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	DEPARTMENT OF THE AIR FORCE

HEADQUARTERS SPACE AND MISSILE SYSTEMS CENTER (AFMC)

LOS ANGELES, CA 





20 December 2001

MEMORANDUM FOR SMC/PK THREE LETTERS 

FROM:  PKC

SUBJECT: A Guide to Contract Funding

TO:  Buying Offices

1.  The rules, regulations, policy and procedures governing contract funding are contained in a variety of places.  The attached guide is intended to provide our  contracting personnel with a road map through the funding maze.

2.  Additional access to this document may be found in the PK  E-Mail Shared Folder.  Refer questions to Ms Ann Justice,  ext. 3-0832 or PKC, ext. 30004.

                                                                              //  signed  //


WILLIAM E. ORZECH


Chairman, Contracting Committee



Directorate of Contracting

1 Atch

Guide

cc:  

SMC/JA

SMC/PKXF

A GUIDE TO CONTRACT FUNDING


This pamphlet is provided as a guide for contracts personnel in the area of contract funding.  It is not intended to be comprehensive, but rather to cover the majority of cases found at SMC.  Emphasis has been placed on the special problems associated with incremental and overrun funding.  Schedule considerations are also discussed.
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CHAPTER ONE

TYPES OF FUNDS

1-1   In general, R&D Programs are incrementally funded with 3600 and 0400 funds (2 year money) while production programs are normally fully funded using 3010 funds for Aircraft, 3020 funds for the procurement of missiles and spacecraft, and 3080 funds for Other Procurement (all 3 year money). (Procurement funds for support services not directly related to production and delivery of an end item should be budgeted for the year services will be performed and may be funded in increments.  See SAF/AQX/FMB letter, 29 Sep 97.)  Operations and Maintenance (O&M) programs are funded with 3400 funds (1 year money) and may be incrementally funded within the fiscal year of the appropriation.  This can allow more flexibility in funding the current year’s O&M effort.  Normally, a contract that is funded by annual appropriations (such as 3400 funds) may not cross fiscal years.  However, there are exceptions as included in para 2-1 below:  

2-1 FAR 32.703-3(b) states that:

2-1-1 When the contract calls for an end product that cannot feasibly be subdivided for separate performance in each fiscal year (i.e., a non-severable task), the effort may cross fiscal years since it represents a single bona fide need and the appropriation current at the time the work order was executed is charged

2-1-2   When the contract calls for severable services, the contract may begin in one fiscal year and end in the next fiscal year if the period of performance does not exceed one year.  This is a statutory exception to the bona fide need rule (10 U.S.C. 2410a and 41 U.S.C. 2531).   Funds made available for a fiscal year may be obligated for the total amount of an action entered into under this authority [FAR 32.703(b)]. 

 2-1-3 GAO Decision B-235678 distinguishes between "severable" and "nonseverable" tasks as follows:

        -  A task is severable if it can be separated into components, each of which can be independently performed to meet a separate need of the government.  [See 60 Comp. Gen. 219 (1981)....]

        -  A non-severable task, on the other hand, involves  work which cannot be separated into components, but instead must be performed as a single task to meet a need of the government.  (See 60 Comp. Gen., supra ....)

Every buyer and Contracting Officer must be familiar with the type of funds which should be obligated on SMC contracts, and the limitations applicable to the use of such funds set forth in Air Force regulations/ instructions.   A summary of the common funds used at SMC and their constraints follow: 

TYPE

OBLIGATION PERIOD
EXPENDITURE* 
3600 & 0400 (R & D)
2 Years**
5 Years

3400 (O & M)

1 Year
5 Years

Production:

3010 - Aircraft

3 Years
5 Years

3020 - Missiles & Spacecraft
3 Years
5 Years

3080 - Other Procurement
3 Years
5 Years

*     Funds are canceled after 5 years; must use current year funds. 

**   Can obligate without approval the first 15 months; forward financing approval           required for remaining 9 months unless under $100,000

.

References:
10 U.S.C. 2410a and 41 U.S.C. 2531


FAR 32.700, 37.106


Comp. Gen. Dec. B-235678, 60 Comp Gen 219 (1981)


Comp. Gen. Dec. B-240264, 73 Comp. Gen. 77 (1994)  


 DFARS 232.700, 237.106

                         AFMCFARS 5332.703


 AFI 65-601, Vol 1 “Budget Guidance and Procedures” 


 DODFMR, Vol 07a




 DFAS-DER 7220.2-M

CHAPTER TWO

INCREMENTAL FUNDING

2-1   Incremental funding is exactly what the name implies -- funding a contract in increments to cover the liability of the Government under the contract for a specified period of time.  Despite the fact that incremental funding is common for R&D, it is the exception rather than the rule for Government procurement in general.  It is almost always restricted to contracts employing 3600 funds with exception as noted in Chapter One.  When an incrementally funded contract is awarded, funds are obligated and a date established in accordance with the Contractor’s proposed expenditure plan.  The amount and date are set forth in the “Limitation of Government’s Obligation” (LOGO) clause (DFARS 252.232-7007) for fixed-price contracts, and in a Section H Special Contract Requirement entitled “Total Sum Allotted” (Found in older contracts)  or a in Section B paragraph entitled “Implementation of Limitation of Funds” ( Found in newer contracts usually after December 1995 ) as required by the “Limitation of Funds Clause (FAR 52.232-22) for cost-reimbursement contracts.  (The “Limitation of Funds (Deviation)” clause should be considered the same as the LOGO clause, if your older contract has it.)


Both the LOGO and the “Limitation of Funds” clause call for the Contractor to give notice to the Government (PCO) when the total incurred costs or total amount payable equals a certain percentage of the total sum allotted.  (Within 30 days before 85 percent with LOGO clause, within 30-90 days before 75-85 percent with “Limitation of Funds” clause).  The PCO shall either obligate additional funds prior to the funds expiration date or take such other actions as are authorized by the applicable clause.

(Reference:
DFARS 232.705-70; FAR 32.704; AFI 65-601, Vol 1, AFMCFARS  5332.705-2


The wording used to accomplish incremental funding differs slightly depending on the type of contract and the type of funding document.  The paragraph identifiers (a.,b.,c.,etc. below) are examples only.

2-2   EXAMPLES FOR FIXED PRICE CONTRACT
(Note:  All examples in this guide are suggested wording for contractual documents and are not considered mandatory.)

1.
Funding Change Orders


“a.  Pursuant to the ‘Limitation of Government’s Obligation’ clause and Contractor's letter XXXXXXXXXXXX, dated XXXXXXX, Section B(x)(a) is changed by increasing the total sum allotted therein by $XXXXXXXXXXX.00 and the estimated funds coverage date therein is revised to read ‘XXXXXXX’ (or ‘the estimated funds coverage date therein is reaffirmed as ‘XXXXXXX’  if the additional funds will cover period already cited in the LOGO clause).


“b.  SECTION G(1) of PART I - THE SCHEDULE is revised as follows:”

2. 
Supplemental Agreements

(The words would be identical except the phrase “and Contractor’s letter XXXXXXXXX” would be dropped.  Since the Contractor must sign the document, the reference to their concurrence would not be necessary.)

3.
Final Funding Actions


“a.  Pursuant to the ‘Limitation of Government's Obligation’ clause the total sum allotted therein is increased by $XXXXXXXXX.00, thereby completing the allotment of funds.


“b.  SECTION G(1) of PART I - THE SCHEDULE is revised as follows:”


(At this point the contract becomes fully funded.  If the obligation of the Government is increased in any way, for instance by adding new work, the additive funds must be in accordance with full funding policies, or the parties must agree bilaterally to reinstate the LOGO clause for a new amount since the clause is self-deleting.  Therefore, it is usually wise to avoid completing the allotment of funds until the very end.)

4.
Change Orders or S/As Issued without Adding Funds

(If a change order or S/A is issued that increases (or could increase) the contract value or contract price, but no funds are to be obligated at this time the following paragraph should be added to the document:)       


“a.  No additional funds are allotted to this contract by this modification.  Funding of this effort shall be governed by the ‘Limitation of Government’s Obligation’ clause.”     

2-3   EXAMPLES FOR COST REIMBURSEMENT CONTRACTS


(Words used to fund incrementally funded cost reimbursement contracts differ slightly, but the principles are the same as for fixed price.)

1.
Funding Change Orders

   “a.
Pursuant to the ‘Limitation of Funds’ clause and Contractor's letter XXXXXXXX, dated XXXXXXX, Section B(X)(a) is changed by increasing thetotal sum allotted therein by $XXXXXXXX.00 and the estimated funds coverage date therein is revised to read ‘XXXXXXX’ (or the estimated funds coverage date therein is reaffirmed as ‘XXXXXXX’ ). Section B(X)(b) is changed by increasing the amount allotted for fee therein by $XXXXXXXX.00


“b.  SECTION G(1) of PART I - THE SCHEDULE is revised as follows:”

2.
Supplemental Agreements

(Supplemental Agreements, Final Funding and no funds S/As or C/Os are all written in a manner similar to fixed price contracts, with appropriate changes.  It should be noted here that the “Limitation of Funds” clause is not self-deleting and does not need to be reinstated.)

2-4   PROVISIONAL ADJUSTMENTS

In addition to routine incremental funding actions, there are a number of special actions that must be accomplished at times; these include provisional funding, overruns, funding incentives, economic price adjustments and establishment of interim billing prices.


Provisional increases are necessary when outstanding undefinitized modifications (usually change orders) need to be funded.  This can occur on either fixed price or cost reimbursement contracts.  For instance, if the total price (i.e., total amount in SECTION B(2) of THE SCHEDULE) of an FFP contract is $500,000 and you have already funded $425,000 it would not be possible to obligate (fund) more than $75,000.  Now suppose you have outstanding change orders totaling $200,000 in additional costs, exclusive of profit -- how do you fund the Contractor for the additional work he is doing?  You would provisionally increase the total amount in SECTION B(2) of THE SCHEDULE by a certain amount (say $150,000) and continue funding.  The actual funding would normally be done on a separate document, but this is not mandatory.  Provisional increases may be processed as unilateral modifications to the contract.  The 68X (AFMC Form 702), Block 15D, should not reflect the increased dollar amount if 

this block was previously increased, i.e., increased to reflect the NTE amount when a Change Order was issued.  It is always advisable to limit the amount of the provisional

 adjustment to just that which is necessary to cover the Contractor through definitization of the change.  Also, since profit is not provisionally increased, the provisional adjustment should be notably less than the total NTE amount.


Supplemental Agreements definitizing outstanding change orders must reference provisional adjustments and acknowledge how much is definitized.

EXAMPLES FOR FIXED PRICE AND COST REIMBURSEMENT TYPE CONTRACTS

1.
Provisional Increases


“Pursuant to the contract changes provision, the ** of this contract set forth in SECTION B(2), PART I - THE SCHEDULE, is hereby increased by $XXXXXXXXXX.00 in provisional adjustment for the changes directed by Modification P000XX. This provisional adjustment shall not affect the right of either party to negotiate an equitable adjustment for said modifications in the manner provided in the "Changes" clause of this contract.”

(** total contract amount in FFP type contract or total target cost, target price and ceiling price in FPI type contracts or total estimated cost in CR type contracts.  Award Fee will not be provisionally increased and paid.)

2.
Definitizing Supplemental Agreements


    “a.
The Contractor shall accomplish the changes directed by Change Order (C/O) PXXXXX, incorporated herein by reference, at an increase in ** of

**(Insert actual amount).

(** total contract amount in FFP type contracts or target cost, target profit, target price and ceiling price in FPI type contracts or estimated cost in CR type contracts.)


   “b.
Pursuant to the contract changes provisions, and in adjustment for paragraph b. above, the provisional adjustment of the ** set forth in SECTION B(2), PART I - THE SCHEDULE, effective in the amount of $XXXXXXXXXXX.00 (cite amount of provisional adjustment less any definitized amount) under Modification P000XX is hereby recognized as definitive ...” (add one of the following)

  (i)
(If definitized adjustment is greater than the provisional one) “...and said ** is further increased by $XXXXXXXX.00 to complete the adjustment.”

OR


 (ii)
(If a portion of the provisional adjustment must remain for other mods)  “...to the extent of $XXXXXXX.00, with the remaining $XXXXXXX.00 (Undefinitized portion) thereof continuing effective as a provisional adjustment for Modification P000XX.”

OR


(iii)
(If the definitized adjustment is smaller than the provisional one) “...to the extent of $XXXXXXXXX.00, with the remaining $XXXXXX.00 thereof hereby canceled (thereby decreasing ** in said SECTION B(2) by $XXXXXXXXX.00.”

(** total contract amount in FFP type contract or total target cost, target price and ceiling price in FPI type contracts or total estimated cost in CR type contracts.)

[NOTE:  The usual words of adjustment to SECTION B(2) should be limited to increase or decrease in target profit, target fee or fixed fee (and target cost in CPIF contracts).]

2-5   INTERIM BILLING PRICES (OVERRUNS)(FIXED PRICE)

Overruns do not occur on fixed-price contracts.  At the ceiling price in an FPI or at the total price of an FFP, the Contractor must assume all funding or risk default.  However, the need for funding can arise on FPI contracts when actual costs and profit are projected to exceed the target price.  This problem leads to the need to establish new billing prices.  According to the “Incentive Price Revision--Firm Target” clause, FAR 52.216-16, the billing prices are the target prices (unit prices) set forth in the Schedule.  When the Contractor submits factual information that the actual price will be substantially higher or lower than the target price, a billing schedule may be established in lieu of target prices, provided the total billing amounts do not exceed the ceiling price.  For example, suppose there is an FPIF contract for 5 rocket motors each with a unit price of $100,000, a total target price of $500,000 and a ceiling price of $600,000.  The Contractor would normally receive $100,000 (assuming no progress payments) as each motor was delivered.  If, at some time during the performance of the contract, the Contractor  can factually show that their costs will be substantially higher, it is possible to establish a billing schedule so that the Contractor can be paid a greater amount for each delivery with the total payments exceeding the target price but not the ceiling price.  However, the target prices still remain in the contract so the cost incentive portion can be determined and a final price established.  The revised billing price for each CLIN or SubCLIN will be prepared on the AMIS Form 70B or its mechanized equivalent.   Funding is accomplished not to the target prices but to the billing prices, which are established as a method of payment pending the establishment of final prices pursuant to the “Incentive Price Revision” clause.  The 68X (AFMC Form 702), Block 15D, should reflect the total increase in billing price(s).  The S/A will not require business/contract clearance, 1279 Report or an EEO clearance.

Sample FPI - Establishment of Interim Billing Prices

“a.  Pursuant to the ‘Incentive Price Revision--Firm Target’ clause, SECTION B(2) of PART I - THE SCHEDULE is revised by adding the following thereto at no 

change in target cost, target profit, target price and ceiling price:



‘e.
Pursuant to the ‘Incentive Price Revision--Firm Target’ clause and pending establishment of a final billing price, the following interim billing prices are established for items listed below:


Item
Billing Price


000X  
$               0.00


000X  
$               0.00


000X  
$               0.00


000X  
$               0.00‘


“b.
As a result of paragraph a. above, the contract is further revised as follows:


(1)
SECTION B(1) of said PART I is revised as follows: ( note: increase unit prices/ total item amount, but not targets)


(2)
SECTION G(1) of said PART I is revised as follows:” ( note: funding)

2-6   OVERRUNS (COST REIMBURSEMENT)


Overruns can, of course, occur on cost reimbursement type contracts.  In order to control Contractor expenditures and limit the Government’s liability, the “Limitation of Funds” clause requires that the Contractor notify the PCO when cost incurred plus costs to be incurred during the next 60 days will exceed a designated percentage (70-85 percent) of the total sum then allotted to the contract.  This is true even though the contract is not nearing completion.  (Also see FAR 32.704)  Overrun funding is usually done by a change order, and may require an increase in the total estimated cost in Section B(2) in order to permit obligation of additional funds.  Fully funded contracts always require an increase in estimated cost if additional funds are to be obligated to fund an overrun.

1.
Funding Overruns via C/O

“a.
Pursuant to the ‘Limitation of Funds’ clause, the estimated cost of this contract set forth in SECTION B(2) of PART I - THE SCHEDULE is increased by

$XXXXXXX.00 in recognition of an increased estimate of the total cost for the performance of this contract (overrun


“b.  Pursuant to the ‘Limitations of Funds’ clause and contractor’s letter XXXXXXXX, dated XXXXXXX: Section B(x)(a) is changed by increasing the total sum allotted therein by $ XXXXXXXX.00 and the estimated funds coverage date therein  is revised to read ‘XXXXXXX’ ( or the estimated funds coverage date therein is reaffirmed as ‘XXXXXXX’) ; Section B(x)(b) is changed by increasing the amount allotted for fee therein by $XXXXXXXX.00. 



”c.  SECTION G(1) of said PART 1 is revised as follows:”  (note: funding)

2-7   FINAL PRICING OF INCENTIVES 


Cost incentives exist on all FPIF and CPIF contracts.  The actual incentive is not calculated until the end of contract performance.  This action is known as the final pricing action for FPIF contracts.

EXAMPLES OF FINAL PRICING
1.
Final Pricing Actions (Fixed Price Incentive)


“a.
Pursuant to the ‘Incentive Price Revision (Firm Target)’ clause of the contract, SECTION B(2) of PART I - THE SCHEDULE, is revised by adding the following subparagraph:



‘e.
The final price of the contract is $XXXXXXX.00.’


“b.
Pursuant to the ‘Limitation of Government's Obligation’  clause the total sum allotted therein is increased/decreased by $XXXXXXXXX.00, thereby completing the allotment of funds.


“c.
SECTION G(1) of said PART I is revised as follows:( Increase or decrease funds)


“d.
The provisions of paragraphs a. and b. above, constitute the final adjustment of the contract cost and profit and no further adjustment to any of the provisions of the contract will be required as a result thereof.

“e.
Recapitulation:


Total funds obligated
$XXXXXXX.00


Total final cost and profit
$XXXXXXX.00


Total funds obligated/deobligated by this modification
$XXXXXXX.00”

2.
Final Fee Adjustment (Cost-Plus-Incentive-Fee)

“a.
Pursuant to the ‘Incentive Fee’ clause of the contract, SECTION B(2) of PART I - THE SCHEDULE is revised by adding the following subparagraphs:



‘d.
The final allowable cost of this contract is $XXXXXXX.00.



 e.
The final adjusted fee of this contract is $XXXXXXX.00.’


“b.
Pursuant to the "Limitation of Funds”  clause, Section B(x)(a) is changed by increasing the total sum allotted therein by $XXXXXXXX.00, thereby completing the allotment of funds.                 


“c.  SECTION G(1) of said PART 1 is revised as follows:” ( increase or decrease  

    funds)


CHAPTER THREE

FULL FUNDING
3-1   FULL FUNDING


Full funding is in accordance with AFI 65-601,Vol 1 and applies to many programs here at SMC.  In full funding, funds obligated by the basic contract equal the firm fixed price (FFP), target price (FPIF), or CPIF/CPFF total.  No amount is obligated by the basic contract for award fee.  Any modifications that increase or decrease the value of the contract require corresponding obligation or deobligation or funds.(Ref: DFARS 243.171)


When a change order is definitized, the difference between the amount originally obligated against the NTE C/O and the amount negotiated is obligated/deobligated.  Most definitizing documents should contain the following recapitulation:

3-2   EXAMPLE OF RECAPITULATION

“Recapitulation of Funding: 


Amount obligated by P000  

$           .00


Amount negotiated for P000  

$           .00


Amount obligated/deobligated by 


this Modification



$           .00

           (Use only if there is a difference)                                       “



 

(Note: The price of the contract is changed by the S/A, not the C/O, so any required clearances are applicable to the definitizing document .)

3-3   PROVISIONAL ADJUSTMENTS FOR FULLY FUNDED CONTRACTS

Contractors receiving progress payments are not allowed to bill over target price (or total amount of billing prices) (FPI) or total amount (FFP).  This situation  therefore may require provisional adjustments to allow for progress payments for costs incurred in performing undefinitized changes.  The words are identical to those provisionally adjusting an incrementally funded contract.  (See 2-4 above)


Fully funded cost reimbursement contracts do not require provisional adjustments to fund performance of undefinitized changes unless it is necessary for the Contractor to bill in excess of the definitized estimated cost of the contract.

3-4   OVERRUNS ON FULLY FUNDED CONTRACTS

Overruns are funded in essentially the same manner as incrementally funded contracts.  The “Limitation of Cost” clause requires the Contractor to ask for an increased estimated cost for an overrun.  The C/O or S/A is issued pursuant to the “Limitation of Cost” clause.

3-5   FINAL PRICING OF INCENTIVES


As with incrementally funded contracts, award fee, schedule or performance incentives must be funded by contractual modifications.  Fee or profit increases arising from application of cost incentive provisions during final pricing are funded in the final pricing action modification.  The actual modification itself is written very much the same but the reference to the “Limitation of Funds” / “Limitation of Government’s Obligation” clause is changed to “Limitation of Costs”.

EXAMPLE OF AWARD FEE ADJUSTMENT MODIFICATION

“a.
Pursuant to the ‘Award Fee’ clause, Attachment *, entitled ‘Award Fee Plan’ and the determination made by the Fee Determining Official, SECTION B(2) of PART I - THE SCHEDULE, is revised by increasing the award fee earned in subparagraph * by $XXXXXXX.00.


“b.
SECTION G(1) of said PART I is revised as follows:


“c.
The issuance of this modification constitutes formal obligation of the amount of award fee earned for the period of _______ through _______.”

CHAPTER FOUR

PART I - THE SCHEDULE

4-1   INTRODUCTION


A final area of importance centers on structuring the schedule.  DFARS 204.71 specifically describes the criteria for establishing line and subline items.  Unless included only for informational purposes, each line and subline item must be separately identifiable, separately deliverable, and separately priced (NSP is a separate price).  This precludes the use of milestone billing events, but not partial payments.

4-2   COMMINGLING OF FUNDS

Another area of attention when establishing the schedule is the problem of “commingling funds”.  If possible, R&D efforts (3600 money) and production efforts (3020 money) should be on separate contracts.  If this is not possible, separate line items must be established.  Thus, if you were buying 12 Rocket Motors, 6 of which are fully funded and 6 of which are incrementally funded, line item 0001 would be 6 Rocket Motors( Fully funded) and line item 0002 would be the other 6 Rocket Motors                 ( Incrementally funded).  The “LOGO” clause (FP) or “Limitation of Funds” clause (CR) would reference those line items that are incrementally funded and SECTIONS G would contain separate payment instructions.  Great care should be taken to prevent mixing the two when funding.


(Ref:
a.
AFMCFARS 5332.705



b.
AFI 65-601,V1

4-3   MULTIPLE ACCOUNTING CLASSIFICATIONS

 In accordance with DFARS 204.7104 when the use of multiple accounting classification citations are authorized for a single contract line item number (CLIN), establish informational subline items for each accounting classification.  For example if the CLIN number is 0001, and it will be funded with more than one accounting classification  then the first accounting classification ACRN would be assigned to information subline 000101 with the corresponding amount and the second accounting classification ACRN would be assigned to accounting classification subline 000102 with the corresponding amount and so on.  In this example, the fund type would have to be the same ( e.g. all 3600 or all 3400 ).  The contracting officer shall provide adequate instructions in Section G (Contract Administration Data) under the heading 

“Payment Instructions For Multiple Accounting Classification Citations” to permit the paying office to charge the accounting classification citations assigned to that contract line item in a manner that reflects the performance of work on the contract. 

 When additional accounting classification citations are subsequently added, the payment instructions must be modified to include instruction for treatment of the additional accounting classification citations.  For example, Payment Instruction might read, “Pay from the earliest available fiscal year funding sources (FY92, FY93, etc.) first or pay using a proration across accounting classifications citations assigned to a line item or a combination thereof, may be used if the methodology reasonably reflects how each of the accounting classifications support contract performance.”  

If only one accounting classification citation applies to a line item or a subline item, the ACRN may be shown in the supplies/services  column near the item description.  Contracts which do not establish separate contract line item and cost reimbursement 

contracts for R&D may continue to be awarded with fund citations and payment instructions in Section G for the entire contract.  

For each contract modification, the contracting officer shall identify, in Section G, Contract Administration Data or contract schedule under the heading “Summary For the Payment Office,” information sufficient to permit the paying office to readily identify the changes for each contract line and subline item as follows:


a.  The amount of funds obligated by prior contract actions, to include the total cost and fee if a cost type contract, the target fee at time of contract award if a cost-plus-incentive fee contract, the base fee if a cost-plus-award fee contract, or the target price and the target profit if a fixed-price-incentive contract. 


b.  The amount of funds obligated or deobligated by the instant modification, categorized by the types of contracts.


c.  The total cumulative amount of obligated or deobligated funds, categorized by the types of contracts.

EXAMPLE OF SUMMARY FOR PAYMENT OFFICE




“SUMMARY FOR PAYMENT OFFICE





PREVIOUS

CHANGE IN 
TOTAL





OBLIGATION
OBLIGATION   
OBLIGATION

CLIN: 0012

subCLIN: 001201

$30.00




$30.00

ACRN: AH

Contract Type: Fixed Price Incentive Firm

CLIN: 0012

sub CLIN: 001202

$70.00




$70.00

ACRN: AJ

Contract Type: Fixed Price Incentive Firm”

4-4   UNIT PRICES


There is one other consideration in structuring the schedule.  That is the establishment of reasonable unit or line item prices for fixed price contracts.  If a Contractor is building six launch vehicles there is usually no way he can determine the exact cost of each vehicle.  The specific cost of any vehicle is only an estimate, because he must price out the total effort including any non-recurring and development costs.  The problem arises because specific prices must be assigned to each vehicle since they are separately delivered and the Contractor wants to be paid on delivery.  Thus an initial unit price schedule must be established that equitably reimburses the Contractor while approximating his actual expenditures.


There are several methods that may be used in determining unit prices, and the simplest is also the most preferred.  The total price (target price for FPI) is divided by the number of units to be delivered giving unit prices of equal value.  But, while such an arrangement may be easy to administer, it may not be totally satisfactory to the Contractor.  If significant non-recurring or developmental costs are involved, or there is a steep learning curve, another arrangement may be necessary.


A somewhat less preferred method would be the use of a learning curve to establish unit prices.  Thus if the Government and Contractor agree to an 80 percent learning curve, each unit delivered would have a price 80 percent of the preceding unit.  This would weight early deliveries heavier than later deliveries and correspond more closely to the Contractors actual expenditures. 


A third method of establishing unit prices is to allocate all developmental costs to the first deliverable unit.  This is also the least acceptable of the methods discussed here.  While such an arrangement allows the Contractor an early recovery of his costs (or liquidation of his progress payments) it does not equitably distribute these costs to all units.  This method would be unacceptable if the units were procured for different Program Offices or Services.


Regardless of the method used, several things should be kept in mind.  First, the Contractor should be required to submit an item and unit price allocation with the proposal before negotiations.  Second, included with this initial unit price schedule should be the methodology used to determine the prices.  This would probably be one of the three methods described above, but in specific cases might be different.  Finally, the ACO should review both the proposed unit price schedule and the accompanying methodology.  He will need to be educated on the pricing arrangement, as he will be administering the billings and, if applicable, progress payments.  The initial negotiated unit prices should reflect the prices and methodology agreed to by both the Government and the Contractor.  Reminder:  Under the Acquisition Management Information System (AMIS), the unit price of a line item or subline item times the quantity must equal the total item amount.
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