” : ~~i most of the criteri a for

accepting an alternative :

a. Si gnificant over or under allocation of total over-

head costs would not occur.

b. The contractor would be encouraged to negotiate

early rates because of the reduced risk.

H c. As a result of negotiated early rates , contracts

could be closed.

d. Manoewer for administering contracts would be

m i n i m i z e d  s ince  con t r ac ts wo u l d  be closed .

3. The adjustment method , option 1 of tne model , :s

- 

- 
the preferred method of the two ortion : demonstrated in

Chapter 5. Since contractors would assume min :mum :i:< under

this  proced u r e , they should be willing to ne-~otiate int erim

closeout rates. Add~~t :-anally , the grve rnm ent , as an entlt :,

would bear lit tle risK . The ma Tor drawback to this recom-

menda tion is that some agencies nov he concerned abou t

sharing the risk of over and under allocation amon r con-

tracts. It is the op inion of the researchers that the

amoun ts of over  or un der  alloca t ion a r e  ins i gnificant.

Therefore, any disproportionate amounts allocated among the

various con tract: would also be ins~~:t :ficant . Conseeuentl - ,

any argument centered around the unwillingness of an aaency

to accept a disproportionate share of overhead costs should

be consic~ered ~n this light.
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iEC- MMENDAT ION S FOR FURTHER RESEARCH

-
- 

The area of e a r l y  c o n t r a c t  closeou t is a r e l a t i v e ly

new one in which very little formal research has been con—

c iu c t e d .  The p r e s e n t  s t u d y  f o c u s e d  o nl y  on one aspec t  of

the ar ea , i . e . ,  w h e r e  a c o n t r a c t  was  o v e r a g e  due  to o v e r —

head rates pending. There are additional topics wh i ch

seem to warrant further research . A :ummar~ of each of

these  topics  f o l l o w s :

1. An e x p a n s i o n  of the c u r r e n t  s t u d y could be

accomplished concentrating on other DOD services as pri-

mary data sources. Such a study should determine whether

these services have situations for which simi L ar recom-

mendations are appropriate .

2. Al tnough this study id entified overhead negotia-

tion as the major reason for contract: oecominu overage ,

the data indicated that a large number o~ contracts were

overage due to reasons other than overhead neaotiat ion .

A stu dy shou ld be con du cted t o  d e t e r m i n e  w h e t h e r  proce-

dures could be developed to facilitate the closeout of

con tracts which are overage due to reasons other than

negotiation of overhead.

3. This study referred to cost savings a: the major

justification for the early clos-:-out of contracts , ho we ver ,

no attempt was made to detero~ ne the true magnitude of
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these savings. A study should be conducted to determi ne

the a d m i n i s t r a t ive cos t impac t of cont r acts  re ma i n ing

open subsequent to the time of required closeout.
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Introduction

We are per forming research in the area of early close-

out of contracts. Of particular interest is data concerning

early closeout of small cost—type contracts where overhead

is the primary factor. We are referring to DAR 3—708 which

specifies when physically completed contracts may be closed

in advance of the final overhead rate determination .

Questions

1. What specific reason code do you cite most often

for contracts remaining overage subsequen t to physical com-

pletion ? Can you give us, in order of importance , the three

most commonly cited reasons for contracts othe r than firm

fixed price, remaining overage?

2. What is you r organization ’s current status of

overage contracts , that is, the num ber of contracts in an

overage status?

3. Have you noticed any change in the numbe r of over-

age contracts in the past fou r years? If yes;

a. Has the numbe r increased or decreased?

b. Is there any reason you can cite for the

change?
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4. Do you have any suggestion s for improvement of the

overall system , policies , and p rocedures  rela ti ve to con tr act

closeout?

5. The following questions apply to those individuals

adminis tering physically completed contracts which are open

for reasons of overhead (ind irect cost):

a. Are you familiar with DAR 3—708?

(1) Do you use that procedure for early settle—

men t and closeout of overhead on small cost—type contracts?

(2) Has there ever been a problem at your

location in the interpretation ot that procedure?

b. What procedure do you use for early overhead

settlement?

(1) Do you adjust you r overhead base and pool

by the amount of the early overhead negotiated?

(2) If you do adjust, do you see a conflict

with the DAR 3—708 proced~ire?

(3) If you do not adjust, what is the method

you use and what is the reason for using it?

(4) What closeou t rates are used , e.g., forward

pr icing rates, bill ing rates or other?

(5) Do you close contracts in groups or each

time one is ready to be closed?

(6) How do you treat unallowable costs at

time of early closeout?
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6. Have you changed your procedure since the DAR

was issued in August 1978?

7. If your procedures have changed , how have they

changed?

8. Do you see any difficulties with your current

procedures?

9. How has the new procedure impacted you r relation-

ship with the contractor? That is, has he insisted upon

higher overhead rates at early closeout?

10. We also need some specific information regarding

your early settlemen t of overhead on small contracts:

a. What is the most recent year for which final

overhead rates have been negotiated?

b. For the last three years that overhead rates

have been negotiated , we would like the following infor-

mation :

(1) Early closure rates.

(2) Final overhead rates.

(3) Forward pricing rates for those same years.

(4) Negotia ted dol lars  for  both ear ly  an d f i n a l

overhead for each year.
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ACO Adminis trative Contracting Officer

AFCMD Air Force Contract Management Division

AFIT Air Force Institute of Technology

AFPRO Air Force Plant Represen tat ive Office

AMIS Acquisition Management Information S;stem

AFSC A ir Force Systems Command

ASPR Armed Services Procu rement Regulation

ASBCA Armed Services Boar d of Con trac t Appeal s

CAS Cost Accounting Standards

CASB Cost Accounting Standards Board

CPIF Cost Plus Incentive Fee

CAR Defense Acquisition Regulation

DCAS Defense Contract Administration Services

DLD Direct Labor Dollars

• DOD Department of Defense

FFP Firm Fixed Price

P FPR Forward Pricing Rate

FPRA Forward Pricing Rate Ag reemen t

NASA National Aeronautics and Space Administration

PCO Procuring Contracting Officer

:. I
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