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expressed in the document are those of the author(s) and do
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Chapter 1

INTRODUCTION AND RESEARCH METHODOLOGY

INTRODUCTION

Problem Statement

The subject of closeout of physically completed contracts
received little attention until 1967 but since then has been
monitored regularly by all of the military services (3:4).

As the defense share of the federal budget declined, interest
in physically completed contracts grew as did interest in all
areas of government contracting where costs could be reduced.
One research project conducted in the area of closeout
identified many reasons why physically completed contracts
remained open and cited the fact that there were opportunity
costs associated with those contracts (9:52). This same
project also identified the major concerns of individuals
performing fuctions related to contract closeout. Of three
concerns most commonly mentioned, two dealt with inadequacy
of procedures and the other was that negotiation of final
overhead rates was preventing the timely closeout of

contracts (9:13).

Physically completed contracts which remain open for

any reason are a potential financial and administrative
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burden upon the government. This burden becomes apparent

as we consider that (1) open contracts which are physically
completed "probably have obligated monies left on them that
may be used for other valid purposes once they have been
deobligated (23:9Cl)," and (ii) "negotiation issues tend to
get blurred as time passes . . . . (23:9Cl)}" Consegquently,
it is good administrative practice to close as many contracts
as possible and as quickly as feasible. For example, con-
tracts remaining open because of overhead rates may be
closed prior to final overhead settlement when the unsettled
indirect costs allocable to the contract are relatively
insignificant and agreement can be reached on a reasonable
estimate 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 officer (PCO). A contract accorded
limited administration and having a face value exceeding
$10,000 is closed when it is physically complete and
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when the PCO receives evidence of final payment. All
other contracts are closed when they are physically
complete and when all administrative actions are taken,
including the accomplishment of one of two contract
completion statements . . . . However, a contract cannot
be considered closed while it is in litigation, or if an
appeal is pending before the Armed Services Board of
Contract Appeals (ASBCA) (24:p.s2-15}.

A contract is considered overage when it is physically
complete and a reasonanle length of time has passed within
which it should have been closed. Overage is defined by
Supplement 2 to the Defense Acguisition Regulation (DAR) as
follows (14:127):

Calendar Months

After the Month In
Which Physically

Categorsy Contract Type Completed
Lategory
A Fixed Priced Unilateral 3
Purchase Order
B Firm Fixed Price (Exclude 6
"A"' above)
e All Other Contracts 20

Until a contract is closed and its file retired, there
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 A3BCA may be reguired.
Additionally, many physically completed but open contracts
have unliguidated obligations remaining which, if not needed,
could possibly be used to meet other Air Force reguirements
of the year in which the funds were appropriated. It is

primarily the elimination of an administrative cost and
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nuisance factor, plaguing many administrative contracting
officers (ACO), which has prompted the Air Staff to question
whether current procedures are adequate for closing contracts

more quickly (12).

JUSTIFICATIOUN

As a result of a new procedure in the DAR (formerly the
Armed Services Procurement Regulation (ASPR)) 3-708, dated
August 1978, the Directorate of Contracting and Acquisition
Policy, AF/RDCP, received complaints from some ACOs that the
procedure was a major deterrent to closing small cost-type
contracts (l12). As a result, AF/RDCP requested a study to
determine the extent of the problem in the Air Force and to
determine whether sufficient evidence existed to support a
change to that procedure.

Additional justification for this study follows:

1. A thesis by Galante, Peterson, and Williams in 1975
concluded that opportunity costs resulted from unliguidated
obligations remaining on a contract 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 95-431, Department of Defense (DOD)

Appropriation Bill for 1973, there was a comparison of
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workload to the number of contracts being managed by the
Defense Contract Administration Service (DCAS).
The manpower and workload trends for fiscal years
1969-75 indicate that the correlation between the
number of contracts being managed by DCAS and the number
of employees has been historically constant . .
The investigative staff also determined that of the
total prime and support contract count of 199,931 as of
November 30, 1975, 41,601 were classified . . . as
physically complete or dormant. Physically complete or
dormant contracts are those on which final shipment has
been made and any final closeout actions are primarily
clerical in nature (28:184].
The report suggests that agressive action to close contracts
may not have been taken in order to support a sustained
high level of manpower through an inflated contract workload
count (28:184).

This statement is further supported by a study of DOD
contract management systems for the Office of the Secretary

of Defense which states that there were "instances in which

completed contracts were intentionally not closed out in
order to display higher workloads (6:67)."

3. A letter from the Chief of Contract Administration
at one Air Force Plant Representative Office (AFPRO), to the

l Air Force Contract Management Division (AFCMD), states that

"it takes resources and space to accommodate a backlog of
physically completed but financially open contracts (16)."
4. A "Contract Janagement Lessons Learned" publication

issued by AFCMD on 1 fay 1978 stated that "in June 1977,

75 per cent of physically completed contracts at one AFPRO
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were overage (21)." The most common reason given was that
overhead rates were not settled for the years involved.
It appears evident from these examples that a sustained

effort to close contracts is essential.
LITERATURE REVIEW

Our literature review revealed very little research
performed in the area of the closeout of cost-type contracts.
Initially the search was conducted using the resources of
the Defense Documentation Center, Defense Logistics Studies
: Information Exchange, and the Air Force Institute of T

Technology (AFIT) Library. The only formal research study
b obtained from these sources that pertained specifically to
contract closeout was the previously referenced AFIT thesis.
That research was primariiy concerned with the opportunity T
costs associated with funds remaining on overage contracts.

Two of the major findings of this study pertained to
overage contracts and the reasons why those contracts
remained open after physical completion (9:73-78). These
were:

l. A few overage reason codes accounted for a large

number of the contracts which had long overaye time spans.

2. A majority of the opportunity cost incurred on
overage contracts was attripbuted to a small number of reason

codes.
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This study therefore provided historical data for
comparison with the currently gathered data to determine
whether significant changes had occurred since 1975.

Although not specifically related to the closeout
process, two studies were found which broadly covered the
topic of overhead or indirect cost. The first of these
studies was a dissertation written by Otto Martinson entitled
"Classification System 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 Jcnes 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 (13.454« ~ Thoéw .bates were Seda .

i NI 5. TR SR -




in the present research to demonstrate the impact of the
early closecut process upon the total overhead costs.

In addition to an analysis of forward pricing rates,
their study also provided a basic background of the processes
required to equitably allocate indirect costs. A summary
of these processes follows to provide the reader an explana-
tion of the allocation process.

Indirect costs cannot be traced to specific units 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).

There are normally four steps in this indirect cost
allocation process:

1. Indirect cost expenditures are estimated for
each major and support overhead pool.

2. The estimated costs accumulated in support pools
are then transferred tc the major overhead pools.

3. The total accumulated in each major overhead
pool is divided by an estimate of activity giving an
overhead rate.

4. Using this rate, indirect costs are allocated to
each product passing through the product cost center or
deriving benefit from the administration cost center
EL3:123.

The first three steps are accomplished prior to the
beginning of the operating year. Therefore, the overhead
rate applied to the production unit is only an estimate of
what the actual rate will be. Any difference between this

estimated rate and the final actual rate is identified after

the end of the operating year so that the appropriate




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

e A A3

budgeting cycle. Costs are budgeted for each overhead pool
based upon the planned activity of that pool. After esti-
: 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
method (13:12-13).

The direct charge method requires that costs be 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 (13;13).

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

In addition to these formal studies, official corres-
pondence and regulations were obtained from those agencies
which are affected by the early closeout process. A detailed
review of these letters and regulations is presented in

Chapter 2 of this study.
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Due to a lack of written literat re pertaining to
early closeout procedures, most of the knowledge for this
study was obtained from interviews with personnel working
in the contract closeout and overhead fields. These per-
sonnel have related the history of the early closeout pro-
cedures, current problems in the area and have offered
suggestions for solving these problems. The results of those
interviews, as they pertain to each research guestion, are

detailed later in this study.
DEFINITIONS

To provide a common frame of reference, definitions of
some of the key terms used in this study are provided below:

Physically Completed Contract. "A contract is physically

completed when (1) the contractor has completed the required
deliveries of supplies, (ii) the contractor has performed W
all services, and the government has accepted such services ‘
s = 6248:P.S2—H5 "

Cost-Reimbursement Contract. A type of contract used waen

the cost of the work cannot be adequately described to
guarantee performance, and, the contractor is reimbursed
for the costs he experiences in the performance of the con~

tract. Certain types of cost-reimbursement contracts pro-

vide for an incentive~fee or fixed-fee that is paid to the

contractor (9:4) .

e ——"
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Contract Face Value. The total value of the contract, which

includes the original contract amount plus any amounts that
have been added to the original contract by supplemental
agreements (9:8).

Administrative Contracting Officer (ACO). The ACO is an

individual assigned the responsibility to administer a

contract by reguest of the PCO. He insures that all contract
requirements are adhered to (26:Section 4,71-77).

1 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
example, electricity and rent 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 general, the base that is to be used for allo-
cating indirect costs should have the following charac-
teristics;

1. It should produce a rate that will result in
an equitable allocation of the indirect costs among the
various cost objectives.

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
€13:141. :

Bases commonly used are total activity or number of

physical units produced, the amount of direct labor dollars

expended, amount of direct labor hours expended, and machine




hours. The particular base used depends upon the pool being

allocated and how well the base reflects the costs being
distributed.

Overhead Pool. A group of incurred costs identified with

two or more cost objectives such as contracts, items, or
functions but not specifically identified with any one in
particular (23:1A-Bll).

Cost Allocation. The process of distributing costs which

are assignable or chargeable to one or more cost objectives
in accordance with the benefits received, relationships |
defined, or agreements made between the contracting parties
(23:p.1A-Bl).

Forward Pricing Rate Agreement (FPRA). An agreement nego-

tiated between the ACO and the contractor which includes
overhead rates which may be used for pricing of contracts
which are negotiated for 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 (13:12).

RESEARCH OBJECTIVES

The objectives of this research were to (1) compare
current overage contracts to those identified in the 1975
study by Galante et al. to determine whether overhead nego-

tions continued to be a detriment to closing contracts, and

(2) determine whether the existing policy and procedures for

13
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the quick closeout of small, cost-type contracts were ade-
quate to meet the goal indicated by the DAR 3-708 require-
ment titled "Quick Closeout Procedure."

In accomplishing these objectives, data concerning con-
tract closeout were gathered and analyzed, and the regula-
tion and policy material, and the ideas and opinions of
knowledgeable people in the contract administration and
indirect cost management fields were combined into one
source. Additionally, criteria were developed with which
to analyze the present policy and procedures in order to
provide Air Staff personnel with the information needed to
aid them in determining the acceptability or unacceptability

of the DAR 3-708 language.

APPROACH TO THE STUDY

The first objective will illustrate the basic data
] and develop further rationale for the study. The second
objective could be expected to rely heavily upon empirical

evidence in answering the research questions; however, 1

much empirical data were unobtainable for several reasons.
First, the procedure focuses on negotiation of overhead

? rates, many of which were not yet negotiated. Secondly, not
all contractors were willing to negotiate interim rates for

j use under the quick closeout procedure. Thirdly, the DAR

3;708 procedure has only been in effect since August 1978,

and as a result, the data were sparse and difficult to use




in arriving at any specific conclusions. Finally, with one
exception, the people contacted said that early closeout or
interim rates used in prior years 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-
tive contractors.

This study 1s not totally theoretical, however, in that
data were obtained from the Air Force, the DCAS and the
National Aeronautics and Space Administration (NASA) con-
cerning the various methods and approaches used to implement
the quick closeout policy both before and after the issuance
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 outcomes 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 among the guick (contract)
closeout procedures used by the Air Force and other agencies

which prompted coverage of the subject in the DAR?

15
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i 3. Has the gquick closeout procedure, as stated in the
August 1978 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?

Yok B i i it

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

4. Should the DAR 3-708 procedure remain unchanged?
i METHODOLOGY

Overview

The data used for this study were obtained from govern-
ment regulations, letters, reports, text books and a sub-
stantial number of personal and telephone interviews.
Interviews were conducted with knowledgeable people who work
in the areas of contract administration and indirect cost
management. 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 guick
closeout procedure or those who would receive the greatest
benefit from the procedure. Additionally, prior research in
the areas of contract closeout and indirect cost monitoring

were heavily relied upon for background. Although the

16




primary method of researching each question was through

interviews, the support and validation of each question was
accomplished through review of literature in each respec-

tive area.

Research Question 1

What is the current status of overage contracts compared
to the 1975 data when the prior research was performed?

Means of Evaluation. To determine the current status of

overage contracts, data were gathered from the Acquisition
Management Information System (AMIS) to compare with the
data presented by Galante et al. in their 1975 study of
overage contracts. These data were combined with that
received from DCAS to better evaluate the pervasiveness of
the overage problem. These data were then broken out by
reason code for those overage contracts 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 gquick (contract)
closeout procedures used by the Air Force and other
agencies which prompted coverage of the subject in
the DAR?

Means of Evaluation. This question pertains to the procedures

used prior to August 1978. The question was answered through
a study of the procedures existing prior to that date and the
views of those people who were responsible for interpreting

the early closeout requirements as well as those responsible

17




for their implementation. Since the Air Force indicated a
primary concern with the procedure, the study began with the
Air Force method of quick closeout and branched to the other
methods to determine why the DOD regulation superseded, and
in essence voided, the Air Force methodology.

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 opinions collected by
means of telephone interviews using the questions in Appen-
dix B as a guide. 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 knowledgeable people in the contract adminis-
tration field to validate the reliability and objectivity
f of the questions.

1 Interviews were conducted with representatives of eight
AFPROs having large numbers of overage contracts where over-
head was given as the reason for the overage status. Addi-
r tionally, interviews were conducted with representatives of

each of the nine DCAS regions and with representatives of

NASA, Air Staff, and Air Force Systems Command.
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Research Question 3

Has the guick closeout procedure, as stated in the
August 1978 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 closeout procedure, and what
are the pros and cons of each of these alternatives?

Means of Evaluation. The data used for evaluating and

answering this question were primarily those collected from
the interviews discussed previously. Part a of the guestion
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 guestion 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 illustrates potential outcomes (Appendix A) of hypo-
thetical situations for eight contractors using actual rates
extracted from a recent thesis (13:56).

The evaluation criteria were developed with the assis-

tance of professionals in the fields of contract
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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 result in a significant
over or under 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.

8. The procedure must result in the early closeout of
contracts.

6. The procedure should allow the early release of
funds (for other requirements).

7. The procedure should minimize the manpower 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.

1




2. The data obtained for this study from AMIS and the
DCAS regions are accurate.
3. The sample of contracts used is representative 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 closeout 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 closeout 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 further research opportunities.




Chapter 2
BACKGROUND

Imperative to the understanding of the quick closeout
procedure and its implications is a knowledge of the process
leading to the current situation. This chapter provides

that historical background.

Air Force Requirements

A review of AFSC supplements to the ASPR revealed that
the Air Force had procedures in effect to administratively

close small cost-type contracts which would otherwise remain

open due to the requirement for overhead negotiation.

The procedure used by the Air Force for early closeout
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 closeout completed contracts provided
the total of such actions does not have a significant
I impact on final overhead rate negotiations. Generally,
I no substantial impact will occur 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. However, in no event
will such indirect costs applicable to any one contract
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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 (22:Section 3-701.1).

This policy gave ACOs 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
applying 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
closeout overhead rate, the contractor will ultimately be
reimbursed for the exact amount of actual allowable over-
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 settlement of cost-type con-

tracts (l). 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
{26:Section 8-404.4].
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It apprears that terminated contract closeout procedures
have basically the same purpose as the early closeout pro-
cedure, i.e., the efficient and fair settlement of cost-type
contracts in advance of final overhead negotiations in order
to eliminate the attendant 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.
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Example 1 Example 2

Direct Labor Dollars s 5,000 S 5,000
Early Closeout Rate 200% 600%
Early Overhead Allocation 10,000 30,000
Overhead Base S 25,000 S 25,000
Less: Base Used for Early 5,000 5,000

Closeout
Adjusted Base $ 20,000 $ 20,000
QOverhead 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 S 20,000

Final Overhead Rate X 450% X 350%

Allocation at Final Negotiation $ 90,000 S 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
final negotiated rate, there will be no total over or under
payment of overhead to the contractor for overhead expenses
durihg the period. The use of this method insures that the
contractor is fully reimbursed for all allowable overhead
costs while at the same time preventing him 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 application of overhead to specific

contracts if the early closeout rates differ from the

final overhead rates.

For instance, referring again to




example 1 in which the early closeout rate was less than the

final overhead rate, the contracts which were closed using the
early closeout procedure would receive an under allocation of
overhead because of the lower early closeout overhead rate.
At the time of final overhead negotiation, the overhead which
was previously under allocated would then be distributed to
the remaining unclosed contracts in direct proportion to the
direct labor dollars attributed to each contract. When the
base and pool are adjusted, as in this example, the under
allocation of overhead at the time of early closeout will be
equal to the over allocation at the time of final settlement.
Therefore, the final overhead allocation on contracts not
qualifying for early closeout automatically 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 results if the early
closeout 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
settlement. Again the over allocation of overhead on the
contracts closed early and the under allocation on those
contracts closed at final settlement would be equal and
would provide an automatic adjustment for the rate difference

between the early and final overhead rates.




NASA Policy

The NASA also had a quick closeout 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 this contract, for any period, for the purpose of con-
tract closeout, provided that (i) the negotiated amount
of overhead costs applicable hereto coes not exceed
$200,000 for any one fiscal year, and (ii) the results
of the negotiation 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:iee-
ment shall specify that there will be no adjustment
against other government contracts for over or under
recovery under this contract disclosed through a subse-
quent, regular final overhead rate negotiation or
determination (l19:Section 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

E the use of the gross base and pool in determining the

final overhead rate for the year (1}. i

T T

Although these differences between the Air Force proce-

dure and the NASA clause existed, the major procedural
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difference was in the NASA interpretation that the base
and pool 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 against other
government contracts for over or under recovery under
this contract disclosed through a subsequent, regular
final overhead rate negotiation or determination (2].

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 pool are not adjusted in those that follow:

Example 1 Example 2

Direct Labor Dollars $ 5,000 S 5,000
Early Closeout Rate 200% 600%
Early 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 S 20,000 $ 20,000
Final Overhead Rate 400% 400%
Allocation at Final Negotiation $ 80,000 $ 80,000
Early 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 closeout 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 extent of this risk is based upon the variance between
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the early closeout 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.
Therefore, 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 closeout rate is higher
than the final overhead rate, as in example 2, the contractor
will retain the over allocation of overhead applied to the
contracts subject to the early closeout 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 Logistics 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-
ment 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. T the approxi-
mate total of such indirect costs does not appear to

have a significant 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 closeout 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 contract in one fiscal year do
not exceed $100,000 ($200,000 under NASA contracts).

b. In using these closeocut 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 adjustment
at the time of annual rate settlement (27:Section
3-700.143}.

This procedure provides a distinction between the over-
head ceilings pertaining to the early closeout 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 closeout 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 1in
the DAR as paragraph 3-708 which follows:

When indirect costs allocated to a contract are
relatively insignificant 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, other contracts for
any over or under recovery disclosed at the time of final
overhead rate determination (27:Section 3-7081}.

This clause contains the basic elements of the previously
mentioned NASA clause.

Although the DAR had no restriction on the treatment of
overhead prior to 1978, in relation to the gquick closeout
procedure, the Armed Service Procurement Regulation Manual
Number 1, "Contract Pricing", dating back to 1975 did address

the subject. In that manual is the rationale for closing

contracts and guidance for the method to be used. Specifi-

cally, it states that where a contract is closed ahead of
final overhead settlement, the Air Force negotiator must
reach agreement without compromising his position or setting
a precedent, and that such overhead settlement agreed upon
for early closeout must be considered final. The same ref-
erence concludes by stating that:

No adjustment should be made against other government
contracts for any over or under recovery disclosed through
the subsequent, regular final overhead rate negotiation
or determination (23:9c3}.

If this manual is a reflection of DOD's intentions, the
apparent policy was to close contracts with an interim over-
head rate without 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




review and discuss the status of overage contracts to deter-
mine the degree to which pending overhead rate negotiations

contributed to the overage status of these contracts.




Chapter 3

STATUS OF OVERAGE CONTRACTS

The first research question was: What is the current
status of overage contracts compared to the 1975 data when
the prior research was performed?

To determine the current status of Air Force overage
contracts,a computer listing of overage contracts adminis-
tered by AFCMD was obtained from AMIS. This listing reflects
the current administration office, unligquidated obligations,
and reason code for each overage contract. The reason code
indicates why the contract is overage.

Analysis of these data indicated that, as of April 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 litigation. These accounted for 14 per
cent 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 OVERAGE

Reason
Code Explanation Number of Contracts

ArcMp? arcmp? Dpcas’®
1975 1979 1979

A Contractor 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

required 8 2 6

E Awaiting contractor proposal for
final repricing action-incentive/

redetermination 38 6 4
i F Awaiting supplemental agreement

covering final repricing action-

incentives/redetermination 27 1% 15

G Settlement of subcontracts

pending 1 2 3
H Final audits in process L7 90 99
J Disallowed cost pending 4 4 9

K Final audit of Government
property pending 23 1L ¥

L Independent research and devel-
opment rates pending Q i 0

M Negotiation of overhead rates
pending 286 269 241

N Additional funds requested, but
. not yet received 7 7 20
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CURRENT REASONS FOR CONTRACTS
BEING OVERAGE (continued)

Reason
Code Explanation Number of Contracts

AFCMD AFCMD DCAS
1975 1979 18979

P Reconciliation with Paying Office

and contractor being accomplished 27 2 33
Q Armed Services Board of Contract

Appeals case 97 66 1
S Litigation/investigation pending 102 727 1
T Termination in process 0 4 5
U Warranty clause action pending 24 . 0 ol
V Disposition of Government

property pending 12 6 33
W Contract modification pending 2 2 32
X Contract release and assignment

pending 10 i 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

4 3 s
Acquisition Management Information System, Category
C contracts.

-

JDCAS Contract Administration Report, Category A,

r ACO-assigned contracts. This information was not available
for all contracts administered by DCAS; however, these fig-

ures represent 58 per cent of the total overage contracts.

35
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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 time. The data listed in Table 1 again indicate that
negotiation of overhead was the primary reason for contracts
being 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
higﬁest 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 subsequently

becomes overage.

In addition to contracts administered by 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
E DCAS, which also administers contracts for other government
f agencies. Data similar to that obtained from AMIS were also
obtained from each of the nine DCAS regions and spanned the
: period from January to April 1979. Although these DCAS data
contained contracts awarded by several other government

agencies, the data contained a sufficient number of Air Force

e s o

contracts to make the analysis pertinent 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 attributed
to the non-submission of the contractor's invoice, and 28 per
cent 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
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 preceding data analysis further verifies the vali-
dity of the justification for quick closeout of contracts
presented in Chapter 1. There are currently a large number
of overage Air Force contracts, and more of these contracts
are overage due to pending overhead negotiations than any
other single reason. Procedures which would result in the

more efficient closeout of contracts remaining open due to

3if
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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 closeout procedure in the DAR.
i




Chapter 4

POLICY AND PROCEDURES FOR
EARLY CONTRACT CLOSEOUT
The second research question was: What were the
differences among the quick (contract) closeout procedures
used by the Air Force and other agencies which prompted
coverage of the subject in the DAR?

The primary source of data which was used to answer

- o

this second research question was correspondence among an

e T STE——————

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 responsi-

bility of the ACO. The correspondence reflects the problem i
encountered by the ACO, the contractor, and NASA in using
the NASA early closeout procedure and the subsequent prob-

lems encountered by the ACO and the contractor when this

same procedure was ultimately published in the DAR.

|
The initial problem that the ACO encountered in admin- ‘
istering NASA contracts was attributed to the fact that the
ACO considered the difference between the Air Force and the
NASA early closeout procedures to be of sufficient magnitude '

to cause unacceptable deviations in the early closeout

process. Specifically the ACO stated:,

1
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early closure overhead procedure, we are currently unable
to approve early closure settlements of your contracts
without serious and, in our view, unwarranted disturbances
in our normal systems and practices in the area (21.

‘ As a result of these differences in treatment of the
3
!

The ACO also stated that he would withhold approval of

future early closeout settlements which required substantial

deviation from standard procedures. This position appears to

have effectively negated the early closeout of NASA contracts

k. at this particular AFPRO because in the ACO's opinion all

, NASA contracts closed using the NASA (non-adjustment) method
required substantial deviation. The ACO also noted that
approximately 95 per cent of the NASA contracts administered
by that AFPRO would, at some time in the future, be eligible
for closeout using the early closeout procedure. This per-
centage figure reflects the impact that the non-use of the
procedure would have upon the efficient administration of
NASA contracts at this particular AFPRO (2).

The ACO also expressed his concerns to AFCMD concerning
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 gettlements 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 gurrent NASA provision would

substantially reduce contractor motivation to partici-
3 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 referred through appropriate channels to

the ASPR Committee with a recommendation that current DOD
practice be continued and described in a more definitive

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
between the parties based upon the relationship between the
early and final closeout rates (3).

The fear expressed by the ACO that the NASA procedure
would preclude, rather than aid the early closeout of eligible
contracts appeared to be verified by subsequent correspondence
received from the contractor. 1In 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
contracts. A total of 90 NASA contracts were at that time
remaining open because the contractor preferred not to assume
the risk associated with the NASA clause (20).

NASA subsequently requested of the ACO that their early
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
(1) .

As a result of the problems encountered with the NASA
procedure, AFCMD forwarded a letter to HQ AFSC. This letter
basically reiterated the problems that the ACOs were having
in closing NASA contracts using the NASA procedure 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 (1l).

Attempts were made to determine what prompted the sub-
ject of early closeout procedures to be considered by the
ASPR Committee. A search of the history of the ASPR case,
in addition to discussions with persons who had some know-
ledge of the case, yielded very little additional informa-
tion as to the reason for the review of early closeout pro-
cedures.

One possible reason for the consideration by the ASPR
Committee may have been the previously mentioned problem
that NASA was encountering in having their procedure applied
to contracts administered by Air Force ACOs. The current
DAR procedure has basically the same wording as the NASA
procedure, and according to a NASA official, they may have

been the primary impetus behind the current wording in the

DAR procedure.
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A draft of the DAR was subsequently released to the

applicable services for comment. This proposal contained

the procedure used by NASA. Subsequently, the proposal was
adopted and published in Defense Acquisition Circular 76-16

in August 1978 (26:Section 3-708). This circular superseded

Nl Gy e Sl I

previous procedures in use and effectively standardized the

S o

DOD early closeout procedures to agree with the existing

R s

NASA procedure.

In summary, then, it would appear that NASA signifi-
cantly influenced the implementation of the DAR procedure |
as a result of their dissatisfaction with Air Force contract
closeout practices.

In the following chapter the effectiveness of the DAR

early closeout procedure is examined.

T
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Chapter 5

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

UNIFORMITY OF APPLICATION

The third research question was: £Kas the quick close-
out procedure, as stated in the August 1978 DAR, been effec-
tive in closing small cost-type contracts?

Part‘a of the above question goes on to ask: Is the
procedure uniformly applied in the Air Force and DCAS by
contract administration personnel?

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

procedure, the various AFPROs were not consistent in their

application of the quick closeout 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 examples 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 was initially published
in the Defense Acquisition Circular in 1978, all contract
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 method. 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.

In answer to the question, it can be seen that an
attempt was being made within the AFPROs to give uniform
application to the required procedure. The procedure could
not be implemented in some cases due to unwillingness on the
part of contractors to accept what they considered to be
an inherent risk in the procedure.

Data from the DCAS regions were too inconclusive to
determine the effectiveness of the procedure. Although all

regions indicated the use of the DAR procedure even prior




to its 1issuance, 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: Wwhat are
the possible alternatives for treating overhead under an
early closeout procedure, and what are the pros and cons
of each of these alternatives?

In determining the effectiveness of the new procedure,
an evaluation was made of the two alternative methods of
treating overhead under an early closeout 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 whether the
early closeocut 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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TABLE 2
MODELS FOR TREATMENT OF OVERHEAD IN THE
EARLY CLOSEOUT OF CONTRACTS

SITUATION 1 SITUATION 2

ALLOCATION

SITUATION 1
SITUATION 2

150% early negotiated overhead rate
130% early negotiated overhead rate

j Option 1 Option 2 Option 1 Option 2

4 DIRECT LABOR DOLLARS §$ 8,000 $ 8,000 $ 8,000 $ 8,000

. EARLY CLOSEOUT RATE 1.5 1.5 1.3 3.3

%l EARLY SETTLEMENT $ 12,000 $ 12,000 $ 10,400 $ 10,400

¥ ALLOCATION

|

b | AT TIME OF FINAL SETTLEMENT:
OVERHEAD BASE (DLD) 100,000 100,000 100,000 100,000
LESS: EARLY BASE 8,000 -0- 8,000 -0-
ADJUSTED BASE $ 92,000 $100,000 s 92,000 $100,000
OVERHEAD POOL 140,000 140,000 140,000 140,000
LESS: EARLY ALLOCATION _12,000 -0- 10,400 -0-

3 ADJUSTED POOL $128,000 $140,000 $129,600 $140,000
FINAL RATE 139.13% 140%  140.87% 140%
ADJUSTED BASE 92,000 92,000 92,000 92,000
TIMES: FINAL O.H. RATE X1.3913 X__ 1.4 X1.4087 X__ 1.4
ALLOCATION AT FINAL

NEGOTIATION 128,000 128,800 129,600 128,800

ADD: EARLY ALLOCATION _12,000 12,000 10,400 10,400
TOTAL OVH. ALLOCATION 140,000 140,800 140,000 139,200
ACTUAL OVERHEAD 140,000 140,000 140,000 140,000
S N $ -0- § 800 $ -0- $ (800

OPTION 1 overhead base and pool adjusted after early
settlement
OPTION 2 = overhead base and pool not adjusted
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If the early closeout rate is different 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 Q
contracts that are closed at the time of final settlement,
but allows for an inequity between the contractor and the i
government "taken as a whole." The early closeout rate E
is considered to be final, and since no adjustment is per- |

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

final.

Consequently, 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-
ment of the cost risk inherent when contracts are closed
before the actual overhead costs are determined. The off-
setting effect of this adjustment process 1is that there will
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 closeout of contracts before final overhead settle-
ment.

The primary drawback to the use of the adjustment pro-
cedure is the fact that, if the early closeout rate is
different from the final, some contracts will bear a propor-
tionately different share of the overhead burden than they
would have 1if the early closeout procedure had not been
used. This will result in a distortion of the true cost
of each contract.

The following example 1is 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 required $7,000 labor and
for Service B that required $3,000 labor. The total over-
head pool 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 closeout rate of 300 per cent:
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SERVICE A OVERHEAD BASE $ 7,000
SERVICE B OVERHEAD BASE 3,000
TOTAL OVERHEAD BASE $10,000
SERVICE A EARLY CLOSEOUT BASE $ 2,000
EARLY CLOSEOUT RATE 300%
APPLIED OVERHEAD $6,000
TOTAL BASE $10,000
APPLIED BASE. 2,000
ADJUSTED BASE $78,000
TOTAL POOL $50,000
APPLIED POOL 6,000
ADJUSTED POOL $44,000
FINAL OVERHEAD RATE 550%
ADJUSTED BASE SERVICE A $ 5,000
FINAL O.H. RATE 550%
FINAL APPLIED OVERHEAD $27,500
EARLY CLOSEOUT OVERHEAD APPLIED 6,000
TOTAL OVERHEAD APPLIED TO SERVICE A
CONTRACTS $33,500
ADJUSTED BASE SERVICE B $ 3,000
FINAL O.H. RATE 5503
O.H. APPLIED TO SERVICE B CONTRACTS $16,500
TOTAL OVERHEAD APPLIED $50,000

In the above example, the contracts for Service B
assumed $16,500 of the overhead burden. If there had not
been any early contract closeout, the contracts for Service
B would have been allocated overhead of $15,000 (3,000 x
500%) . This additional $1,500 of applied overhead is due
to the fact that 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, Service B
assumed a portion of the overhead burden not borne by Ser-

vice A at the time of early closeout.
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Consequently, if the contractor is producing goods for
a government agency or service other than the one which
is using the early closeout 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 closeout procedures. Whether
the other contracts would be allocated more or less over-
head costs than normal would depend entirely upon the rela-
tionship between the early and final rates. If the early
rate is higher than the final overhead rate, other customers
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 closeout rate being less than the final overhead
rate.

Another problem may arise if the contractor is
manufacturing products under more than one type of contract,
e.g., cost plus incentive fee (CPIF) or FFP. Again, if the
overhead pool contains the cost of production under both cost
and FFP contracts, a difference between the negotiated
overhead rates could result in the contractor experiencing
an over or under recovery of costs. For instance, if the
early closeout rate was less than the final, the contractor
would be unable to recover the total overhead attributable
to his FFP contracts because of his inability to apply for

reimbursement for 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 what
the rate would have been if there had not been an early
closeout. The degree of this loss would depend upon the
magnitude of the base of his fixed priced contracts. 1In
contrast, if the early closeout rate was greater than the
final rate in the above situation, the contractor would
recelve a greater reimbursement for his costs than he
normally would be entitled to. Therefore, the adjustment
method does not entirely eliminate the cost risk to either

the government or the contractor.

Non-Adjustment Method (Option 2)

The primary benefit of the non-adjustment method of
treating overhead is the fact that the overhead costs
allocated to contracts closed at the time of the final rate
settlement 1is not dependent upon the extent of the under
or over allocation of overhead on the contracts 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, this procedure would
not result in different agencies or services receiving

the benefit or paying the penalty resulting from an under
or over allocation of overhead on another organization's

contracts. Finally, this procedure would not result in

any income gain or loss to the contractor due to the fact




that the overhead pool contained the overhead costs of both

cost- and fixed-type contracts.

The risk associated with the variance between the early
closeout rate and the final overhead rate is considered to
be the primary disadvantage of using this procedure. One
Air Force ACO who administered NASA contracts believed that
the risks and administrative costs associated with the
adoption of the non-adjustment procedure would substantially
reduce contractor motivation to participate in the early
closeout process:

In short, adoption of the NASA clause would appear
to preclude terminal settlement of contracts prior to
final overhead negotiation, the sole purpose of the
early closeout provision (31}.

This theory gained validity in the case of three major
Air Force contractors that indicated, since the adoption of
the non-adjustment procedure, that they preferred not to
close small cost-type contracts since it would introduce a
risk that they were unwilling to accept.

In summary, 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
difficulties in accepting it; and (3) there were two primary
alternatives for the treatment of overhead costs in closing

small cost-type contracts, each of which had its apparent
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advantages and disadvantages. One alternative was the one
currently required by the DAR; the other alternative was the
one used by the Air Force prior to the DAR 3-708 publication.
Depending upon one's viewpoint, one procedure may be
preferred over another. Therefore, to arrive at an objective
answer to question 3, additional 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 PROCEDURE?

IMPACTS OF ALTERNATE METHODS OF CLOSEOUT

The fourth research question was: Should the DAR 3-708
procedure remain unchanged?

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 apply to the adjustment method (option 1) and the
non~-adjustment method (option 2) of treating the overhead
base and pool. The dollar figures presented in the model

are not based upon actual early closeout rates. The only

rates available were (1) the forward pricing rates (FPR)
for eight contractors for a three-year period and (2) the
final overhead rates for the same contractors during that

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

effects upon overhead allocation as if the FPRs were early
closeout rates (reference Appendix A).
| When the reader reviews the data, he should do so
with the knowledge that the primary purpose of these com-

putations is to illustrate the effect of wvarious

. N <y —— e o




relationships between early and final rates upon the alloca-
tion of overhead. The illustrations are not intended to show
actual early closeout data. Again, consideration should be
given to the fact that FPRs are not used as interim rates

in actual practice and could be either higher or lower than
the early closeout/interim rate. For purposes of this evalua-
tion, the term "early closeout rate" is used in reference

to the FPR to demonstrate the various impacts when differences
occur between the two rates.

The primary factor to consider in each example is the
direction of the difference between the two rates. The
amount of the early overhead base times the difference
between the rates will determine the magnitude of the over
or under allocation for option 2. The direction of that
difference between rates determines whether an over or
under allocation will result.

APPLICATION OF CRITERIA FOR ACCEPTANCE
OF EARLY CLOSEOUT OPTIONS

In determining whether a procedure for early closeout
of contracts was adequate, criteria were developed by which
to evaluate the acceptability of any procedure for the early
closeout of contracts. These criteria are subjective in

nature but critical to the goal of closing contracts:




1. The procedure must be in accordance with generally

accepted accounting principles.

2. The procedure should not result in a significant
over or under 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 closeout
of contracts.

6. The procedure should allow the early release of
funds (for other requirements).

7. The procedure should minimize the manpower require-
ments in the administration of contracts.

8. The procedure should 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 procedure must be in accordance with generally

accepted accounting principles.

In the strictest sense, option 1 would not meet this
criterion whereas option 2 would. In accounting, costs
should be associated with the activity creating those

costs (18:94). Therefore, each contract should bear its
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proportionate share of the indirect costs, and option 2
distributes those costs more appropriately to the individual
contracts.

From prior discussion, however, it should be evident
that overhead determination is not an exact science, and
consequently the application of such costs should not require
"absolute" precision.

2. The procedure should not result in a significant

over or under allocation of total overhead costs.

A logical way to determine whether an amount is signifi-
cant is to view it from the standpoint of materiality. The
Cost Accounting Standards Board (CASB) defined materiality

in the following terms:

(a) In determining whether amounts of cost are
material or immaterial, the following criteria shall
be considered where appropriate; no one criterion 1is
necessarily determinative.

(1) The absolute dollar amount involved. The
larger the dollar amount, the more likely that it will
be material.

(2) The amount of contract cost compared with
the amount under consideration. The larger the pro-
; portion of the amount under consideration to contract
b cost the more likely it is to be material.

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

(4) The impact on government funding. Changes
in accounting treatment will have more impact if they
influence the distribution of costs between government
and non-government cost objectives than if all cost
objectives have government financial support.
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(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 likely the amount will be material (ll:E-1).

Although the CASB established criteria, it also
indicated that guantitative limits should not be established
for the determination of materiality. 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 (ll:E-1}."

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 dis-
crepancies of the eight contractors, the under allocation
was less than % of 1 per cent of the overhead pool being
distributed. The amounts are considered insignificant and
either procedure would therefore pass the criterion, although
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

over or under allocation of overhead to any one contract.

It must be recognized that judgement is involved in

analyzing the situation. Option 1 would result in a
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disproportionate share of overhead being distributed to
contracts at the time of final settlement although both
options create an under or over allocation at the time of
early closeout. The only time a disproportionate distri-
bution of overhead costs to specific contracts would not
occur under option 1 is when the early and final rates are <
identical. There is no way to determine whether or 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, Air
Staff, and NASA, there was a consensus that the amounts
under consideration were relatively insignificant 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 procedure should be one that encourages the

contractor to negotiate early closeout rates.

As was stated earlier, three of eight contractors

refused to negotiate 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 requirements).

7. The procedure should minimize the manpower reguire-

ments in the administration of contracts.

Obviously, if the procedure does not encourage the
negotiation of early closeout rates, contracts will not
be closed, funds cannot be released through closeout, and
administrative costs associated with open contracts cannct
be minimized. Option 2, then, which is the DAR 3-708 pro-
cedure, fails to meet these four criteria for three of
eight contractors.

Conversely, the other five contractors and the DCAS
regions were successfully implementing option 2, and these
four criteria would thus pass for those contractors. The
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.

8. The procedure should minimize risk to both the

contractor and the government.

Any evaluation of alternatives relative to this criterion
depends upon what one defines "the government" 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
will be equitably distributed between the total government

and the contractor if option 1 is used.

It is the opinion of the researchers that the gcvern-
ment should be viewed as a single entity since that defini-
tion would benefit the public at large whose dollars are
ultimately being spent. Consequently, option 1 would be
the preferred method.

In light of the results of the evaluation of alternatives
relative to the eight criteria discussed above, it is
concluded that the DAR 3-708 procedure fails to totally
accomplish its intended goal, i.e., to close small cost-

type contracts on an early basis.

COROLLARY FINDINGS

During the course of the research, several pertinent

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. While conducting the study, a recent change to
Federal income tax regulation 1.451-3 was discovered which

could have a potentially significant impact upon the contract

closeout process. Although this factor was not considered

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

it should be mentioned because of its potential significance.
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Briefly, 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 expense for
such contracts would be reported in the year of completion
rather than over the life of the contract as previously
done. Assuming a profit is being made on the ccntract, 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 éf the
funds, which would normally have been paid to the Internal
Revenue Service, until the contract is completed. The use
of interest-free funds could result in a contractor delaying
completion, acceptance, or closeout of a contract in order
to delay the reporting of the contract income and expense
and any resulting tax liability. Although we do not have
any data which indicate that the above situation is occurring,
the economic incentive for the above procedure is evident
(2 RIT)

2. During the data gathering for the research, a
statement was made that Cost Accounting Standard (CAS) 406
explicitly prohibited 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-
tation was made because adjustment of the base would
technically constitute a fragmented base. The discussion
centered around CAS 406.50c which states:

Indirect cost allocation rates, based on estimates,
which are used for the purpose of expediting the closing
of contracts . . . shall, however, be develoned to
represent a full cost accounting period, . . . (1ll:266].

A representative of the CASB explained, however, that in
regard to the adjustment method, CAS 406 does not prohibit
such a procedure because materiality would be the deciding
factor. He indicated, in fact, 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 government overhead rate while the
contractor submitted a proposed rate. All applicable Air
Force contracts would be closed at the government rate, and
the difference between the two rates (disputed amount) would
be recognized on another 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 contracts. As in option 2, this method insured
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that other services did not absorb the overhead of the Air
Force, even though the method was applied only to Air Force
contracts. Consequently, there was an integrity 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 DAR 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 over or under recovery disclosed at
the time of final overhead rate determination
{26/:p.3:1087 .

Since the disputed amounts placed on other contracts
constitute an impact, the AFPRO procedure is no longer

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
that DCAS has similar statistics indicating relatively
large numbers of overage contracts awaiting overhead settle-
ment. It was then found that NASA problems with the Air
Force practice for closing contracts apparently provided

the stimulus for an ASPR case to change the procedure.
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The procedure was changed, and uniformity of applica-
tion was attempted, but three major Air Force contractors
rejected the approach. Consequently, contracts at those
locations could not be closed early. Since the new proce-
dure had been in effect such a short time (August 1978),
adequate data were not available to determine the impact
of the contractors' actions, but it can be expected that
the number of overage contracts due to pending overhead
negotiations will increase.

The study further illustrated two primary alternatives
for treating overhead costs and discussed the pros and cons
of each. Finally, it was concluded that the DAR procedure
is in need of change. Based upon these conclusions,

recommendations are presented in Chapter 7.
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Chapter 7

SUMMARY OF RECOMMENDATIONS

RECOMMENDATIONS FROM RESEARCH

Based upon the findings of the research, one overall
recommendation is offered: the DAR 3-708 procedure should
be changed. Alternative icdzas for recommended changes
are presented in order of priority.

1. Since the primary purpose of the DAR procedure i

(§9]

147}

to close contracts, any revision should be flexible enough
to allow the purpose to be accomplished. One high level
Air Force source stated that each ACO should have the
flexibility to use whatever method best suits the circum-
stances as long as the method is equitable. Although this
individual preferred a consistent method, in his opinion,
accomplishing the goal should not be sacrificed solely for
consistency. One source within the DCAS organization also
agreed with the need for flexibility.

2. If one particular method had to be implemented
for the sake of consistency, the researchers believe the
method described in the corollary findings would be the
most equitable. This procedure for closing contracts by

placing disputed amounts on another open contract would
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accomplish the objectives of most of the criteria for
accepting an alternative:

a. Significant 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.

c. As a result of negotiated early rates, contracts
could be closed.

d. Manpower for administering contracts would be
minimized since contracts would be closed.

3. The adjustment method, option 1 of the model, is
the preferred method of the two options demonstrated in
Chapter 5. Since contractors would assume minimum risk under
this procedure, they should be willing to negotiate interim
closeout rates. Additionally, the government, as an entity,
would bear little risk. The major drawback to this recom-
mendaticn is that some agencies may be concerned about
sharing the risk of over and under allocation among con-
tracts. It is the opinion of the researchers that the
amounts of over or under allocation are insignificant.
Therefore, any disproportionate amounts allocated among the
various contracts would also be insignificant. Consegquently,
any argument centered around the unwillingness of an agency
to accept a disproportionate share of overhead costs should

be considered in this light.
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RECOMMENDATIONS FOR FURTHER RESEARCH

The area of early contract closeout is a relatively
new one in which very little formal research has been con-

ducted. The present study focused only on one aspect of

the area, 1.e., where a contract was overage due to over-
1

head rates pending. There are additional topics which
seem to warrant further research. A summary of each of
these topics follows:

1. An expansion of the current study 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 similar recom-
mendations are appropriate.

2. Although this study identified overhead negotia-
tion as the major reason for contracts becoming overage,
the data indicated that a large number of contracts were
overage due to reasons other than overhead negotiation.

A study should be conducted to determine whether proce-
dures could be developed to facilitate the closeout of
contracts which are overage due to reasons other than
negotiation of overhead.

3. This study referred to cost savings as the major
justification for the early closeout of contracts, however,

no attempt was made to determine the true magnitude of
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these savings. A study should be conducted to determine

the administrative cost impact of contracts remaining

open subsequent to the time of required closeout.

TR —
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Introduction

We are performing 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 subsequent to physical com-
pletion? Can you give us, in order of importance, the three
most commonly cited reasons for contracts other than firm
fixed price, remaining overage?

2. What is your organization's current status of
overage contracts, that is, the number of contracts in an
overage status?

3. Have you noticed any change in the number of over-
age contracts in the past four years? If yes;

a. Has the number increased or decreased?
b. Is there any reason you can cite for the

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

overall system, policies, and procedures relative to contract
closeout?

5. The following questions apply to those individuals
administering physically completed contracts which are open
for reasons of overhead (indirect cost):

a. Are you familiar with DAR 3-708?
(1) Do you use that procedure for early settle-
ment and closeout of overhead on small cost-type contracts?
(2) Has there ever been a problem at your
location in the interpretation of that procedure?
b. What procedure do you use for early overhead
settlement?
(1) Do you adjust your 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 procedure?
(3) If you do not adjust, what is the method
you use and what is the reason for using it?
(4) What closeout rates are used, e.g., forward
pricing rates, billing 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 19787

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 your 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 settlement 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) Negotiated dollars for both early and final

overhead for each year.
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APPENDIX C

ACRONYM LIST
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ACO

’ AFCMD
AFIT
AFPRO
AMIS
AFSC
ASPR
ASBCA
CAS
CASB
CPIF
DAR
DCAS
DLD
DOD
FFP
FPR
FPRA
NASA

t PCO

Administrative Contracting Officer

Air Force Contract Management Division
Air Force Institute of Technology

Air Force Plant Representative Office
Acquisition Management Information S stem
Air Force Systems Command

Armed Services Procurement Regulation
Armed Services Board of Contract Appeals
Cost Accounting Standards

Cost Accounting Standards Board

Cost Plus Incentive Fee

Defense Acquisition Regulation

Defense Contract Administration Services
Direct Labor Dollars

Department of Defense

Firm Fixed Price

Forward Pricing Rate

Forward Pricing Rate Agreement

National Aeronautics and Space Administration

Procuring Contracting Officer
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