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EXECUTIVE SUMMARY

A. BACKGROUND AND PROBLEM STATEMENT. Legislation is anticipated in the
near future to relax current restrictions on multi-year procurement (MYP).
Innovative MYP approaches are also encouraged by a recent Department of
Defense (DOD) Policy Memorandum. If the US Army Materiel Development and
Readiness Command (DARCOM) is to implement advanced multi-year procurement
(AMYP) concepts in a timely manner, a policy framework should now be de-
veloped in anticipation of revised legiclation.

B. OCJECTIVES. The primary objective of this study is to analyze the im-
pact of the pending legislation on the contracting mission of DARCOM and
to recommend AMYP policy positions accordingly. A secondary objective is
to catalogue the waivers and deviations which would be required to pursue
AMYP in the absence of legislative action.

C. RESEARCH DESIGN. Research consisted of (i) a review of current litera-
ture and regulations on MYP; (ii) analysis of MYP statutes currently before
Congress; (iii) interviews with DARCOM personnel, other service representa-
tives, and House Appropriation Committee staff members; (iv) review of re-
cent DARCOM MYP Individual Procurement Action Reports, and available AMYP
solicitations and contracts.

D. CONCLUSIONS. It is concluded that (i) AMYP can be an effective approach
under proper circumstances, but careful screening of AMYP candidates is of
the essence; (ii) AMYP is best viewed as a family of interrelated techniques
which must be tailored for a given situation; (iii) DARCOM's AMYP policy
should be sufficiently flexible to accommodate the latitude to be provided
by the anticipated legislation.

E. RECOMMENDATIONS. It is recommended that (i) timing of the MY]P decision
be contingent upon the acquisition meeting established criteria for MYP
application; (ii1) MYP be planned and controlled through existent budgetary
and contractual processes; (1ii) conservative budgeting be employed at pre-
sent; (iv) advance purchases be contractor financed or termination liability
funded; (v) incremental funding be recognized as an AMYP option, but emplcyed
judiciously at present; (vi) emphasis be placed on cancellation ceiling zom-
putations; (vii) level pricing requirements be relaxed; (yiii) flexible
progress payments be encoiuraged for sole source MYP; {ix) fixed price in-
centive contracts be recognized for MYP use; (x) formal AMYP training be
provided; (xi) an AMYP lessons learned program be established; (xii} addi-
tional research be conducted on contractual provisions, cost savings pro-
jections and incrementally funding AMYP,

F. ADDENDUM. Simce this report was drafted, the anticipated legisiation

on MYP has passed, and interim changes to the Cefense Acquisition Regulation
have been issued. As neither of these developments materially affects the
content of the draft report, no revisions have been made to the basic text.
Rather, an addendum has been included as Appendix C to capture the revised
legislative and regulatory requirements.
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CHAPTER I
INTRODUCTION

A. BACKGROUND AND PROBLEM STATEMENT.

Government and industry personnel invo]veh in the mainstream of con-
tracting have long subscribed to the theory that relaxation of stat-
utory and regulatory restrictions on the use of multi-year procurement (NYP)
would result in a broader usage of this contracting tool. Anticipated
benefits of expanded MYP usage include cost savings and increases in con-
tractor productivity. It now appears that relief from certain statutory
and regulatory MYP restrictions may be forthcoming. Tne Senate and the
House of Representatives (House) have both introduced legislation that would
provide latitude for the application of innovative MYP techniques. Both of
these legislative initiatives require that the Department of Defense (DOD)
issue implementing regulations within ninety days of passage. The Bills are
currently in committee for purposes of resolving their differences, and
timely action is expected.

In addition to anticipated statutory changes, the Deputy Secretary
of Defense has issued a Policy Memorandum on Mu'ti-Year Procurement, dated
1 May 1981, which endnrses the MYP concept under the proper circumstances
and encourages innovative contracting techniques. The Memorandum goes on
to state that regulatory deviations will be considered on a case-by-case
basis. A copy of this Memorandum ‘s included as Appendix A.

Whether the impetus is provided by legislative revisions or DOD policy
initiatives, it is clca. that there is currently a keen interast in expand-
ing the scope and application of MYP. For the US Arity Materiel Development

and Readiness Command ,DARCOM) to be in a position to aggressively pursue
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the potential benefits of MYP in a timely manner, it should now formulate

a revised MYP policy based on the assumption that legislative artion will

be forthcoming. Should passage of the legislation be impeded, DARCOM may

still desire to pursue MYP initiatives on an "exception" basis. The pur-

pose of this research is to provide a recommended framework and supporting
implementation guidelines for a revised DARCOM MYP policy.

B. OBJECTIVES.

As stated under Section A, above, it is expected that some form of re-
vised MYP legislation will be adopted in the near future. Consequently,
the basic objectives of this research are to analyze the implications of
pending legislation on the contracting mission of DARCOM and to recommend
policy positions for DARCOM based on the revised statutes. Efforts in sup-
port of these objectives will include:

1. Ana'ysis of the advantages and disadvantages of the various MYP
techniques which could be employed under the revised statutory framework.

2. Identification of issues which must be addressed and re<olved prior
to promulgating a revised MYP policy.

3. Recommendation of DARCOM positions on open issues for which immedi-
ate resolution is feasible.

4. Identification of open issues which do not lend themselves to
imnediate resolution and will require additional research.

5. Development of a rzcommended policy on MYP, together with appropri-
ate implementation guidelines.

While legislative astion is anticipated in the area of MYP, there is

always a possibility that such action may be deferred or abandoned altogether.

In the absence of timely legislation, DARCOM may still wish to pursue MYP
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initiatives which deviate from current regulatory requirements pursuant to
the previously referenced DOD Policy Memorandum. Therefore, a second ob-
jective of this research is to catalog the deviations which would be re-

quired to pursue innovative MYP applications if legislation does not ma-

terialize.

C. SGOPE.

The legislative initiatives discussed above would potentially apply to
many types of supplies and services acquired by the Government. However,
it appears that the most significant benefits to be realized by DARCOM from
the application of those techniques will be related to the acquisition of
weapon systems and related hardware. Accordingly, this study will concen-
trate on the use of MYP as a tool in the acquisition of hardware. The
benefits, if any, to be gained when using expanded MYP for services will
not be covered in this report.

D. DEFINITIONS.

Throughout this project, commurication proved difficult due to defini-
tional problems. That is, various terms used in the context of MYP were
discovered to have very different meanings to different people. In order
to assure clarity in this report, it was necessary to assign universal de-
finitions to selected terminology. Appendix A includes such definitions
for some comonly used terms relating to MYP., When the reader encounters

the following terms, it is suggested that the definitions in that Appendix

be reviewed:

Advance Procurement Full Funding Nonrecurring Costs

Annual Funding Incremental Funding Recurring Costs

Block Buy Multi-Year Contract Termination for Convenience
Cancellation Multi-Year Funding Termination Liability

Cancellation Ceiling Multi-Year Procurement Termination Liability funding

Any other unique terms will be defined when they are used.



E. REPORT RATIONALE.

1. Report Assumptions.

First, it i< assumed that legislative action will be forthcoming
in the near future.

Second, it is assumed that when the legislation is passed it will
not differ significantly from those Bills currently under consideration.
The salient points of these Bills are discussed in Chapter II and will serve
as the basis for the analysis contained in succeeding chapters.

Third, it is assumed that if revised legislation is not passed,
DARCOM may wish to propose candidates for innovative MYP under the latitude
provided by the Appended DOD Policy Memorandum. Consequently, brief treat-
ment is given to necessary actions to pursue such candidates.

2. Report Theory.

As noted in Section A, abcve, the Bills currently before the Senate
and House would require DOD to issue implementing reguiations within ninety
days of passage. There is also a practical need to provide guidance to the
field so that MYP candidates can be selected for inclusion in the Army's
fiscal year 1983 (FY 83) budget submission. Therefore, time was con-
sidered to be of the essence in generating this report. In view of the
need for a timely product, research could not address all of the numerous
facets of MYP. While the report provides broad coverage of the subject,
certain detailed aspects are necessarily deferred for further research.

As the pending revisions woula represent a significant departure from

DARCOM's previous experience with MYP, empirical data is severely limited.
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Consequently, this report is largely based on judgemental data gleaned
from current literature in the subject area and interviews with knowledge-
able personnel.

Finally, as MYP must be a multi-disciplinary effort, it was con-
sidered necessary to address this report to a rather broad readership.
This is particularly true in the introductory chapters which are largely
educational in nature. Chapters II and III present an overview of the
evolution of MYP and its perceived advantages and disadvantages in a ra-
ther generic manner. Chapter IV, Exploration of Current Issues in MYP,
is more specific and detailed. That chapter is addressed to those personnei
with thorough working knowledge of DOD contracting policies and procedures.
Chapter V, Conclusions and Recommendations is, like Chapter IV, directed
to experienced contracting personnel.

3. Research Design.

Research began with a thorough review of recent literature on various
aspects of MYP. The literature included previous research work; regulatory
and policy guid-nce; and Congressional, General Accounting Oftice (GAO), DOD

and Industry positions on MYP. From interviews conducted with knowledgeahle

ana experienced personnel representing the Army, other services and the
House Appropriations Committee, a broad perspective of views on both anti-
cij ited benefits and potential pitfalls of expanded MYP was obtained. An
operationally oriented perspective was gleaned through interviews conducted
with personnel working on the current Army candidate programs for Advanced
Multi-Year Procurement (i.e., the methiod of contracting expected to result
trom impending Congressional legislation). DARCOM's recent experience with

Classical Multi-Year Procurement (i.e., the method presently in use)
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analyzed by examining computer data extracted from Individual Procurement
Action Reports. This approach provided empirical data on past experience,
as well as expert opinion as to the direction in which new DARCOM policy
initiatives should proceed.

F. REPORT ADDENDUM.

Since this report was originally drafted and submitted for review, a
number of events have occurred which necessitate appending an addendum to
the basic text. First, the anticipated legislation to relax MYP restrictions
has passed. The revised scatute (Public Law 97-86) closely parallels the
House Bi11 (H.R. 3519) which served as the basis for the report's aralysis.
Second, interim changes to the Defense Acquisition Regulation have been
issued. Third, the Department of Defense has issued a Memorandum entitled
"Funding of Multiyear Contracts." And finally, field comments have been
received from DARCOM major subordinate commands. None of these develop-
ments materially affects the content of the basic report. Consequently, it
was determined tc include a synopsis of the key points of each in Appendix C,

rather than to embed them throughout the text.
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CHAPTER 11
EVOLUTION OF MULTI-YEAR PROCUREMENT

A. HISTORICAL PERSPECTIVE.

1. The Annual Appropriation Process.

Each year the Congress of the United States officially ailots sums
of public revenues for specific purposes. That official action is known as
the annual appropriation process. Since 1789 the operations of the Federal
Government, for the most part, have been financed through annual appropria-
tions. The reasoning behind the yearly practice reflects the reluctance of
one Congress to enact future financial obligations that a succeeding Congress
would have to honcr.

The yearly Congressional appropriation process has the effect of
limiting the methods by which the Government, in general, and the Department
of Defense, in particular, conduct business. Meaningful planning is diffi-
cult because future funding is often in doubt. Contractual arrangements
for the private sector to furnish goods and services to the Governmenrt must.
in most cases, be dealt with on an annual basis.

2. Weapons Systems - Past and Present.

Two centuries ago, the nature of weaponry was such that the annual
appropriation process did not present a great problem. Technology, in
retrospect, was basically stable. As compared to the present, capital
investment needs were relatively minimal and little attention was given to
developing an industrial base. Extremely long leadtimes for material and
components did not exist. Weaponry could be contracted for and delivered

quickly enough that long range planning, as we know it today, was largely




3 i i

unnecessary. In sum, it was an era of relative simplicity in weapons ac-
quisition in which swords, pistols, rifles and cannon were the major commod-
ities of the day. In contrast, today's weapon system acqguisitions are
extremely complex. Technology is ever advancing. Capital investment for
weapons production can sometimes exceed ters of millions of dollars, and
there is increasing concern over the state of the industrial base and the
maintenance of a needed surge capability. Extensive networks of subcon-
tractors and suppliers must be established and maintained. Leadtimes for
certain materials and components can be quite long, and it is not uncomion
for the first end item deliveries to take years from the time of contract
award. To compound matters, all these factors exist in an environment of
seemingly chronic inflation. In this era of complexity, it is necesgéry to
look beyond the method of annual contracting which is effectively mandated

by the annuai appropriation process. Une alternative which offers promise

is MYP.
B. DEVELOPMENT OF CURRENT MYP POLICY.

A form of MYP was adopted by the Office of the Secretary of Defense
(0SD) n 1962. It was thought that utilization of MYP would alleviate or
minimize some of the problems which seemed to be inherent in a certain
class of annual procurements. This ciacs of procurements inciuded require-
ments for a particular item or service that was needed on a repetitive
basis. The main problems associated with contracting for that class of
procurements on a single year basis included:

1. Annual administrative costs to Government and industry associated

with annuai proposal preparation, evaluation and negotiation.
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2. Difficulty in obtaining adequate competition for an item or service
that required high initial startup (i.e., nonrecurring) costs due to tne
fact that a previously successful producer (who has already amortized some
of those costs) could easily be in a cost position that would provide a
distinct competitive advantage.

3. Instability of contractor work force which led to higher cost due
to personnel turnover and loss of tearning curve advantages.]

MYP was devised to overcome the above listed problems (and others), but
was still limited by the annual appropriation financing practice. MYP, as
implemented, simply amounted to a promise by the Government to award
something akin to a series of single year contracts to one particular con-

tractor, if Congress appropriated funds. Each "program year" of a MYP con-

contract had to be authorized separately. The primary linkage among the
various program years resulted from the fact that nonrecurring costs (NRC)
wera amortized over all units to be delivered during the entire multi-year
contract period. If the future years were not funded by Congress, the con-
tract was considered cancelled and the Government assumed a legal liability
to reimburse the contractor for the portion of NRC that had been allocated
to future years' production. Because only NRC was included in authorized
cancellation cost, any material purchased or recurring effort expended for a

future program year that was never funded became a non-reimbursable expense

for the contractor.

————

Harold F. Candy, "Multi-Year Procurement" (Master's Thesis, Fiorida
Institute of Technology, 1974), p. 4.
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Initial DOD procedures required the procuring activity to reserve

funds to cover the potential cancellation cost 1iability which would accrue

LALGaios o 20 Lo ies

if funds were not appropriated to complete the contract. This practice was
eventually abandoned as experience came to indicate that the probability

of cancellation was rather low.2 However, in 1972 the Navy presented Con-

i gress with cancellation charges exceeding $109 million which had arisen out

of cancelled MYP shipbuilding contracts. While this occurence did not give

rise to reinstatement of the practice of reserving cancellation liability

funding, it did illustrate the magnitude of unfunded 1iabilities which might

arise in the absence of appropriate controls. In an effort to prevent the
recurrence of this type of situation, Congress instituted a $5 million can-
cellation ceiling limitation which became law as part of the FY 76 Defense
Authorization Act. Since its inception, this $5 million limitation has come
under attack by critics who claim that the degree of control imposed by such
low ceilings has severely limited beneficial application of MYP.

The advent of the Congressionally imposed cancellation ceiling gave rise
to the currently used form of MYP, which henceforth will be referred to as !
Classical Multi-Year Procurement (CMYP) in keeping with the convention adop-
ted in Appendix A. Additional regulatory requirements of CYMP which tend to
limit the application of potential MYP techniques include:

1. Limitation of Contract Type.

The current Multi-Year provisions in DAR 1-322.1(b) state, in part,

2

This continues to be the case, as evidenced by a review of MYP Indi-
vidual Procurement Action Reports from 1976-1980 which revealed that of
131 contracts identified, none reflected cancellation.

10
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that "contracts awarded under this multi-year procedure shall be firm fixed
} price or fixed price with provisions for economic price adjustment." This

restriction is most significant in precluding the use of fixed price in-

Sy D ATRT AR T

centive contracts.

: 2. Level Pricing.

DAR 1-322.2(a)(4) requires "that the unit price of each item in the
multi-year requirements shall be the same for all program years included
therein." This level pricing requirement presents a greater problem to

industry than to the government; however, one must consider the industry

T T R EREET TR TR RTTETE AL TTRRC AR

viewpoint in order to develop an equitable MYP policy. Allen E. Puckett,
Chairman of the Board and Chief Executive Officer of the Hughes Aircraft
Company commented about particular statutory and regulatory provisions that

% "stifle multi-year system contracting” in a 20 Oct 80 letter to Representa-

3

i tive Richard H. Ichord of the House Armed Services Committee.” In a specific

comment about level pricing, Mr. Puckett stated:

DAR 1-322 contemplates amortizing the non-
recurring implementation and all associated
costs on a flat unit price per year over the
duration of the multi-year contract. With in-
terest rates in the range of 12-20% and progress
payment at the current 80% rate, it is finan-
cially impractical for a contractor to accept
such an arrangement.

3. Limitation on Advance Material Purchases.

As previously stated, CMYP is akin to a series of single year con-

tracts, with the primary linkage of program years being provided by the

4 3
% This letter provides a number of cogent points on industry's views on
MYP and has been included as Appendix B to this report.

11




amortization of NRC over the entire contractual term. In a practical sense,
linkage is also effected by continuity of production. On the other hand,
recurring costs are treated as single year entities due to the prohibition
against their inclusion in any cancellation settlements. This prohibition
has resulted in contractor's sacrificing potential economies of scale in
material purchasing by continuing to place subcontracts and purchase orders
in single year increments.

The basis of. this restriction can be traced to Officc of Management
and Budget Circular A-11, "Preparation and Submission of Annual Budget

Estimates," ard DOD Directive 7200.4, "Full Funding of DOD Programs.” The

latter states its purpose as follows:

The objective is to provide funds at the outset
for the total estimated cost of a given item so
that Congress and the public can clearly see and
have a complete knowledye of the fuli dimensions
and cost when it is first presented for an
appropriation. In practice, it means that each
annual appropriation request must contain the funds
estimated to be required to cover the total cost
to be incurred in completing delivery of a given
quantity of usable end items such as aircraft,
missiles, ships, vehicles, ammunition and all
other items of equipment. (Emphasis provided.)

The only exception to this policy recognized by the Directive is for long
leadtime components. No relief is granted for advance purchases made to
exploit economies of scale. This full funding philosophy is reiterated by
DAR 1-322.2(g) which states, in part:

For each program year requirement, funds shall be

obligated to cover the full quantities to be
delivered thereunder.

As the above policies and regulations effectively bar the Govern-

ment from funding advance purchases for the purpose of cost savings,

¢
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economies of scale could only be obtained if the contractor were to finance
the initial investment. Aside from the obvious working capital implications,
this approach might be feasible if it were not for the exclusion of re-
curring costs from cancellation settlements. In this regard, DAR 7-104.47(b),
Cancellation of Items, is clear in stating that a.ay claim for cancellation
settlement shall not include any amount for ". . . labor, materials or other
expenses incurred by the Contractor or its subcontractors for production

of the cancelled items." Thus, on the one hand the Government refuses to
finance advance purchases, and on the other refuses to recognize the cost

of contractor financed advance purchases in the event of cancellation. The

net effect has been to preclude the advance purchase of economic order
quantities.

C. RECENT DEVELOPMENTS IN MYP.

As can be seen in the preceeding section, CMYP is characterized by rather
rigid and restrictive requirements. The pending legislation referred to in
Chapter I would relax certain of these requirements and allow a move toward
more innovative practices. Application of these innovative techniques would
result in a concept of contracting that has been termed Advanced Multi-Year
Procurement (AMYP).4 The latitude that would be provided by adoption of the
AMYP concept is such that precise definition is difficult. Nonetheless, it
is possible to describe the characteristics of AMYP in the context of a

family of possible techniques.

This terminology was coined for this report. It is roughly analogous
to the "advanced multi-year concepts" outlined in Appendix A, but is broade-
in scope in that it encompasses such techniques as incrementally funding.

13
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It should again pe emphasized that separate legislative initiatives are
currently under consideration in the House and Senate, respectively. While
these Bills are generally compatible, significant differences do exist. A

chart reflecting the major aspects of both Bills is included as Table 1.

important differences between the two will be highiighted in the foilowing
discussion.

Perhaps most importantly, both versions of the legislation would signi-
ficantly raise the maximum cancellation ceiling: The Senate Bill to $50
million and the House Bill to $100 million. Secondly, the House Bili clearly
authorizes the inclusion of recurring costs in cancellation ceivlings and
settlements. While the Senate Bill is silent on this point, relaxation of
the treatment of recurring costs is considered a fundamental characteristic
of AMYP for purposes of this analysis. In a similar vein, the House Bill
is also clear in authorizing advance purchases for reasons of cest saving,
while the Senate Bill is less precise. Once again, the House position has
been adopted for discussion in this report.

There are two other characteristics of AMYP which would require only
regulatory action for implementaion. First, it has been proposed that the
requirement for level pricing be rescinded. Secondly, AMYP candidate pro-
grams have been put forward which contemplate the use of fixed price in-
centive contracts.

Taken as a whole, the characteristics of AMYP outlined above would pro-
vide a great deal more latitude in MYP contracting than is currently auth-
orized. For ease of reference the characteristics of CMYP and AMYP are
displayed in Table 2. Judicious selection and application of the contract-

ing techniques suqgested by these AMYP characteristics should faciiitate

14
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the tailoring of suitable acquisition strategies for appropriate MYP can-
didates. However, each AMYP technique has distinct advantages and dis-

advantages. These will be explored in the following chapters.
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CHAPTER III
ANALYSIS OF ADVANTAGES/DISADVANTAGES OF
ADVANCED MULTI-YEAR PROCUREMENT

A. INTRODUCTION.

Bearing in mind ‘the necessity to define Advanced Mu:ti-Year Procurement
(AMYP) as any of a family of possibl~ techniques rather than a rigidly de-
fined method, it must be pointed out trat the advantages and disadvantzges
to be realized are a function of the particular technique(s) applied. The
reader is cautioned to note that an improperly applied technique could, and
in many cases would, yieid a disadvantage from an otherwise potentially ad-
vantageous technique. 1lhe advantages and disadvantages cited below are not
necessarily all inclusive nor are they all necessarily valid. They are per-
ceptions compiied from ideas put forth by various Government Agencies, in-
dustry officials and involved individuals. The first characteris.ic of AMYP,
longterm contractual commitment, shares a degree of commonality with Classical
Multi-Year Procurement (CMYP). Likewise, the advantages and disadvantages
that characteristic yields also share some commcnality. However, the follow-
ing analysis is addressed to advanced multi-year cechniques.

In a broad sense, proponents of AMYP cite the major advantage as being
acquisition cost savings. Other significant advantages cited are improve-
ments to the defense industrial base, enhancement of capital investment and
increases in productivity. Even the critics of AMYP acquiesce to those
cited advantages; however, they believe the specter of cancellation cost in
the $50-100 million range, coupled with some other less significant dis-
advantages, give reason to avoid the advanced techniques. In sum, proponents
of AMYP are willing to accept risk to achieve potential benefits, while

critics wisn to avoid risk.

18
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An advantage to the Government may, in some cases, represent a disad-
vantage to industry and vice versa. In recognition of that fact, the Govern-
ment's perspective will be emphasized. As stated earlier, all the perceived
advantages aud disadvantages may not be valid. It is the purpose of the
following analy< s to explore their validity. In the discussions that
follow. the techniques are listed and briefly described, then the advan-

tages and disadvantages of a particuiar technique are considered.

B. ANALYSIS OF AMYP CHARACTERISTICS.

1. long Term Contractual Arrangement.

Multi-Year Procurement is, by definition, a long term contractual
arranqemgnt. Unless ptherwise noted, all of the advantages and disadvan-
tages addressed below are common to both CMYP and AMYP. However, whzn dis-
cussed in the context of AMYP they are magnified due to the fact that appli-
cation of these techniques connotes a greater degree of commitcment than is
inherent in CMYP. This is mainly due to the Government increasing its fi-
nancial liability. In the case of contract cancellation, the liability could
be as much as $100 million, as compared to the $5 million ceiling presently
mandated by law.

a. Advantages.

As was noted in the introduction to this chapter, the major
advantage of AMYP is cost savings. A long term contractual commitment is
decidedly an advantage since it has a major influence on cost savings.
First, the elimination of a yearly contract would reduce admiristrative
costs associated with annual solicitations, prcposal preparations and, when
applicable, negotiations. For poth industry and Government, long range

planning and forecasting would be enhanced. That should lead to more

19
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economical maragement methods. Excessive costs normally associated with
work force instability and learning curve disruptions should be held down
dge to production continuity. Additionally, competition should increase

for the initial award because a long term contractual commitment (with an
opportunity ﬁo amortize nonrecurring costs over a greater number of units
than in a single year contract) would promote competition from contractors
other than previous producers. This is because the possible cost advantage
held by the previous producer {vis a vis tooling already amortized, etc.)
would be greatly lessened. The opportunity to obtain a Tong term contract
might also induce a given firm to compete for a MYP when it would not be
interested in a single year contract. With proper management, a prime con-
tractor could create greater competition among sub-contractors by flowing
down this AMYP technique. The enhancement of long range planning previously
mentioned, coupled with increased cancellation protection, should lead to
grecter capital investment. This would favorably affect productivity in-
creases which, to soime extent, could help with the expansion and modernization
of the overall defense industrial base. It is dcducibic that, to some ex-
tent, there would be an increase in quality assuming a stable, trained work-
force utilizing more modern equipment. It has also been stated that stan-
dardization would be enhanced since "the use of MYP would mean that a single
item of supply would be more widely utilized and thus used more efficientiy
than if similar but different items were introduced into the inventory each

year through annual buys."5 It is felt that this perceived advantage may be

5

LTC John W. Douglas, "Multi-Year Procurement: Making it Work for
Systems Acquisition" (Unpublished Research Paper, Cornell University,
1981), pp. 5-6.
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valid for the purchase of supplies, but would provide ii1ttle benefit for
weapon systems acquisition.

b. Disadvantages.

Once an initial award was made there would be fewer opportunities
to gererate future competition. With a long term contractual commitment,
not only would the prime contractor be "locked in" for a number of years,
but some of his subcontractors might ultimately become de facto single
sources. Future opportunities for spare parts competition might also be
Timited. In each case, the Government would lose the leverage associated
with a competitive market. Further, solicitations and proposals may be very
complex and may require, at the outset, an expenditure of additional admin-
istrative time. If not properly planned for, this additional administrative
time could impact both obligation and productior schedules. Finally, a long
term contractual commitment would logically impede decisionmaking flexibility
tc a greater extent than annual contracting, With the AMYP characteristics
of very high cancellation costs and advance material buys, the cost to can-
cel may be so high that both the Army and future Congresses are effectively
committed to continue the program.

c. Summary.

A summation of stated advantages and disadvantages of the Long
Term Contractual Arrangement appears below.

(1) Advantages.

(a) Repetitive administrative costs would be reduced.
(b) Long range planning and forecasting would be facili-

tated.
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(c) Costs associated with work force instability and

learning curve disruptions could be reduced.
(d) Competition vor initial award should increase.
(e) Capital investment and productivity should increase.
(f) Industrial base could be expanded and modernized.
(g) Quality and standardization could increase.

(2) Disadvantages.

(a) Future competition could be impeded.
(b) Administrative leadtime couid increase.
(c) Decisionmaking flexibility could be impeded.

2. Increased Cancellation Ceiling.

As previously stated, CMYP's $5 million cancellation ceiling Timi-
tation is thought to be a significant impediment to expanded application of
MYP. It appears that the maximum ceiling is soon to be raised to the $50-
100 million range. It must be remembered that improper application of an
increased ceiling can be financially injurious to the Government. When con-
sidering use of a high cancellation ceiling, all the advantages and disad-
vantages must be weighed on a case-by-case basis, and decisions must be
reached based upon the probable effect of a higher ceiling on a particular
acquisition. Below, the general advantages and disadvantages are discussed.
To be specific, those general advantages would have to be considered in the
context of a specific acquisition.

a. Advantages.

The main advantage of the cancellation ceiling concept is that
it allows nonrecurring costs (NRC) to be amortized over a period of years

which, consequently, serves to reduce the unit cost of a particular item.
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With a ceiling of $5 million, a contractor might tend to minimize his NRC
investment, so that in the event of cancellation he would not incur a loss
(see example below). If a conflict arose between accepting production in-
efficiencies and investing in capital equipment to eliminate these ineffi-
ciencies, contractors might well determine to continue with their inefficient
practices. Their reasoning would be straightforward. Production ineffic-
iencies would be compensated in the event of cancellation, whereas capital
investments in excess of the ceiling limitation would be unallowable. Be-
cause of the above it is believed that capital investment and productivity
would be enhanced by a higher cancellation ceiling. When capital investment
would result in productivity increases great enough to justify the capital
expenditure, a guarantee of contractor recoupment of that investment up to
$50 or 100 million would greatly reduce the attendant cost risk. This is
not to say that AMYP will automatically lead to capital investments, but
increased cancellation protection will at least remove the disincentive asso-
ciated with single-year or classical multi-year contracting. Consider the
following simplistic exanmple:

Contractor A can manufacture 500 units of system X over .  vyear
period (125 units per year) for a unit cost of $1 million by keeping its NRC
investment at $5 million. The NRC amortization (allocation) for each unit
is $10,000. If the contract is cancelled after completion of year one, the
contractor will receive all costs for the units produced plus the unamor-
tized portion of NRC (375 units cancelled x $10,000 per unit NRC =
$3,750,000.00). The contractor would suffer no loss (see Fig. 1). That
same contractor could produce identical units for $950,000.00 each if it

bought new equipment that would increase productivity, but this would
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require an NRC investment of $15 million with an allocation of $30,000 per

unit for NRC amortization. If, once again, the contract were ca:celled

after year one, the contractor would receive all costs for the units pro-
duced plus a maximum of $5 million (assuming the limitation is in effect) to
cover the unamortized portion of NRC. The unamortized portion of NRC would
be $11,250,000.00 ($30,000 NRC per unit x 375 units cancelled). Therefore,
after receiving the maximum $5 million available, the contractor would have
a Toss of $6,250,000 (see Fig. 1) because he tried to lower the overall
contract cost. An increased cancellation cciling could, in fact, stimulate
capital investment; increase picductivity; and lower net acquisition cost
from $500 million to $475 million. Because of the stimulated capital in-
vestment, there should be at least a limited expansion and modernization

of the industrial base.

b. Disadvantages.

A high cancellation ceiling would not present any disadvantages
if programs selected for AMYP were never cancelled. However, the ceiling
would produce large unfunded 1iabilities, and in the event of canceliation
potential savings would be negated. In the introduction to this chapter it
was noted that an improperly applied technique could yield a disadvantage
from a potentially advantageous technique. Nowhere is this more true than
when considering usage of a high cancellation ceiling.

C. Summary.

A summation of the advantages and disadvantages of an increased

cancellation ceiling appears below:

(1) Advantages.

1a) Costs should be reduced due to NRC amsrtization.

25



(b) Capital Investment and Productivity shiuld be enhanced.
(c) Industrial base could be expanded and modernized.

(2) Disadvantages.
(a) Large unfunded liabilities are created.

(b) Cancellation settlements could erode or negate any

advantages.

3. Advance Purchases of Materials and Components, and Inclusion of

Recurring Costs in Cancellation Ceilings.

Although two seemingly different aspects of AMYP, advance purchases
and inclusion of recurring costs (RC) in cancellation ceilings/settiements
are so interrelated that discussing one almost necessitaies dic-ussing the
other. If is difficult to conceptualize any significant RC, incurred in
advance of a production run, which is not a function of purchasing or pro-
cessing material and components. Because of that, these two aspects will
be discussed together.

As stated earlier, classical multi-year procurement permits advance
purchasing on an exception basis, but only for the acquisition of long lead-
time items. AMYP, on the other hand, would permit advance procurement for
the purpose of achieving savings through economic lot buys. Economic lot
buying is akin to obtaining quantity discounts.

The relationship between advance purchases and RC incluston in ran-
cellation costs is to be found within contractor's inventory. Through eco-
nomic lot buying, a contractor could have incurred RC for the advance pur-
chased material and/or components in anticipation of production in a future
"program year." Should that program year not be funded, the contract woula

be cancelled. Tf RC were not an allowable cancellation cost (as is now the
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case), the contractor could not be paid for the material purchased in anti-
cipation of usage in a future program year. Thus, the contractor would incur

a loss.

a. Advantages.

The major advantage of advance procurement (with inclusion of
RC in cancellation costs) is potential contract savings. This anticipated
savings is to be realized from the prime contractor utilizing Economic
Order Quantity (EOQ)6 purchasing techniques. The present reason that con-
tractors tend to avoid EOQQ purchasing techniques is that the materials and/
or components are considered RC and, as such, are not reimbursable {under
CMYP) in the event of contract cancellation if the items are for use in a
future program year. The inclusicn of RC in the cancellation costs would
promote the use of EOQ purchases, which in many cases would actually be ad-
vance procurement. It is widely believed that the greatest overall saving
from AMYP usage will occur in the subcontract area.7 Many subcontracts
would present a potential for savings if EOQ purchasing techniques were
utilized.

[t has been stated that advance procurement could aid in in-

flation avoidance, but increased storage and borrowing costs® could easily

6
£0Q s the optimal quantity of materials and/or components to order

periodicaily in terms of demand (production needs), cost to hold (cost of
maintaining inventory), and cost or reordering.

7

See, e.g., Appendix B in which Mr. Puckett asserts his belief that
"The single most significant benefit to be derived from multi-year contract-
ing would be our ability to place Targer and more economical buys with our
suppliers. . "

Bt this point it should be noted that "borrowing costs" are defined to
include either (1) interest charges on contractor debt capital, or (2) in-
terest charges on the national debt resulting from deficit spending. The
former would arise from coatractor financing of advance purchases, the
latter if Government funding were provided.
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offset this perceived benefit. Any savings attributed te inflaticn avoid-
3 ance must be weighed against these attendant cost increases on a case-by-

case basis.
b. Disadvantages.

The major disadvantage of advance procurement (with inclusion
of RC in cancellation cost) is a highly increased level of financial lia-
bility in the event of contract cancellation. DOD could find itself in a
4 position of having purchased (through a prime contractor) up to a four-year
i supply of unique components that, through program cancellation, may have
become nothing more than scrap. If these components were procured in
advance through utilizing EOQ purchasing techniques under AMYP, they be-
come an allowable cancellation cost. At best, potential MYP savings may be

reduced; at worst, incurrence of these cancellation costs may serve to in-

T A

crease unit prices for uncancelle: program years well beyond those which
would have been paid under a single year contract.

Another more subtle disadvantage, which is unique to only the

advance procurement aspect of AMYP, is design changes and/or obsolescence.
Consider the following:

A prime contractor advance purchases a 3-year supply of an
expensive, critical component. During the first program year, it is dis-
covered that by making a major change to that component (already in the
contractor's inventory) reliability would greatly increase. It seems that
DOD would then be left with only two alternatives (assuming the component
could not be reworked in a cost effective manner): DOD could either pay for

the now obsolete component and purchase the better replacement (through
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change order procedures) or, to keep costs from increasing, accept a much
lower level of realiability. Neither choice is very attractive.

Shelf life and maintenance costs could also be problems, but
those factors should be considered by the prime contractor as partrof his
EO0Q purchasing decisions.

C, Summary.

A summation of the stated advantages and disadvantages of ad-
vance procurement (with inclusion of RC in cancellation costs) dppear below:

(1) Advantages.

(a) Cost savings due to EOQ counsiderations.
(b) Cost savings due to inflation avoidance.

(2) Disadvantages.

(a) Increased cost in zvent of cancellation due to large
inventory.

(b) Increased cost due to obsolescence or design changes.

(c) Hidden costs of storage. maintenance and shelf life
(. SUMMATION.

It would appear that the potential benefits of advanced mulii-year vre-
curement far outweigh the risks involved, though the perceived advantages
of AMYP are very situational in nature. If proper candidates are selected
and appropriate strategies are developed from the various available techni-
ques, AMYP should benefit the Government ahd industry alike. Conversely, if
advanced muiti-year techniques are improperly applied, the Government's fi-

nancial exposure 1n the event of cancellation would be severe.

\
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CHAPTER IV
EXPLORATION OF PRINCIPAL AREAS OF
ADVANCED MULTI-YEAR PROCUREMENT

A. INTRODUCTION.

The following sections discuss the four principal areas which must be
addressed in formulating an overall policy on Advanced Multi-Year Procurement
(AMYP). As can be seen in preceding chapters, AMYP characteristics and
techniques are closely interrelated. Similarly, the issues addressed below
are often interdependent. While they have been segregated into policy,
funding, pricing and contractual issues for purposes of this report. in real-
ity making such fine distinctions is often difficult. Consequently, no sec-
tion should be viewed as an entity in itseli, but rather as an integral part
of an overall AMYP policy. The chapter concludes with a brief discussion of
the waivers and deviations which would have to be obtained to appiy advanced
multi-year techniques in the absence of revised legislation.

B. POLICY AREAS.

1. Criteria for Use of AMYP.

While AMYP can be an effective contracting approach, care must be
taken in selecting candidate items. Therefore, both Congress and DOD have
established criteria for its application. Table 3 captures these criteria.
Reference to the Table will reveal that while these prerequisites vary in
detail, they reflect a general concern over cost saving potential, design
stability and requirement continuity.

Projections of cost savings attributable to advanced multi-year

techniques are widely varied. Upon issuance of the DOD Policy Memorandum
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or. Multi-Year Procurement (Appendix A), preliminary cost savings projections
were solicited for potential DARCOM multi-year candidates. Analysis of the
resuliant estimates reveals .hat projected savings varied from 3 to 14 per-
cent, with an average projection of 8.44 percent. The Defense Science Beard's
1980 Summer Study on Irdustrial Responsiveness estimated the savings potential
for multi-year contracting to be from 10 to 15 percent in constant dollars.9
As a final example, the Jcint Logistics Commanders have _stimated that appli-
cation of AMYP techniques could result in 10 to 25 percent savings.m it can
be seen that while there is general agreement that the use of AMYP will jead
to substantial cost reductions, the precise level of such savings is debatable.
Until emperical data can be gathered to lend confidence to these estimates,
the percentage of savings potential must remain speculative. A more detaled
discussion of factors which must be considered 1n estimating savings is in-
cluded under Priciny ’ssues, below. At this point, suffice to say that Fnow-
ledgeable personnel from both Government and industry feel that tangible
savings will accrue if AMYP is properly applied. Still, the remaining cri-
teria for AMYP use must be satisfied if potential savings are to be realized.
As to design stability, it is absolutely essential that the probabil-
ity of major technical changes is minimal if MYP is to be successfui. This
is not to say that no changes can be accommodated. But it must be recog-
nized that significant design changes wiil counteract potential cost savings

if such changes result in advance purchased component obsolescence. Both

9

Report of the Defense Science Board 1980 Sunmer Study Panel on Industrial
Responsiveness (Washington, D.C., January 1981), p. 68.

IOR*port of the Defense Industrial Base Panel of the Conmittee on Armed
Services, The Ailing Defense Industrial Base: Unready for Crisis, House

of Representatives, Ninety-Sixth Congress (Washington, D.C., December 31, 1980),
p. 33.
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the Government and the contractor must have a solid technical baseline upon
whick to plan the application of MYP, particularly if advance purchase of
materiais and componeats is envisioned. It is not possible to pinpoint a
particular phase of the life cycle at which technological maturity is gener-
ally attained. For example, in a highly complex acquisition such as heli-
copters, it may be impractical to employ MYP until several years of pro-
duction experience is attained. On the other hand, in programs such as
training devices which frequently employ mature hardware with development
efferts largely confined to software, confidence in design stability may be
achieved at the time of initial production. Pre-planned product improve-
ments must also be considered in determining both the advisabiiity and dura-
tion of a MYP commitment. It can be seen that design stability is very
situational in nature. The central point is that achievement of technical
maturity is a vital prerequisite for MYP success in any situation.
Requirement and funding stability are virtually inseparable. The
mission need of an AMYP candidate must be of sufficient duration to warrant
a long term commitment. Any anticipated changes in threat or doctrine
should be considered. Having identified a number of possible cancidates
based on continuing need, the Arny must weigh the relative priority of these
candidates. Prioritization is a function of the Planning, Programing and
Budgeting System (PPBS). In essence, a number of potential candidates must
compete for available funds Liased on the urgency of the mission need to be
satisfied. By assigning a high priority to a given system or item, the Army
has taken a position that funds will be budgeted for its acquisition at the
expense of lower priority items. By selecting a MYP strategy in conjunction

with this high priority, it has committed itself to maintaining the priority
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of the item over %‘he duration of the MYP contrac’. Once thic dete-minstion

has been made, tye concurrence of DOU is obtained during its review of the
Army's proposed program and budget. Congress is then requested to authorize
the program and to appropriate funds for its first program year. I1f Congress
appropriates funds to initiate MYP for the selected items, it has given at
least tacit agreement to likewise fund the outyears. In sum, if candidates
are carefully selected based on continuing threat and validated need, and if
approval for MYP is obtained from DA, DOD and Congress, a pact shouid nave oeen
formed which reflects commitment to stabilize that portion of the Army'‘s
procurement budget over a number of years. Funding stability should, in
effect, be the logical result of the selection and approval of candidate
items which can demonstrate cost saving potential, cdesign stability and
requirement coantinuity.

If each of the criteria discussed above is present, the risk of
cancellation should be low. This assurance will allow for an optimistic
approach to MYP, rather than a preoccupation with cancellation provisions.
Appropriate safeguards should, of course, be included to protect the in-
terests of the parties if cancellation or termination should be necessary.
However, careful adherence to the stated MYP criteria will go far in miti-
gating this possibility. The importance of these prerequisites cannot be
overemphasized.

2. Planning and Control Mechanisms.

As previously noted, the move toward AMYP would relax many of the

restrictions on the use o7 existing multi-year techniques. The question then

arises as to the proper planning tools and control procedures to be applied,




With regard to the pending legislaticn, both the House and Senate
8ills would rely primarily on the normal authorization and approval pro-
cesses to provide Congressional visibility. The House version would also
require thirty days advance notification prior to the award of a multi-year
contract with a cancellation ceiling over $100 million. The Senate Bill
would require advance approval for MYP's with a cancellation ceiling of
$50 million or more.

Within the Army, the primary means for planning and controlling AMYP
are embodied in the PPBS and procurement review processes. These processes
should be mutuaily supportive, and together should provide adequate visitil-
ity to decisiommakers at all levels.

The programing phase of the PPBS results ir DOD approval of the
Army’s Program Objectives Memorandum (POM}. In essence, the approved POM
sets forth the Army's five-year program for accomplishing its missions.

As this five-year planning horizon coincides with the maximum MYP term en-
visioned by the legislation, a ready avenue is provided for coordination of
fiscal and contractual planning at the outset. The POM also serves as the
foundation for the Army's annual budget submission. Together, the program-
ing and budgeting phases of the PPBS provide the long and near term perspec-
tives required of any sound planning system. The yearly budgeting cycle
also serves as a short term control mechanism. Further, the fact that PPBS
submissions are reviewed by the Army hierarchy, by DOD, and ultimately by
Congress provides assurance of full visibility and an avenue for gaining
consensus and advocacy at all levels.

With respect to procurement planning and control, 3 given azquisition

may be subjected to a number of higher headquarters approvals. These include
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review of any Secretarial Determination and Findings/Justification for
Authority to Negotiate, the Acquisition Plan required by DAR 1-2100, and
the resultant sclicitation. Of the documents covered by these reviews, the
Accaisition Plan is considered to be the most appropriate for M’'? planning
and control. The DAR states that the Acquisition Plan should be initiated
concurrently with the request for program funding. Thus, lirkage wiih the
PPBS is established at the outset. Acquisition Plans for production pro-
cyrements whose contractual costs are estimated at 315 million for all years
or $5 million for one year are reviewed by both DARCOM and the Deyartment
of the Army, with approval recguired at the Assistant Secretary level. While
it is felt that these thrashholds are somewhat low in today’s enviromment i
this review ard approval process provides an excellient avenue for gaining
advocacy for AMYP application through procuremert chanmnels. It also provides
an opportunity to tap corporate memory within the Army as to which AMYP
techniques may have worked well in similar circumstances. Finally, use of
the Acquisition Plan as a baseline docu.~nt would facilitate monitoring pro-
gress thirough subsequent sclicitation and business reviews.

it should be noted that the Illustrative Acquisition Plan Format
presently set forth in DAR 1-2102- does not specifically address multi-year

considerations as one of its elements. However, the format is strictly ad-

visory, and latitude is provided to encompass such coverage.

See APRO 904, "Acquisition Strategy Development,” pp. 64 and 94.
If these thresnholds were raised significantly, it might be advisable to
establish separate review criteria for AMYP's based on the anticipated
obligation level and the cancellation ceiling.
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There is ongoina debate as to the relative merits of <entralized
versus decentralized control of the Army's procurement mission. In the
case of AMYP, it is felt that the risks inherent in applying largely un-
tested techniques warrznts close scrutiny by higher headquarters. As more
experience is gained and confidence in the new techniques rises, relaxation
of central control may be advisable.

3. Budgeting Considerations.

One of the most attractive benefits of AMYP is the perceived oppor-
tunity to reduce costs. As previously noted, there is general agreement
that some level of savings will accrue, but no consesnses as to the magnitude
of such savings. Given this situation, there is ctirentiy debate concerning
the budgeting strategy which should be employed. That is, should an opti-
mistic budget be prepared on the assumption that a given level of savings
will be forthcoming, or sihould a more conservative approach be employed?

Discussions with field personnel revealed that there is no estab-
lished technique for projecting cost savings under AMYP. This is under-
standable in light of the lack of experience with these techniques. ihen
coupled with the fact that overall estimates vary from ter to twenty-five
percent savings, the absence of proven estimation techniques makes reliance
on assumed savings in the budgeting process a risky proposition.

Current regulaticns require that alternative proposals be solicited
on the basis of both multi-year and single-year awards. It is not antici-
pated that this requirement will change. Therefore, the possibility always
exists that the Army will opt for the single-year contra.t.

In a similar vein, it is possible that industry will decline to

submit a oproposal on a multi-year basis. If this were the case, DARCOM
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wiuld have no alternmative than to award a single-year contract at a pre-
sumbly higher cost.

Given the above, it is felt that a comservative budgeting strateqy
should be employed at present. That is, in some cases there may be a strong
possibility that a single-year contract will have to be awarded. If so,
funds should be budgeted on that assumption. In other cases, it may be
assumed that a multi-year contract will be employed, but it may be impossible
to forecast savings with precision. If it is only possible to project a
range of pctential savings, the budget should be prepared on the assumption
that the minimm savings projection will actually accrue. As more experi-
ence is Gained in AMYP savings estimation, it may be advicabie tc adopt a
more optimistic budgeting strategy. Nonetheless, caution is indicated at

this time.
4. Tiwming of the AMVIP Decision.

Three major factors influence the point in an item's life cycle
when the use of MYP should be considered. These factors generally paralle!
the criteria for MYP application discussed above (i.e., design stability,
cost savings potential, and requirement stability).

The earliest point at which MYP should be considered is at the time
that design stabi:ity is achieved. Design stability is a relative concept
in that some degree of technological change can normally be expected over
the extended period of AMYP. The central point is that a determination must
be made that the levei of anticipated change will not materially compromise

the pricing arrangement of the AMYP contract.
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Once it is determined that the design is sufficiently stable, the
validity of cost and pricing data must be considered. Thke appiicaties of
MYP contemplates the use of a fixed price type contract. and anytime this
tignt a pricing arrangement is utilized a firm cost baseline must be present.
The need for cost confidence is particularly acute in AMYP in view of tne
long term comnitment involved. Reliadle cost data is also neaded if cost
savings attributable to MYP are to be accurately projected. As in the case
of design stability, it is not possible to identify a particuler life cycle
phase when cost confidence is generally attained. Production ccsts for
certain items with stable technology might be projected from such plenni-g
documents as the Baseline Cost Estimate with reasonable confidence. However,
a period of actual cost experience must normally be gained throug.: either
low rate or full scale production of the item. The need for cost confidence
may necessarily delay MYP application, but such confidence must be attained
to assure that the cost savings criteria of MYP is satisiied.

The third factor to be addressed is the magnitude of the remainiug
requirement. That is, there must be a continuing requirement which is large
enough to provide opportunities to exploit economies of scale. At some
point in the life cycle this will nc longer be true, ana the opportunity
for AMYP savings will have been lost. In essence, the period from attain-
ment of design stability and cost confidence through the loss of economies
of scale can be viewed as a "window” for AMYP 3pplication.

As a final point, there is a secondary consideration which might
influence the timing of the AMYP decision. This ccncerns the impact of a

long term AMYP commitment on a contractor's capital investment decisions.
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Simply stated, the earlier that an MYP arrangement is entered into, the
greater the impact it should have on capital investment. That is, if MYP
is applied at the time the contractor is initially establishing its pro-
duction line, the company should be more willing to invest in capital
equipment. due to the cancellation protection afforded by AMYP. Aside from
the cost advantage inherent in amortizing the nonrecurring cost for such
equipment over the multi-year period, savings should also result from in-
creased productivity. While the influence on capital equipment decisions
should nct receive the same weight as the major factors discussed above, it
should also receive attention in determining the optimal timing of HYP
application.

C. FUNDING AREAS.

1. introduction.

In Chapter IIl1 of this report it was stated that AMYP shouid be
viewed as a family of techniques which can be selectively tailored to fit
the situation at hand. Nowhere is this more evident that in the area of
funding alternatives. The following sections discuss the various options
available, and attempt to 1dentify their respective advantages and disad-
vantages.

2. Fuli Funding.

As defined in Appendix A, full funding contemplates the appropri-
ation and obligation of funds in an amount which is sufficient to cover the
estimated cost to deliver a total fiscal year's requirement of complete,
military usable end items or services. The philosophy is that each fiscal
or program year should "stand alone" for funding purpose:, thus providing

decisionmakers with full visibility of its attendant cost. Under current
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policy (DODD 7200.4) full funding must be provided unless an exception for
advance purchase of long leadtime items has been requested by DOD and approved
by Congress. This funding approach is associated with Classical Multi-Year
Procurement. With the advent of AMYP, the full funding concept would be
modified at least to the extent of providing for advance purchases for rea-
sons of cost savings. As will be seen under paragraph 3, below, there are
three alternatives for fipancing advance material purchases, two of which
require Government funding that could not be provided under the current
regulations.

Modifying the full funding approach only to the extent necessary to
authorize advance purchases for economies of scale would have the advantage
of being the least radical departure from the current funding policy. Visi-
bility of annual procurement costs would also be maintained, and delivery of
full program year requirements would be assured in the event of cancellation.
However, sufficient funds would have to be budgeted in the early years of
the contract to cover such advance purchase costs. This level of funding
might be difficult to obtain, particularly if a number of AMYP programs are
proposed on this basis in a given fiscal year.

3. Advance Purchase of Materials.

There are three basic alternatives for funding advance material
purchases. The following sections discuss these options in the context of
a hypothetical AMYP, and analyze the relative merits of each alternative.
Figures 2 through 4 will serve as the framework for the ensuing
analysis. Each alternative assumes a three-year contract requiring delivery
of 33 end items per program year. Nonrecurring costs (NRC) in the amount

of $35 million are amortized across all three years. Advance purchase of
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materials is included at $100 million. A distinction is then made between
the prime contractor's obligation and expenditure profiles. That is, it is
assumed that subcontracts for advance materials will be awarded as follows:
$60 million to be obligated in FY 1; $40 million in FY 2. However, actual
vendor payments will not be made until delivery takes place. The expendi-
ture profile developed in this example assumes payment of $50 million in

FY 1; $30 million in FY 2; and $20 million in FY 3. The effect of progress
payments on this expenditure profile is also considered. Finally, other re-
curring costs (ORC) are established at $165 million, or $55 million in each
program year. While highly simplified, the following examples of advance
purchase alternatives illustrate many of the advantages and disadvantages
of each option.

a. Contractor Financing.

If the alternative portrayed in Figure 2 is applied, the financ-
ing of the advance purchase would come from the contractor's own working or
debt capital. Under this concept, the contractor would incur a deficit ir
FY 1 of $16.67 million which would not be fully recouped until contract com-
pletion. While some relief would be provided by progress paymentc, this
would not be sufficient to cover purchases for all unfunded program years.
Borrowing costs associated with a contractor financed advance purchase would
either be absorbed in the form of reduced profit or reflected in inflated

12

cost figures. In addition, the prospect of having to finance advance

12
The latter course of action would place the contractor in a compro-
mised position as DAR 15-713.7 specifically designates interest and other
financial costs as patently unallowable.
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parchases may inhibit competition. In sum, while this concept may be appeal-
ing on the surface, it carries distinct cdisadvantages and may be difficult
to implement.

b. Full Funding.

Figure 3 illustrates the full funding concept as it would apply
to advance purchases in AMYP. Under this approach, the Government would de-
velop a funding profile which paralleled the contractor's obligation profile.
That is, if the contractour intended to place subcontracts and purchase orders
totalling $60 miilion 1n FY 1, that amount. would e funded on the prime
contract. Similarly, $40 million would be funded for advance purchases in
FY 2. It should be emphasized that this approach is not tied to the con-
tractor's expenditure profile, ard therein lies 1ts major drawback. Aside
from progress payments, the prime contractor will incur no payment liability
to its vendors until delivery is actually made. Reference to the figure
wii) show that actual expenditures (i.e., delivery payments) continue
thirugh FY 3. By comparing the funding levels with the expenditure profile
refleccet in the example, it can be seen that $10 million in FY 1 and a like
sum in FY " would lie dormant for payment purposes over extended periods,
pending del:v~ry of vendor items. While these balances would ultimately
be utilized . succeeding years, the cash flow disadvantage to the Govern-
ment should be clear. In sum, strict application of this concept would re-
sult in premature obligation of funds to the benefit of neither party.

c. Termination Liability Funding.

The alternative illustrated in Figure 4 essentially represents a

compromise between the two funding strategies outlined above. 1t attempts
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to provide the contractor with sufficient working capital, while reducing
the initial funding requirements associated with the full funding technique
Under the concept of funding to termination liability, the
Government would provide advance purchase funds sufficient to cover payments
for deliveries actually made by vendors during a given fiscal year. 1In
addition, funds would be included to cover any termination costs for which
the prime contractor would be liable if future program years were cancelled.
Referring to Figure 4, funds would be obligated on the prime contract in
FY 1 for (1) actual payments of $50 million for items to be delivered to
the prime contractor in FY 1, and (2) termination liability of $5 miiiion
associated with work in process for FY 2 deliverables. Such termination
liability funding could be considered a progress payment reserve to cover
costs incurred by vendors in FY 1 in support of deliveries to be made in
FY 2. This would be a legical approach in that any resultant termination
settlement would similarly incliude payments for completed items and work
in process. The approach has several merits. Constructive use would be
made of funds reserved to cover termination liability by providing the
pri.je and subcontractors with sufficient working capital. This would not
represent an unearned benefit, as any progress payments would be based on
costs actually incurred. In the event of cancellation, any outstanding
progress payments could simply be credited against the negotiated termina-
tion settlement(s). Application of this technique would also reduce the
initial financial obligation associated with fully funding advance purchases.
Its major disadvantage appears to be administrative complexity. First,
progress payments made during FY 1, for example, would have to be liquidated

against delivery payments in FY 2. Second, as progress payments cover only
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a portion of costs actually incurred, exclusive of profit, a mechanism would
have to be developed to credit any unused FY 1 termination liability funds to
the FY 2 account. By appiying this technique to the example given, only

$25 million would have to be obligated for FY 2 advance purchases, the re-
maining $5 million being provided by FY 1 progress payment liquidations and
other credits. A similar situation would occur in FY¥ 3, in which only $15
million would have to be obligated. As is often the case with AMYP, these
factors would lend an additional element of complexity, but should not pre-
sent an insurmountable barrier to the application of an otherwise sound
technique.

4. Incremental Funding.

Again referring tc Appendix A, an incremental funding approach en-
visions the appropriation and obligation of funds in an amount which is not
sufficient to complete a total fiscal year's quantity of end items or ser-
vices in a finished, military useable form. This type of funding is pro-
vided with the understanding that future year appropriations will be re-
quired to complete the items or tasks. Incremental funding is currentiy
a common practice on research and development programs, and could be adapted '
to certain multi-year procurements.

Figure 5 illustrates the incremental funding concept as it would
apply to the same contractual situation portrayed in the preceding examples.
In this case, level funding of $100 million would be maintained throughout
the MY period. The contractor would then be aliowed total latitude in ex-
pending these funds without regard to the program year such expenditures
support. Viewed in this light, an incrementally funded AMYP approaches

being a single, extended term contract which is funded in three separate
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allotments or increments. [In the example presented, MAL is again amortizea
over the entire three year period. The contractor has next expended $5C
million of advance purchase costs in order to exploit available economies
of scale. This would leave only $38.33 million in other recurring costs
(ORC) with which to begin fabricating end items. As approximately $1.67
million ORC per unit is required for manufacture ($165 million ORC = 99
units), only 23 end items could be produced with FY 81 funding. This

quantity would be further reduced if progress payments for future year
advance surchases were considered. However by FY 2, $48.33 million ORC

v¥ouic be available after NRC and advance purchase costs are expended. This
would allow for the fabrication of 35 units in FY 2, thus beginning to off-
set the shortfall experienced in FY 1. By FY 3, $68.33 million ORC would
be available to manufacture the remaining 41 units.

The reader is again cautioned that this is a highly simplified ex-
ample in that no material costs other than advance purchases are included;
no consideration is given to learning curve effects; and no indirect ex-
penses are recognized. Nonetheless, it illustrates several points about
incremental funding. First, incremental funding minimizes the Government's
initial financial commitment while still providing the contractor with ade-
quate working capital. Secondly, the latitude provided the contractor in
expending available funds should maximize AMYP's cost saving potential.
Thirdly, this " ading strategy should not require a high cancellation ceiling
due to the fact that advance purchase costs and ORC expended would be sub-
ject to a termination for convenience type settlement which could be largely

paid from available funds. Only NRC (assuming that it continues to be
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amortized) and possibly some incidental termination liab'lity costs would
be included in the cancellation ceiling. Fimally, it should present no
barrier to competition as contractor working capital recuiremests should be
win.mal.

On the other hand, a perceived disadvantage of incremental funding
is the fact that early cancellation would result in delivery of less than a
total program year's requirement. In this example, if the contract were
cancelled after FY 1, the Government would receive only 23 finished end

items, plus a large inventory of materials and components. A similar,

though less acute, situation would arise upon cancellation after FY 2. If
this were to occur, the Government would either be forced to accept lesser

deliveries or to appropriate additional funds for ccmpletion of the uncan-

celled program year requirements. This additional ORC funding requirement
should approximate the moneys that would have had to have been initially
appropriated under the termination liability funding approach outlined
above. However, a supplemental appropriation would be needed, and the
required funds might not be provided. The specter of an unfavorable
cancellation settlement makes the selection of stable programs of the
essence for incrementally funded AMYP.

As a final note, it should also be recognized that incremental fund-
ing represents a radical departure from the current policy in DODD 7200.4.
While this does not make the approach any more or less appropriate for a
given acquisition, it may present a practical constraint on wide usage.

5. Treatment of Nonrecurring Costs.

Lach of the examples discussed above assumes trat NRC will be ex-

pended at a steady rate throughout the MY period. In fact, NRC expenditures
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would probably be skewed toward the first program year cue to the fact that
& large proportion of BRC is attributable to preproduction or start up costs.
As discussed previously, classical multi-year procurement requires the con-
tractor to amortize these costs evenly across the unit price of ali deliver-
able end items. While no formal statements in suppor:t of revising this
policy were discovered during the course of this research, the flexibility
encouyraged by the appended DOD Memorandum would appear to open this issue
to debate. Suffice to say that if MRC funding is allowed to track the con-
tractor’'s expenditure profile, additional monies would generally be required
at the outset. While such funds may be difficult to obtaia, it may be ne-
cessary to adopt this practice in situations where initial NRC expenditures
are expected to be high, so as not to inhibit competition by placing an un-
due cash flow burden on potential contractors.

D. PRICING AREAS.

1. Introduction.

This section includes a general discussion of pricing considerations
in MYP. Issues to be addrassed include cost savings projections, cancella-
tion ceiling calculation, level pricing implications and payment provisions.
Emphasis is placed on AMYP pricing, and the close relationship between the
funding method to be applied and its attendant pricing options is stressed.
Each selection is qualitative in nature, addressing the basic factors to be
considered and their interrelationships. No attempt is made to develop
quantitative models for treatment of these factors.

2. Cost Savings Projections.

a. Advance Purchase Savings.

As touched upon in Chapter III of this report, the estimation
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of advance purchase savings should embody the basic principles of economic
order quantity calculations. Just as there are economiés of scale to be
realized at the prime contract level, there should be economies of scale at
the subcontract level. Anticipated savings would arise from such factors

as increased labor learning, workforce stability and more efficient schedul-
ing. Similar savings <hould accrue from second tier subcontractor economies,
and so on through the subcontracting network. In addition, there should be
economies associated with reduced administrative costs for subcontract place-
ment and administration. On the other hand, increased lot sizes and acceler-
ated deliveries may result in large inventories of components and materials
at the prime and/or subcontractor's facility. Such inventories give rise to
storage costs which will have the effect of offsetting other savings to some
degree. Primary factors to consider include the physical characteristics

of the items (e.g., size and special protective requirements) and the com-
pany's storage capacity (i.e., present capacity versus need for additional
racilities).

In a related area, there may be a certain amount of inflation

avoidance associated with early subcontract deliveries at each tier. How-
ever, as can be seen under Funding Issues above, either the contractor or
the Government must provide early funding to finance advance purchases.
This accelerated funding profile will carry either borrowing or lost oppor-
tunity costs which will mitigate inflation avoidance savings to some extent.
The precise interplay of inflation avoidance and borrowing/lost opportunity
costs is dependent on the situation at hand, but careful analysis of the

subcontract expenditure profile(s) should provide key intormation in this
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regard. By coupling the estimated expenditure profile with projected in-
flation rates, it should be possible to apply a form of present value analy-
sis to calculate net savings in this area.

‘ As a final point on advance purchase savings, the Govornment's

‘ termination liability in the event of cancellation should be considered.

This is essential if termination liability funding is to be provided. It

. mesttbarcs

is also advisable to estimate the level of the Governmen:'s potential lia-
bility under other funding strategies, as this is also a key ster in estab-
] lishing an equitable cancellation ceiling (see below). The primary value of
this analysis in savings projection is to develop visibility of the Govern-
ment ‘s cost-to-complete versus cost-to-cancel options. The contractor’s
é expenditure profile is again an excellent source of informatio... though it
% may be necessary to solicit data which reflects termination liability for
each cancellation possibility as part of the contractor's proposal.
b. Labor Savings.
Labor savings should arise from two closely related factors:

; workforce stability and learning curve improvements. The former is intui-

tively clear, but difficult to quantify. The long term commitment of MYP
will provide a stable production environment over a number of years. This,
in turn, should allow contractors to recruit, train and retain highly quali-
fied workers based on the promise of long term employment. The precise eff-
ect of such workforce continuity cannot be foreseen. Learning curve improve-
ments, on tie other hand, aée much more quantitative in nature. The first
factor to consider is an absolute improvement in the learning rate. For

example, one of the Army candidate pregrams estimated an improvement in the
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learning curve factor from 92 to 87 percent if AMYP were applied.]3 Second,
disruptions in the learning curve should te eliminated in the stable pro-
duction environment provided by AMYP. In sum, while other savings associated
with workforce stability are largely intangible, it should be possibie to
quantify learning effects by applying established techniques in light of the
factors outlined above.

c. Nonrecurring Cost Savings.

As has been discussed previously, one of the primary cost savings
associated with classical multi-year procurement resulted from the amortiza-
tion of a fixed level of NRC over a large number of end items. This concept
has been thoroughly explored in the literature and need not be treated ex-
tensively in this writing.]4 With the advent of the increased cancellation
protection provided by AMYP, NRC investments in capital equipment to support
the production program should become much more attractive. Such investments
would presumably increase the contractor's productivity and lead to recurring
cost savings. The interaction of nonrecurring expenditures and recurring
cost savings should always be analyzed to determine their net effect on over-
all contract costs. It may be that pricing arrangements will be negotiated
which reflect a high ratio of NRC to RC. If so, the effect of this arrange-

ment on cancellation ceilings should be carefully considered.

13
Project Manager for Training Devices, "COFT Procurement Concept
Analysis" (Naval Training Center, Orlando, FL, 1981), p. 19.

14
See, e.g., Report of the Commission on Government Procurement,
Vol. 1 (Washington, D.C., 1972), p. 27. ’
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3. Cancellation Ceiling Calculation.

Under the concept of CMY?, only NRC could be included in w.ay can-
cellation settlement. Consequently, the methodclogy for determining a can-
cellation ceiling was rather straight-forward. The amount of NRC to be
expended was first estimated and then amortized over the unit prices of
deliverable end items. The only complicating factor was the $5 million
cancellation ceiling limitation. Even this was not so much a complication
as a limitation on the amount of NRC to be expended on the cuuiract. With
the advent of AMYP the determination of a realistic cancellation ceiling
becomes much more complex. The latitude provided by a $50 - 100 million
ceiling limitation should result in ceilings being tailored to the situa-
tion at hand rather than being established at the maximum allowable level.
Further, the flexibility allowed in formulating a funding strategy requires
careful analysis of the types of cost to be included in the ceiling on a
case-by-case basis.

As stated earlier in this report, the advance purchase of materials
for purposes of cost savings is inherent in AMYP, and will require the
modification of present full funding policies to accommodate its application.
Beyond this, each of the possible advance purchase financing arrangements
discussed above carries its own implications for cancellation ceiling
calculations. That is, if contractor financing is envisioned, all material
allocable to future program years would have to be included in the ceiling.
However, if direct Government financing is to be provided (either by
Tully funding or termination Tiability funding advance purchase costs),

inclusion of such costs in the cancellation ceiling would be inappropriate.
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While these costs would form a part of any cancellation settlement, they
would already be funded on the contract. Consequently, they could be
handled in the same manner as a termination for convenience settlement.

Another area of concern in establishing a cancellation ceiling is
unrealized labor learning. For purposes of cancellation settlements, the
DAR treats unrealized learning as NRC. If level pricing is retained with
regard to labor costs, unattained learning must be included along with
other NRC in the resultant ceiling.

A special situation arises if incrementai funding is to be applied
to a given AMYP. As presented above, incremental funding assumes that the
contractor will be allowed a great deal of latitude in expending available
funds. In the example discussed under Funding Areas, it was assumed that
the contractor would incur NRC, advance purchase costs and ORC in roughly
serial order. If NRC is again amortized evenly across all program years,
any unamortized amounts would be subject to inclusion in the ceiling.

There should be no need to include large amounts of RC, as the contractor
would be paying for materials and components as they are delivered. It
would also be making progress payments for work in process. All of these
costs could be assumed to be expended at the expense of ORC effort to fabri-
cate end items. Depending on the timing of the cancellation, the prime con-
tractor might be able to divert funds from ORC to cover any termination
1iability costs for cancelled vendor items. If this were not possible, tae
amount of termination liability incurred (exclusive of prior progress pay-
ments) would be appropriately included in the ceiling. Nonetheless, the
need for RC inclusion should be minimal as compared to the contractor fi-

nancing option for advance purchases.
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It can be seen that as the funding strategy approaches the conser-
vative end of the spectrum in requiring full NRC amortization and contractor
fimanced advance purchases, the cancellation ceiling will increase pro-
portionately. Conversely, if more liberal Government financing is pro-
vided or incremental funding is adopted, the magnitude of the ceiling
should diminish. In short, the greater the financial risk to be borne by
the contractor, the greater is the need for the cancellation protection
afforded by a high ceiling.

4. Level Pricing Implications.

As discussed in Chapter II of this report, the DAR currently re-

quires that end item prices be identical throughout the multi-year period.

As applied to CMYP, this requirement has the effect of forcing contractor's
to amortize NRC over all deliverable items. With the advent of AMYP, the
question of amortizing RC associated with advance purchases also comes

into play. The following paragraphs address these topics separately.

Whiie the amortization of NRC is a well established practice, the
equity of its results is still in question. Several factors should be con-
sidered in determining if level pricing of NRC is appropriate.

First, the question of finance charges should be addressed. A
large proportion of NRC is normally associated with preproduction or start-
up costs which are incurred during the first program year. If level pricing
is required, the contractor must defer reimbursement for a large portion of
these costs until items are delivered in future program years. The borrow-~
ing costs associated with financing such expenditures until reimbursement
is received can be significant in view of today's high interest rates.

On the other hand, if the Government reimburses NRC as it is incurred,
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additional funds would have to be appropriated at the outset of the multi-
year period. In this era of budget deficits, this early funding would be
reflected in increases to federal taxes or to the national debt if adequate
funds could not be reprogramed from another account. Assuming that either
party would have to pay approximately the same interest rate for its debt
capital, the question of NRC firancing has little significance from a purely
- economic standpoint. A wide disparity in interest charged to the respective
parties would swing the balance accordingly. Similarly, the advent of a
balanced budget would alter this premise. However, in today's environment
it appears that the question of finance charges simply hinges on which party

is to assume the responsibility.

A second factor to consider is the effect of level pricing on
contractor's willingness to compete for MYP awards. Simply stated, requir-
ing contractors to finance NRC expenditures over a number of years can act
as a serious impediment to competition. As noted previously, contractors
must provide such financing from either working or debt capital, If work-
ing capital were consicered as a source of funds, other opportunities
might well be more attractive. If debt capital were to be considered, the
contractor is faced with the fact that borrowing costs are unallowable ex-
pense under the DAR cost principles. If unreimbursable interest charges
were to be absorbed in the form of reduced profitability, other ventures
might again be more attractive. And if interest charges were to be "hidden"
in other cost elements, resultant unit prices might be too high to be compe-
titive. These factors would tend to favor Government financing of NRC in

order to promote competition.
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On the other hand, Government financing carries adverse budgeting
implications. That is, in financing NRC at the outset the Government would
be forced to budget funds to parallel the contractors expenditure profile.
This would require disproportionately high budgets for the early program
years. Borrowing cosis aside, such budgeting upheavals might well be
politically unpalatable. Thus, level budgeting is a tangible benefit of
level pricing from the Government's perspective.

Turning to the treatment of RC, if significant amounts are expended
for advance purchases on the basis of contractor financing, the considera-
tions outlined above are greatly magnified. In essence, when the Government
opts to fund the advance purchase it has determined to waive level pricing
as it applies to recurring costs.

It can be seen that there are many factors to be considered in
weighing the advantages and disadvantages of level pricing in a given situa-
tion. There seems to be no universal answer to the problem. In general
it is felt that the same latitude should be provided for the treatment
of NRC in this regard as will apparently be afforded to the financing of
advance purchase expenditures under AMYP.

5. Payment Provisions.

ks alluded to at various points throughout this report, one of
industry's primary concerns with MYP is maintaining an adequate flow of
working capital. The preceding section outlined the cash flow implications
of AMYP in the context of level pricing. That is, if industry is asked to
finance the accelerated expenditure profile associated with AMYP, attendant
borrowing costs may discourage contractor pariicipation. Even if unusual

progress payments are considered, the funding level in the early years of
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the MYP would most likely preclude full recoupment of all expenditures. If
the Government provides funding to cover these front end costs, cash flow
problems would be Tessened. However, as only eighty percent of costs incurred
are reimbursed by customary progress payments, the contractor would still

have to provide working capital to cover the remaining expenditures. Over

the extended term of AMYP, this could amount to a sizable investment.

A current DOD initiative which offers promise in alleviating this
prublem is the flexible progress payment rate program. The flexible progress
payment technique utilizes the "CASH" program of the Copper Impact computer
network to analyze a contractor's working capital requirements. In order
to receive this form of payment, the contractors must submit cash flow

] data to include the time-phased level of cost incurrence (by individual
cost element), the end item delivery schedule required by the solicitation,

and the projected billing and payment cycle. The "CASH" program then uses
this data to calculate the highest possible progress payment rate (up to
100%) which will keep the contractor's cumulative working capital invest-
ment from falling below five percent.

4 The flexible progress payment concept is highly compatible with

selected forms of AMYP. Such progress payments will go far in easing con-
tractor's working capital problems by reducing their investments from
twenty to about five percent. While there is concern that front end fund-
ing may not always be adequate to maintain this low investment level, cer-
tain funding techniques can alleviate this possibility to a great degree.

For example, providing termination liability funding to cover advance pur-

chases should ensure that adequate monies are available. The use of the
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incremental funding techrnique should likewise facilitate flexible progress
payments. On the other hand, it may not be possible to reimburse ninety-
five percent of all expenditures if contractor financing of the advance
purchase is required.

In another vein, the cash flow data provided by the contractor to
support its flexible progress payment request could also be used in many
of the calculations discussed in preceding sections. While this data could
be solicited in the absence of flexible progress payments, this technique
provides a ready avenue to obtain such information for multiple purposes.

There is still a major Timitation on the use of the flexible
progress payment rate test which reduces its effectiveness in MYP. That
is, it cannot be applied to price competitive contracts. In view of
this fact, flexible progress payments will do nothing to remove the cash
flow impediments to competition in AMYP.

E. CONTRACTUAL ISSUES.

1. Introduction.

The innovative techniques of AMYP, since they are a significant
departure from MYP of the past, give rise to a number of contractual ques-
tions. Examples of these questions are: What contract placement methods
can be successfully employed? 'What contract types lend themselves to AMYP?
Must certain standard contractual provisions be amended? What special
treatment must be afforded advance material purchases? There are no simple
answers because AMYP itself is not simple. Perhaps once AMYP legislation
is approved by Congress and the regulatory procedure begins, AMYP will be
defined in such a way that the answers to many of these questions will be

virtually prescribed. The present difficulty is largely due to the variety
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of individual techniques and combinations thereof which would potentially

be available. As AMYP has been defined as a family of possible techniques,
it seems obvious that the answers to those questions posed above depend upon
the particular techniques utilized in a specific contract. In order to pro-
perly treat all the "what ifs," a voluminous document would be required. In
addition, prescribing rigid answers would lessen the flexibility of AMYP and
might run counter to the legislation and/or regulations which are ultimately
forthcoming.

It is believed that the most significant contractual issues are
included in the following paragraphs of this section, but it should be re-
cognized that those issues are generally treated in a broad manner. More
detailed coverage would require further research and, as stated in the in-
troductory chapter, the reed for a timely report precluded addressing all
the numerous facets of AMYP.

2. Method of Placement.

Any form of AMYP can be placed by means of n2gotiation [-<umpetitive
or noncompetitive), but AMYP can be placed through advertising (formal or
two-step) only when some of the more simplistic techniques are empioyed.

For example, if a particular AMYP differed from classical multi-year ualy

to the extent of raising the cancellation ceiling and including recurring
cost in the ceiling, formal advertising might be an appropriate placement
method. On the other hand, if a given AMYP contempliated a complex advance
purchase to be termination liability funded, advertising might be toc re-
strictive as discussions would most likely be required. In general, if inno-

vative funding methods are to be used, negotiation will probably be necessary.
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Total small business set-asides, when otherwise appropriate, can be
utilized for AMYP. As is presently the case with CMY?, partial set-aside
procedures are generally not compatible with AMYP when high start-up costs
are involved. For further discussion of MYP set-aside applicability, see
DAR 1-322.1(e).

3. Type of Contract.

In the past, the only contract types authorized for MYP use (per
DAR 1-322.1(b)) were Firm Fixed Price (FFP) and Fixed Price with Economic
Price Adjustment (FPE). Fixed Price Incentive (FPI) contracts were notice-
ably omitted. However, DAR 3-401(b)(6) states in part, "... when price
competition is not present, and (i) when the cost and pricing data available
does not permit sufficiently realistic estimates of the probable cost of
performance, or (ii) uncertainties surrounding the contract performance
cannot be sufficiently identified to evaluate their impact on price, the
use of a type of contract other than FFP should be considered. For example,
a profit incentive to control cost can be achieved through the use of the
fixed-price incentive contract..."

In Tight of the above cited DAR passage, one would wonder why FPI
usage was excluded from authorized contract types for MYP. Perhaps it is
due to the fact that only with the issuance of Defense Acquisition Circular
76-20 dated 17 Sep 79 has MYP permitted non-competitive procurements. FPI,
per the above cited DAR passage, should be considered when the situation
warrants.

For AMYP, applicable contract types should be FFP, FPE, and FPI.

A cost type contract would not be appropriate since criteria for AMYP usage
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(i.e., design stability and cost confidence) include factors that are not
compatibYe with a cost type contract.

FFP application to AMYP does not present any new problems. FPE
would require extra thought, particularly in the way the Economic Price
Adjustment (EPA) would apply to advance procurements. For example, it
- would be negligent to allow the EPA index for program year four to apply
E . to items actually purchased and delivered in program year one. FPI would
raise yet more difficult questions so far as contract structure and admin-
istration are concerned. For instance, if level pricing is applied, how
would NRC be dealt with in terms of incentive targets, share ratios, etc.?

How would advance purchases be accommodated? Should there be incentive

targets and ceilings for each program year? In the event of cancellation,

should the FPI contract revert to FFP? If so, how can this be done? While

T TS Yy

the answers to these and other questions are not self evident, certain gen-
eral guidelines can be offered. First, particular care should be taken in

separating those elements of cost associated with the current program year

from those incurred in anticipation of future years. The former would be
included in the price incentive settlement for that year; the latter would
be allocated to the appropriate future year. In the event of cancellation,
such future year costs would be included in the resultant cancellation
settlement as either funded or unfunded Government liabilities. To facili-
tate this cost segregation, it is felt that agreement should be reached at
the outset as to the costs allocable to each category, and that separate
price and cancellation ceilings should be negotiated accordingly. Having
separate incentive arrangements for each year may be desirable to facilitate

price definitization as yearly requirements are completed, bu* this tight an
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arrangement may not always be necessary. Regarding conversion to FFP in

the event of cancellation, the negotiation of the FPI settlement for the
uncancelled year(s) would have the effect of converting the contract to

firm prices. Consequently, inclusion of separate provision for FFP reversion
under those circumstances should not be necessary. In a related area, one
of the Army's candidate programs included a provision for converting the

FPT arrangement for future program years to FFP by mutual agreement. This
may be advisable, particularly if a full five-year MYP is envisioned. In
fact, a key consideration in determining if a FPI AMYP is advisable should

be the likelihood of being in a position to negotiate a FFP/FPE contract
within the proposed multi-year period. If this is considered to be possible,
either the MYP commitment should be deferred until that time, or a provision
for converstion to FFP/FPE should be included.

4. Contractual Provisions.

a. General Considerations.

Since some aspects of AMYP are such a significant departure from
past MYP, it will be necessary to tailor some existing contractual provisions
to provide coverage for the new techniques. It is possible that some en-
tirely new provisions may have to be drafted. New or revised provisions
may have to be developed in the following areas to accommodate the particular
AMYP techniques to be employed:

(1) Allowability of RC in any cancellation costs.

(2) Authorizations for advance procurements.

(3) Funding methods.

{4) Proposal Pricing Instructions.

(5) FPI Provisions.
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(6) EPA provisions.

(7) value Engineering Provisions.

(8) Proposal Evaluation Provisions.
The above listing is not meant to be all inclusive. It is only an example
of the types of considerations which must be addressed. Specific examples

of clauses which might require modification are set forth below.

b. Tailored Provisions.

Many of the current DAR General Provisions were never intended
to accomrodate AMYP. The following paragraphs present some examples of

DAR clauses which would have to be modified to adapt them for AMYP usage.

Paragraph (e) of DAR 7-104.47(b), Cancellation of Items, spe-

cifically disallows "labor, materials, or other expenses incurred by the
contractor or its subcontractors for production of cancelled items." If
RC is to be included as a part of cancellation ceilings/settlements, that
paragraph would have to be modified accordingly.

The Limitation of Price and Contractor Obligations clause of
DAR 7-104.47(a) may or may not require amendment. If incremental funding |
is envisioned, paragraph (d) of that clause should be modified to (1) pro-
vide the contractor with the flexibility to expend funds without regard to
program year and (2) note that the contractor is not obligated to incur
costs over and above the current funding level of the contract. If incre-
mental funding is not applied, no modification should be necessary.

Although it has always been common practice to adapt economic
price adjustment (EPA) clauses to the requirement at hand, AMYP may again

require special treatment. That is, if advance purchase of materials is
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authorized, particular case must be taken to link the EPA provision to the

b contractor's expenditure profile for purposes of computing any adjustments.

; Beyond this, suffice to say that the extended term of MYP makes the selection
of appropriate economic indices extremely important.

4 The need for careful treatment of FPI pricing provisions has
already been explored. Other examples which require tailoring could also

3 be presented. The central point is that consistency among contractual pro-
visions must be ensured in light of the particular AMYP techniques to be

applied.
c. Value Engineering.

A problem arises in the treatment of instant and future con-

tract savings if a fixed price incentive (FPI) contract is used for AMYP.
In providing coverage for MYP, the DAR assumes that a FFP or FPE type con-
tract will be used in accordance with current CMYP requirements. Based on
this assumption, it defines instant savings as encompassing only those pro-
gram years which are funded at the time the value engineering change pro-
posal (VECP) is approved. Subsequently funded program years are treated

as future savings for purposes of computing the Government and contractor's
respective shares of net acquisition savings. In the case of FFP/FPE MYP,
this approach results in a 50/50 share of both instant and future savings
in accordance with DAR 1-1706.1(a). In providing coverage for FPI, the
DAC, #76-26 changed DAR 7-104.44 to provide that instant savings on FPI
contracts will be the same ratio as the contractor's cost incentive ratio.

This means that if we were to try to overlay the FPI requirement that the
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incentive share ratio apply to instant savings with the MYP requirement
that unfunded program years be considered future savings, there would be

inconsistencies as the table below depicts.

-
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Percentage Savings
Assume 80/20 FPI share ratio

Year 1 Year 2 Year 3 Year 4

funded unfunded unfunded unfunded
CMYP (FFP) 50 50 50 50
AMYP (FPI) 20 50 50 50

VALUE ENGINEERING SHARING ANALYSIS
TABLE 4

The treatment of future savings under an FPI AMYP presents a
dilemma. On one hand, if consistency is to be maintained in limiting
the contractor's share of future savings to its share under the incentive
ratio, the clause should be modified accordingly. On the other hand, this
approach may inhibit a contractor's incentive to conduct extensive value
engineering under MYP. This is considered to be an open issue at present;
it should be explored thoroughly at the time that implementing regulations
are drafted.

5. Advance Material Purchases.

The advance procurement aspect, although not specifically a con-
tractual issue in the strictest sense, will nonetheless be covered in this

section.
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As has previously been stated, perhaps the single most significant
aspect of AMYP will be abolition of the $5 million cancellation ceiling
which has limited the beneficial applications of multi-year procurements.
The second most significant aspect of AMYP is authorization for advance
purchases of materials and components. In Chapter III, the advantages and
disadvantages associated with the advance material purchase aspect of AMYP
have been discussed. It should be clear that one of the greatest cost
benefits achievable from the entire AMYP concept can be derived from ad-
vance purchases. This area also presents the greatest cost risk; but with
proper forethought, adequate contractual control can be established to re-
duce this risk.

During the data gathering phase of this research, knowledgeable
acquisition personnel interviewed were asked for their thoughts as to the
degree of control, if any, that the Government should maintain in relation
to authorizing advance material purchases. Most of the following discussion
is based upon the analysis of their experience and judgement.

In view of the fact that the multi-year contracts being discussed
are of the fixed-price variety, some experienced procurement personnel
might immediately state that it is an anathema to impose any material pur-
chasing controls over the performing contractor. In some cases, this philo-
sophy may be entirely proper. In other cases, however, imposing some level
of control may be advisable. It is felt that the general philosophy of
fixed-price contracting can be maintained while adequately controlling
advance purchases. The key rests in thorough analysis of the contractor's
advance purchase proposal at the outset. Several factors should be con-

sidered. Chapter III discussed *he advance puichase absolescence costs
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which could result from implementing technical changes. In some cases, the
Government may be in a better position to anticipate such changes than the
contractor. If this is the case, steps should be taken to eliminate com-
ponents which would be affected by the change from the proposed advance
purchase inventory. Such factors as limitations on shelf-life and expec-
tations of lower prices in the future should also be considered. A number
of personnel interviewed also suggested that advance purchases be Timited to
items which the Army could use on other projects in the event of cancella-
tion (i.e., items already integrated into the supply system). This is con-
sidered to be unwise as a general policy. It would tend to so limit ad-
vance purchases as to sacrifice many cost savings opportunities. It might
also demonstrate a preoccupation with cancellation which would bring the
advisability of pursuing AMYP into question. While commonality of compo-

nents might be an attractive ancillary benefit of a given advance pu: chase

proposal, it should not be a major consideration in most instances.

In summary, it is felt that careful analysis of contractor pro-
posals in light of the situation at hand should be the primary means of
controlling advance purchases. In most cases, the parties should be able
to resolve any differences through discussion of the issues. I[f mutual
agreement cannot be reached, specific language may have to be developed to
restrict the advance purchase. Even if this is necessary, the contractor's
flexibility should be restricted only to the degree necessary to assure

that the Government's interests are protected.
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It should be noted at this point that complex advance purchase
arrangements may require detailed discussions with the contractor. This
would preclude the use of advertised placement for those contracts.

F. WAIVERS AND DEVIATIONS.

As stated in Chapter I of this report, if revised legislation is not
forthcoming the Army may wish to propose AMYP candidates in accordance with
Appendix A. If so, a number of statutory and/or regulatory waivers and
deviations would have to be obtained. These are catalogued briefly below.
The order of presentation parallels the characteristics of AMYP displayed
in Table II.

In order to include a cancellation ceiling in excess of $5 million, the
limitation set forth at DAR 1-322.1(a) would have to be waived. More impor-
tantly, the consent of Congress would be required as the current limitation
was established by the FY 76 Defense Authorization Act. If Congress
fails to pass comprehensive legislation, its attitude toward MYP will be
clear. Consequently, obtaining Congressional authorization for an increased
ceiling could be expected to be difficult.

If recurring costs are to be included in cancellation ceilings/settle-
ments a deviation from DAR 1-322.2(c)(2) would be required. In addition,
DAR 7-104.47(b), Cancellation of Items, would have to be modified according-
ly. No Congressional action should be required in this regard.

The requirement for full funding is technically regulatory in nature,
although it is understood that this policy is endorsed and expected by
Congress. Consequently, it can be viewed as being a de facto statutory
requirement. In view of this fact, a waiver of DODD 7200.4 to allow for

advance purchases for economies of scale would be required, and Congressional
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consent should be obtained to avoid any adverse legislative ramifications.

Finally, waivers from DAR 1-322.2(a)(4) and 1-322.1(b) would be required

to employ non-level pricing and fixed price incentive contracts, respectively.

The current restrictions are regulatory, and no legislative action would be

needed.
It can be seen that limited forms of AMYP could be applied in the ab-

sence of a revised statute. But the major MYP restrictions (i.e., the
$5 million cancellation ceiling limitation and the full funding requirement)

would still be present.
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CHAPTER V
CONCLUSIONS AND RECOMMENDATIONS

A. CONCLUSIONS.

Multi-year procurement, in general, and advanced muylti-year procurement,
in particular, can be effective contracting methods under the proper circum-
stances. If candidate items/systems are selected on the basis of the cri-
teria set forth in Table 2 of this repoit, substantial benefits should accrue
to Government and industry alike. The latitude provided by AMYP could po-
tentialiy result in its application to a broad array of DARCOM requirements.
Nevertheless. AMYP should be impiemented judiciously until more experience
and confidence are gained in the use of advanced multi-year techniques.

AMYP should be viewed as only one of a number of available strategies, and
should be applied only after the risks attendant to a long 1erm commitm nt
have been carefully weighed.

1t is further concluded that a flexible MYP policy is needed to accommo-
date the latitude to be provided by anticipated AMYP legislation. As AMYP
is viewed as being a family of interrelated techniques rather than the re-
stricted methodclogy asséciated by CMYP, individual approacr<: -0 AMYP im-
Jlementation will have to be selectively tailored to fit a given situation.
The primary vaiue of AMYP lies in its innovative potential. Innovation
should n.t be constuined by an unduly restrictive MYP policy.

B. RECOMMENDATIONS.

1. Introduction.

The following recommendations generally parallel the presentation
of issues in Chapter IV of this report. In some cases, immediate resolu-

tion ot the issue does not appear to -. feasible. These open issues are
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identified and recommended for further research under Section C, below.

2. Policy Issues.

a. Criteria for Use of MYP/Timing of MYP Decision.

It is recommended that the selection of MYP candidates in strict
accordance with established criteria be strongly emphasized in DARCOM's
forthcoming MYP policy. Careful se]ecti&h of MYP candidates will facilitate
optimism in the efficacy of the approach and confidence in the outcome of the
effort. It is further recommended that the principle of coordinating the
timing of the MYP decision with the realization of these criteria be firmly
established. Implementation of this recommendation would require the
coordinated efforts of field activities, CARCOM headquarters and the Depart-
ment of the Army Staff.

b. Planning and Control Mechanisms.

It is felt that appropriate control of MYP decisions can be
provided without imposing additional paperwork requirements on the field,
Primary reliance should be placed on existent PPBS and contractual review
processes in this regard. With regard to contractual review, it is re-
commended that the Acquisition Plan be used as the document of record. It
is further recommended that the Army establish MYP Considerations as a
separate element of the Acquisition Plan. If current review thresholds are
raised significantly, it is also recommended that MYP review criteria be
specified. Such criteria should be keyed to both the obligation level and
the cancellation ceiling anticipated for the resultant contract. Imple-
mentation of this recommendation could be accomplished by amending Section

1-2100 of the Arny Defense Acquisition Regulation Supplement {ADARS).

75



et < S e

s

c. Budgeting Considerations.

It is recommended that a conservative budgeting policy be adopted
at present. The uncertainty surrounding cost saving projections and the
potential necessity of resorting to a single year contract have led the re-
searchers to believe that budgets should be predicated on "worst case"
assumptions. As more confidence is gained in cost savings projections and
industry acceptance of MYP, it may be advisable to revise this appvoach
accordingly.

3. Funding Issues.

a. Advance Purchase of Materials.

It is recommended that DARCOM policy issuances recognize both
contractor financing and termination liability funding as viable options
for advance purchases. Selection between these approaches shouid then be
predicated on a thorough review of such factors as (1) the dollar magnitude
of the advance purchase; (2) the anticipated expenditure profile attendant
to the purchase; (3) currcnt borrowing cost advancig:s being enjoyed by
either party; and (4) the projected level of competition for award. It is
further recommended that fully funding advance purchases be discouraged as
a matter of policy, as this approach prematurely obligates funds to the
benefit of neither party.

As funding policies should be consistent amona the services, it
is felt that the Army should sponsor a revision to DOD Directive 7200.4 to
effect this recommendation. If consensus among the services cannot be
attained, Army/DARCOM funding policies should nonetheless be modified to

reflect these positions.
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b. Incremental Funding.

With regard to incremental funding, it is felt that this tech-
nique offers the greatest cost savings potential for extremely stable pro-
grams. However, it is recognized that this technique is largely untested
in MYP production contracting, and the ramifications of a possible cancella-
tion are not yet completely clear. Consequently, it is recommended that
incremental funding be tested on a limited number of MYP candidates before
a firm decision is reached on its general application. At present, the

advisability of incremental funding is considered to be an open issue.

4. Pricing Issues.

—

a. Cost Savings Projections.

While this report addresses some of the considerations atten-
dant to projecting MYP savings, it is by no means all encompassing. This
is considered to be a prime area for additional research and is so recom-
mended under Section C, below.

b. Cancellation Ceiling Calculations.

With the advent of AMYP, establishing equitable cancellation
ceilings will b2come much more complex. This additional complexity arises
from both the anticipated increase in the current ceiling limitation and
the inclusion ~f recurring cost in cancellation ceilings/settlements. It
is, therefore, recommended that DARCOM policy strongly emphasize the need
for careful analysis of cancellation ceiling reauirements in 1ight of the
funding strategy to be employed.

¢. Level Pricing Implications.

Both the feasibility and advisability of level pricing will be
largely dictated by the funding methods to be applied. Competitive leverage
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may also be a factor. It is recommended that DARCOM actively support the
recision of the present DAR level pricing requirement to accommodate the
flexibility inherent in AMYP.

d. Payment Provisions.

Flexible progress payments are highly compatible with AMYP in
that they will provide the contractor with adequate working capital, while
also serving as a means for obtaining cash flow data from the contractor.
It is, therefore, recommended that the inclusion of flexible progress pay-

ment provisions in sole source AMYP solicitations be encouraged.

5. Contractual Issues.

2. Method of Placement.

To assure flexibility in AMYP implementation, it is recommended
that the current DAR latitude for contract placement be retained.

b. Type of Contract.

It is recommended that DARCOM actively support a DAR revision
to recognize the use of FPI contracts as a viable option in MYP. However,
it is also recommended that *he application of FPI contracts to MYP be
approached with caution until more experience is gained in their use.
Finally, it is felt that the use of cost type contracts for MYP production
contracting should be strongly discouraged as a matter of oolicy.

c. Contractual Provisions.

With the advent of AMYP, certain standard DAR provisions will
require modification. This is particularly true if a FPI contract is en-
visioned. Two actions are recommended. First, DARCOM should scrutinize

AMYP candidates during the solicitation review process to identify tailored
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clauses which might have general applicability. Any such clauses should
then be distributed to DARCOM field activities for their use in contract

construction. Second, it is recommended that those provisions identified

for revision in this report, as well as any others discovered during soli-
citation reviews, be submitted to the DAR Committee for inclusion in the
revised regulations.

With regard to value engineering, an apparent inconsistency in
the treatment of future savings arises when a FPI contract is applied to
MYP. This is considered to be an open issue as the efficacy of either
approach has not been demonstrated. It is recommended that this inconsis-
tency be elevated to the DAR Committee for resolution as all services
would be affected by any revision.

6. Deviations and Waivers.

If Congress fails to pass comprehensive legislation, the negative
(or at least cautious) attitude of that body toward AMYP should be ciear.
Nonetheless, if appropriate candidates are identified, it is felt that DARCOM
would be remiss in not pursuing AMYP on an exception basis. Therefore, it
is recommended ihat necessary waivers and deviations be requested to pursue
such candidates under the circumstances outlined in this report.

7. Training Reguirements.

The use of AMYP techniques would represent a radical departure from
familiar CMYP procedures. Consequently, adequate training should be pro-
vided to the field on any reviscd DARCOM MYP policies. A three-fold approach
is recommended. First, a second Multi-Year Workshop should be convened to

familiarize key personnel with the revised policies. This should occur as
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soon as practicable after the revised statutes and regulations are published.
Second, seminars should be conducted at DARCOM Major Subordinate Commands
after DARCOM policies are solidified. The target audience in this case

should be journeyman level procurement personnel. Finally, it is recommended

that AMYP instruction be incorporated into the US Army Logistics Management
Center curriculum for purposes of ongoing education. Altogether, these
steps should go far in assuring effective implementation of DARCOM's AMYP
policies.
C. OPEN ISSUES.

1. Introduction.

The opening chapter of this report made note of the fact that all
facets of MYP contracting could not be covered in the time allotted to this
research. Consequently, a number of issues remain open at this writing.
The advisability of scrutinizing AMYP solicitations for tailored clauses
with potentially broad applicability has already been discussed. The
following paragraphs set forth three additional areas which are considered
to be prime candidates for further research and analysis.

2. Cost Saving Frojection,s.

Discussions with field personnel indicated that there is presently
no standard methodology for projecting AMYP savings. The uncertainty sur-
rounding this issue is also evidenced by the fact that overall savings esti-
mates vary from ten to thirty percent. Moreover, representatives of the
House Appropriations Committee's Surveys and Investigations Team identified
the need for a standardized cost projection and risk assessment model as a

result of their survey of MYP candidates. It is, therefore, recommended
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that additional research be conducted in this regard. A1l Army MYP candi-
date programs were tasked to provide "Estimated Savings for Multi-Year
Procurement" by the Deputy Chief of Staff for Research, Development and
Acquisition in his letter of 14 May 1981. As a result of this tasking,

considerable efforts must have been expended by the field in formulating
these estimates. The resultant data base should facilitate research into

developing a standard methodology. This research could proceed in the near
future.

3. Incremental Funding.

The incremental funding concept is considered to have potential
merit for stable MYP programs. It appears that incremental funding has the
greatest potential for cost savings, and it has the additional benefit of
allowing for level budgeting. However, it represents the most radical de-
parture from current funding policies, and the effect of any cancellation
is not totally clear at present. It is recommended that this concept be
explored more thoroughly and restricted to a very limited number of pro-
grams at present. Additional research in this area may require efforts
from both contracting and budgeting personnel.

4. Lessons Learned.

As AMYP is a new and relatively untried approach to contracting,
much of the literatura on the subject is necessarily speculative in nature.
As more experience is gained, the validity of current AMYP assumptions will
be demonstrated. It is considered important that the Army institute a

"lessons learned" program for early AMYP candidates. Thorough analysis of
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lessons learned by these initial candidates should facilitate problem avoid-
ance on later AMYP programs. Such analyses could also serve as an avenue
for refining DARCOM's AMYP policy in the future. It may be advisable to
have this office revisit the subject of AMYP as more experience is gained
and documented in these lessons learned.

D. REPORT ADDENDUM.

As noted in Chapter I, it was necessary to prepare a report addendum
to (1) outline the revised MYP statutory requirements; (2) discuss the
interim DAR changes which implement the revised legislation; (3) analyze
the application of expenditure funding to advance purchases; (4) present
the Department of Defense policy on advance purchase funding; and (5)
accommodate field comments on the draft report. None of these developments
affect the conclusions and recommendations set forth above. Nonetheless,
the reader should refer to Appendix C to this report to review the latest

developments in multi-year procurement.
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THE DEPUTY SECRETARY OF DEFENZE
APPEUDIX A

WASHINGTON D C 2C201

MAY 11881

MEMORANDUM FOR SECRETARIES OF THE MILITARY DEPARTMENTS
DIRECTORS, DEFENSE AGEWCIES

SUBJECT: Policy Memorandum on Multiyear Procurement

é POLICY

It is the policy of the Department of Defense (DoD) to acquire
required property and services in the most eccnomical manner, consistent
with sound management. Property and services shculd, when practicable,
be acquired at times and in quantities that will result in reduced
costs to the Government and provide incentives to contractors to impruve
productivity through investment in capital facilities, equipment, eanc
advanced technology. For quantity production, contracts should be struc-
tured and funded wherever possible to benefit from economies of scale
where such economies car be attained at an acceptable level of risk to
both the Government and the contractor.

The economies and efficiencies of multiyear contracts shall be
balanced against risks from unstable operational, technical, design, or
guantity requirements. Planning shall be conducted sufficiently early
to pernit inclusion of monetary requirements and the multiyear concept
adopted (including any necessary request for cancellation ceiling
authority)in the appropriate budget documents.

Development of the strategy involving multiyear concepts shall te the
responsibility of program, system, support, or commodity managers in close
cooperation with contracting and financial management specialists. Deviatiow
from the provisions of Defense Acquisition Regulation (DAR) 1-322 and Ocd
Directive 7200.4 shall be authorizec on a case-by-case basis by appropri-
ately decignated Departmental officials in conformance with the prevision
of this memorandwa, Revisions to these two documents snall be made by tne
DAR Council and the Assistant Secretary of Defense (Comptroller) after
determining what changes should be made.

DEFINITIONS

Terms that shall be used for multiyear procurement actions are
defined in enclosure 1. The definitions may vary from currently
accepted uses of the terms to conform to the new policies and pro-
cedures contained in this memorandum.
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CRITERIA

The process of deciding to use or not to use special economic
concepts for proctrement requirements requires management judgment.
The criteria to be considered are provided in enclosure 2.

CONCEPTS

Full funding is the preferred method. Contractual commitments for
support of outyear end items are authorized but shall be made only after
careful assessment of benefits versus risks. The following depicts the
spectrum of primary alternatives for weapon system acquisitions:

1. Ewll funding - Congressional obligation authority (O0A) for
fully financing any quantity of end items in a single fiscal year. Cur-
rently two partial exceptions to the full implementation of this policy
are authorized and extensively used for weapon system application.

(a) Classical multiyear procurement - A contract covering more
than one year's requirements but budgeted and financed in annual
increments. The contractor is protected against the loss result-
ing from cancellation to allow reimbursement nf unrecovered
non-recurring costs.

(b) Advance Procurement - Financing of long lead components
in a fiscal year in advance of that in which the related end
item is to be acquired.

2. Advanced Multivear Concepts - A spectrum of contracting and
financing authorTty wnich will permit more economic and efficient acqui-
sition of weapon systems which meet established criteria.

(a) Full Funding with Expanded Advance Buy - Extension of
advanced buy concepts to include economic order quantities for
more than one fiscal year contract requirements.

(b) Multivear with Expanded Advance Buy - ldentical to
classical multiyear with advance procurement of materials,
components and their associated labor for end items in the
outyear portions of the contracts. Economic lot buys of such
materials and components will be permitted based on estab-
lished guidelines/criteria.
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(c) Funding to Termination Liability - Funds are appropriated
for specific increments of work to be accomplished during the
fiscal year for which the funds are approved. Increments of
work are based on economic production considerations of the
total end items on contract (including block buy quantities)
but are generally rot segregated to a specific subset of the
total quantity. This concept has only limited application to
production rate type programs and should be considered as an
exception to normal procurement financing.

BUDGET PLAIl

Budget plans for multiyear procurements shall be in accordance with
enclosure 3.

CONTRACTUAL CONSIDERATIONS

To ensure broad application of multiyear procurement to suitable

programs, acquisition managers and contracting officers are encouraged
inngvative in developing contractual terms and conditions that

Nl TISR assumption ov the contractor an e appropria
control by the Government, Whiie control by the Government should oe
1ittle different in a multiyear contract than in year-to-year contract-
ing, risk assumption by the contractor for outyear production under a
multiyear contract may be significant. With regard to this risk assump-
tion, consideration in pricing contracts should be given to (1) tailored
economic price adjustment provisions, (2) profit objectives comparable
with the risk, and (3) financing arrangements which reflect the con-
tractor's cash flow requirements. In specific cases deviations from

existing policies in these areas may be necessary and should be handled
in accordance with DAR 1-109.

MONITORIIG

Existing procedures shall be reviewed to ensure that they adequately
provide the mechanism for monitoring and controlling the progress of
those programs selected for multiyear procurement.

APPLICATION

These principles are applicable to preparing budget submissions and
justification material for FY 1983 and beyond. They are aiso applicable
to FY 1981 and 1982, but since they may deviate from material sutmitted
to the Congress and how Congress provided fund authorizations and appro-
priations, they may require the use of reprogramming procedures before
they can be used.
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IMPLEMENTATION

Wherever the planned acquisition of property or services for FY 1923
and subsequent years meets the criteria set forth above, program, system,
support, or commodity managers should formally evaluate the potential
value of MYP to reduce costs. Where conditions appear feasible, requests
for proposals for FY 1983 and subsequent year requirements should require
both annual year and multiyear proposals. Generally, before release of
the RFP, requests for deviation to DAR and DoDD 7200.4 should be for-
warded for case-by-case approval by appropriately designated Departmental
officials. Solicitations should request proposals for the MYP effort to
remain valid for a period of time consistent with obtaining any required
deviations to current directives.

/
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Enclosures
As stated

NOTE: Enclosure 3 has been withdrawn from this Appendix 1.
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DEFINITIONS

Advance Procurement. An exception to the full fundirg policy
which allows procurcment of long leadtime items (advanced long lead
procurement) or economic order quantities of items (advance EOQ
procurement) in a fiscal year in advance of that in which the
related end item is to be acquired. Advance procurements may
include materials, parts and components as well as costs asso-
ciated with the further processing of those materials, parts andé
components.

Annual Funding. The current Congressional practice of limit-
ing authorizations and appropriations to one fiscal year at a time.
The term should not be confused with two year or three year funds
which permit the Executive Branch more than one year to obligate
the funds.

Block Buy. Buying more than one year's requirement under &
single year's contract. A total quantity is contracted for in the
first contract year. Block buys may be funded to the termination
liability or fully funded.

Cancellation. A term unique to multiyear contracts. The
unilateral right of the Government not to continue contract
performance for subsequent fiscal years' requirements, Cancella-~
tion is effective only upon the failure of the Government to fund
successive FY requirements under the contract. It is not the
same as termination.

Cancellation Ceiling. Upon cancellation, the maximum amount
that the Government will pay the contractor which the contractor
would have recovered as a part of the unit price, haé the con-
tract been completed. The amount which is actually paid to the
contractor upon settlement for unrecovered costs (which can only
be equal to or less than the ceiling) is referred to as the can-
cellation charge. Currently, this ceiling includes only non-
recurring costs.

Full Funding. Funds are available at the time of award to
cover the total estimated cost to deliver a given quantity of
complete, militarily useable end items or services. Under current
policy (DOD Directive 7200.4), the entire funding needs of the
fiscal year production gquantity must be provided unless an exceg-
tion for advance procurement has been approved. A test of full
funding is to ask the guestion, Does any part of this year's buy
depend on a future year appropriation to result in the delivery
of complete units? If the answer is yes, the contract is probably
not fully funded. The principle of full funding applies oniy to
the Procurement Title of the annual appropriation act and therefore
affects production contracts but not RDT&E contracts.

Enclosure 1
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Incremental Funding. Fundsg are not available at the tamce of

in a finished, military useable form, Future ycar appropriaticrns
are required in order to complete the items or tasks. Incremcnta.
funding i1s commonly used for RDT&E programs.

Multiyear Contract. A contract covering mcore than one ycar's
but not 1n excess of five year's requirements. Total contract
guantities and annual guantities are planned for a particular levci
and type of funding as displayed in the current FYDP. Each progranm
year 1s annually budgeted and funded and, at the time of award,
funds need only to have been appropriated for the {irzst year. The
contractor is protected against loss resulting frem cancellation
by contract provisions which allow reimbursement of costs includegd
in the cancellation ceiling.

Multivear Funding. A Congressional authorization and apnro-
priation covering more than one fiscal year. The term should not
be confused with two year or three year funds which cover only a
one¢ fiscul year's requirement but permit the Executive EBEranch
more than one year to obligate the funds.

Multiyear Procurement. A generic term describing situatiors
in which the Governnent contracts, toc some degree, for more thaen
the current vear requirement. Examples include multiyear contracts,
block buys, advance EOQ procurement. Generally, advance long lcal
procurements in support of a single year's reguirement would not he
considered a multiyear procurement.

Nonrecurring Costs. Those production costs which are gener
incurred on a one time basis include such costs as plant or equil
ment relocation; plant rearrangement; special tooling anc specic
test equipment; preproduction engineering; initial spoilage and
rework; and specialized work force training.

Recurring Costs. Production costs that vary with the guan-
tity being produced such as labor and materials.

Terminatior for Convenience. Procedure which any apply tc
any Government c¢ontract, inclueding multiyear contracts. An con-
trasted with cancellation, termination can be effected at any
time during the life of the contract (cancellation 1s commonly
effected between fiscal years) and can be for the total quantity
or a partial guantity (whereas cancellation must be for all
subsequent fiscal year's gquantities).

Termination Liability. The maximum cost the Goverr.nent would
incure if a contract is tcrminated. In the case of a multiyear
contract terminated before completion of the current fiscal year's
deliveries, termination liability would include an amount for bot!
current year termination charges and outyear cancellation charges.
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Termination Liability Fundinag. Obligating sufficient con-
tract tunds to cover the contractor's expenditures plus termination
liability but not the total cost of the completed end items.
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The process of deciding to use or not to use a multiyear procurerient (myp)
for production programs ds well as how best to tailor aend structure MY?
requires mocoyeient Judgsent. The following craiteria have been prepared as
guidelines tor decision wakers. The criteria are to be considered in g
comparative henefit/risk analysis forimat where criterion 1 below, represents
the benefi; factor and criterta 2 through 6 represent risk factors. A formal
for a hypu.hetical progran 1s shewn at Attachment 1.

1. Benet1: to the Government. A multiyear procurement should yield
substant . .] cost avoidance or other benefits when compared to conventional
annual contracting methods. MYP structures with greater risk to the Governuwent
should tuuonstrate increased cost avoidance or other benefits over those with
lower r sk. Savings can be defined as significant either in terns of dollars
or perc:itaye of total cost.

2. Srurility of Requirement, The minimum need (e.g., inventory or acquisition
obyes T F) tor the production item or service is expected to remain unchanged
or ve-y only slightly during the contemplated contract period in terms of
production rate, fiscal year phasing, and total quantities.

3. L.tability of Funding. There should be a reasonable expectation that the
proycem s 1i1kely Lo be funded at the required level throughout the contract
period.

4. Stable Confiquration, The item should be technically mature, have
completed KDTEE (vncluding development testing or equivalent) with relatively
fuw changes in 1tem design anticipated and underlying technology should he
stable.  This does not mean that changes will 10t occur but that the estimgted
cost of such changes is not antigipated to drive total costs beyond the
proposed funding profile.

5. Degree of Cost Confidence. Tnere should be a reasonable assurance that
cost estimates for both contract costs and antic¢ipated cost avoidance are
realistic. Estimates should de based on prior cost history for the same or
sumilar 1tems or proven cost estimating techmigues.

6. Degree of Confidence 1n Contractor Capability. There should be confidence
that the potential contractor(s) can pertorm adequately, both in terms of
Governinent furnished 1tems (amaterial, cata, ete.) and their firm's capabilities.
Potential contractors need not necessarily have previously produced the item.

Enclosure 2
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APPENDIX B

HUGHES RIRCRAFT COMPANY

CULVER CITY, CALIFOANIA

ALLEN E.PUCKEYTT

CMAIN DF 'k BOARD AND
eneEr EXCEUTIVE AFFICER October 29, 1980

The Honorable Richard H. Ichord
Committee on Armed Services
Subcommittee on Research & Dev:lopment
U.S. House of Representatives

2302 Rayburn House Office Building
Washington, DC 20515

Dear Mr. Ichord:

Subsequent to my statement regarding the status of the Nation's defense
industrial base, you requested that I comment for the record on how

the annudl authorization and appropriation process needs to be changed

to allow for multiyear authorizations and appropriations and what changes
would need to be made to the Defense Acquisition Regulations (DAR).

Hughes heartily endorses consideration by the House Armed Services
Committee of this important issue. My remarks will be directed speci-
fically at changes in Congressional, OMB and DoD acquisition policies
and various Directives and DAR that stifle multiyear system contracting.

First -- Full Funding. There appears to be an unwritten policy in the
Congress that acquisitions under the "procurement title" must be fully |
funded. This unwritten policy is implemented by OMB in Directive A-11

and by DoD in Directive 7200.4 titled, Full Funding of DoD Procurement
Programs, These policies require all of the funding for recurring costs
for a multiyear contract (that is, a contract calling {or hardware deli-
veries over a period of several years) to be included in the first year's
authorization and appropriation, plus the first year's portion of the total
program nonrecurring cost, thereby creating a budgetary "bow wave.'" For
major programs, this is a significant stumbling block to utilizing multi-
year contracting.

‘.

Second -~ $5M Cancellation Ceiling. The Defense Authorization Act of 1976,
Public Law 94-106, Section 810, imposes a termination ceiling of $5M for
multiycar procurement as defined in DAR 1-322, dated 26 September 1972. The
$5M ceiling is far tco low for major programs and ihe DAR further restricts
its usage to only nonrecurring costs for system acquisitions. The latter is
not a problem if the program is fully funded in the first year, but is a
problem if an alternative to full funding is considered.
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The Honorable Richard H. Ichord
Page two
October 29, 1980

Third -~ Flat Pricing. DAR 1-322 contemplates amortizing the non-
recurring implementation and all associated costs on a fla. unit price
per year over the duration of the multiyear contract. With interest rates
in a range of 12-20% and progress payments at the current 80X rate, it is
financially impractical for a contractor to accept such an arrangement.

Fourth -- Flexibility. The Congress, to some degree, and the Executive
Branch have expressed concern about the loss in flexibility to meet chang-
ing priorities if a substantial number of large DoD procurements were
handled on fully funded multiyear contracts.

While we believe that the single most significant benefit to be derived
from multiyear contracting would be our ability to place larger and more
economical buys with our suppliers and thus to provide lower hardware costs
to the government, we note two additional significant benefits:

(a) increased program stability at both the prime and sub-
gontractor levels, thereby attracting greater investment for
»Produceivit' improvement

(b) over i period of time, the possibility of significantly increasing
production rates in the event of an emergency.

The statutory and regulatory impediments can be corrected by the Legislative
and Executive branches of the Governmant. However, the budgetary "bow wave"
and loss in flexibility resulting from fully funding several large multiyear
programs in a single year is believed to be undesirable from a budgetary

point of view in spite of the long-term cost benefits. We, therefore,

suggest an alternative providing the benefits of multiyear contracting without
the problems associated with full funding. It involves a significant change
in procurement policy, but is rot precluded by any significant legislative
barriers. In brief, the Congress would commit to a production buy spanning
three or four years for those programs that:

(a) have been through low rate initial production (LRIP),
operational test and evaluation (OT4E), and full rate production

implementation;

(b) are stable in design; and

f¢) have several years of planned production.
Such programs would be funded annually for:

(a) current program yea: hardware deliverables (recurring and
nonrecurring costs), less any prior years' advanced funding; plus
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The Honorable Richard H. Ichord
Page Three
October 29, 1980

(b) advanced funding for recurring production costs (including
best economic buy of materials, parts, labor, etc.) applicable
to future year requirements.

In addition, a termination ceiling would be contractually established for

cach program year to cover recurring costs applicable to future year pro-
duction requirements.

This concept would permit the DoD to terminate at any time or to adjust each
year's procurement within modest limits (+ 10%) as conditions may demand.
Because of the savings anticipated with this multiyear contracting approach,
it is judged that even in the event of termination, the funding of multi-
year contracts, as described above, for each of the early years will not
exceed the annual progran funding under the current procurement process and

the funding in the final year(s) of the multiyear contract would be con-
siderably lower.

A summary of the proposed changes to implement the above is presented in
Attachment A.

In conclusion, it is interesting to observe that the impediments to multi-
yeaxr contracting are associated with policy, perceived policy, directives
or regulations, all of which may be changed with a minimum of effort, given
the commitment to capitalize on the opportunities that longer term con-
tracting would offer,
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Sincerely,

ﬂ-w f a -

Allen E. Puckett
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(a)

(b

{e)

(d)

Attachment A

Sec. 810 of Public Law 94-106

(1) Repeal Sec. 810 of Public Law 94-106

_l_D_(D Directive 7200, 4

(1 Revise this directive to require best economic buy of materials,
parts, labor, etc., under multiyear contracts on an advanced funding
and termination liability basis vs, the current 7200. 4 full funding
basis, E

DAR 1.322 Multiyear Contracting

(1) Revise DAR 1-322 to include a cancellation provision covering
the recurring cost of best economic buy of materials, parts and
labor, etc., applicable to future year production.

(2) Delete the cancellation ceiling.

(3) Provide policy guidance for best economic buy billing milestones,
per paxagraph (e) below.

(4) Revise 1-322, 2 (f) to require inclusion of appropriate Economic
Price Adjustment (EPA) and energy shortage clauses in all multiyear

contracts,

DAR, Appenaix E-529

(1) Revise Appendix E to require billing milestones at price covering
recurring costs for best economic buy of materials, parts, labor, etc.,
applicable to future year production, This revision is 2ppropriate
since the above costs would be incurred several years in advance of
end item delivery and 80% progress payments do not adequately finance
the cost of contract perlormance,
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I. INTRODUCTION.

g
£

A number of events have occurred since the issuance of APRO Draft Report

81-10 in October 1961. Most importantly, Section 909 of the Department of

L Jebiai Ll

Defense Authorizat.on Act of 1982 (Public Law 97-86) which formalizes legis-

lative authority for advanced multi-year procurement was signed into law on

1 December 1981. Second, the Defense Acquisition Regulation (DAR) Committee
issued interim changes on 26 February 1982 to implement the revised legisla-
tion. Third, the Department of Defense has established its policy for advance
purchase funding. And finally, field comments in the area of controlling
advance purchases deserve attention. The purpose of this addendum is to
finalize APRO Report 81-10 by addressing 2ach of the areas outlined above.

IT. PUBLIC LAW 97-86.

Table 1 of APkO Draft Report 8i-10 reflects a "Comparison of Senate and
House Authorization Bills.” Public Law 97-86 essentially adopted the key
elements of the House Bill (H.R. 3512) reflected in the Table. As the House
Rill served as the basis for the analysis contained in the draft report, no
revisions to the text will be necessary. Salient points of the revised
legislation include:

a. A requirement to notify Congress 30 days in advance of entering
into a multi-year contra.t with a cancellation ceiling in excess of

$100 million;

9%




b. A clear authorization for the advance procurement of components,
parts and materials in order to achieve economic-lot purchases and more
efficient production rates;

c. A clear authorization to include both recurring and nonrecurring
costs in cancellation provisions; and

d. A maximum term of five program years for multi-year contricts.

X The legislation also contains rather specific criteria for the use of

multi-year procurements. Again, the formal criteria do not materially
affect the content of the draft report. For purposes of emphasizing
their importance, the legislative criteria ifor multi-year contracting
are set forth in full:

a. The use of such a contract will promote the national security
of the United States and will result in reduced total costs under the
contract;

b. The minimum need for the property to be purchased is expected
to remain substantially unchanged during the contemplated -ontract period
in terms of production rate, procurement rate, and total quantities;

¢. There is a reasonable expectation that throughout the con-
templated contract period the Department of Defense will request funding
for the contract at the level rejquirea to avoid contract cancellation;

d. There is a stable design for the property to be acquired and
the technical risks associated with auch property are not excessive;
and

e. The estimates of both the cost of the contiract and the antici-

pated cost avoidance through the use ~f a multi-year contract are realistic.




As was the case for classical multi-year procurement, Public Law 97-86
provides that cancellation or termination settlements may be paid from:
a. Appropriations originally available for performance of the
contract concerned;
b. Appropriations currently available for procurement of the
type cf property concerned, and not otherwise obligated; or
c. Funds appropriated for those payments.
Finally, as anticipated the Act requires that the Secretary of Defense
issue implementing regulations within 90 days of enactment.

III. DEFENSE ACQUISITION REGULATION - TNTERIM CHANGES.

In order to meet the 90-day deadline impused by Congress, interim
changes to paragraph 1-322 of the DAR were issued on 26 February 1982,
With regard to the procurement of weapon systems (as opposed to services
or commercial items), the following revisions were made:

a. DAR 1-322.1(a) was modified to reflect the Congressional
notification requirements for multi-year contracts with cancellation
ceilings in excess of $100 million;

b. DAR 1-322.1(b)(2) was modified to add the policy statement
that (among other things) multi-year contracting is encouraged to "provide
incentives to contractors to improved productivity through investment in
capital facilities, equipment and advanced technology;" and

c. DAR 1-322.1(c){1) was modified to require the Secretary or his
designee to determine that proposed multi-year procurements meet the
criteria specified in Public Law 97-86.

Essentially, the interim DAR changes outlined above reflect the
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minimum revisions needed to bring paragraph 1-322 into compliance with

the revised legislation. It is significant to note that no provision
is made for inclusion of recurring costs in cancellation ceilings, not-

withstanding the option provided by Public Law 97-86. As stated in a

9 Feb 1982 Memorandum for the Director, DAR Council, the rational for %

this exclusion is that current Department of Defense {D0D) Policy is

et G

that such recurring costs will be funded. Consequently, there is no
need to include recurring costs in the cancellation ceiling. This funding i
policy will be discussed in some detail under Section IV below. At this
point, suffice to say that inclusion of unfunded recurring costs in
cancellation ceilings would require a DAR waiver,

The interim DAR changes also fail to address such topics as the
eiimination of level pricing requirements and the use of fixed price

incentive contracts. Conversations with tne Chairman of the Multi-Year

Subcommittee indicate that such revisions are still under consideration
and may be included in the final change to the DAR. The introductory

paragraphs to the interim change encuurage contracting officers to |

request applicable deviation authority under DAR 1-109 to ihe extent that

greater latitude is provided by Public Law 97-86.

IR Gr, T

IV. FUNGING AREAS.

Two developmenis of note have occurred with regard to multi-year

furding. First, the concept of Expenditure Funding has been introduced.
More inportantly, DOD policy for the funding of advance purchase costs

has been estabiished. These developments are treated briefly below.




A. Expenditure Funding.

Figure 6 illustrates tne concep. o7 expenditure funding for

advance purchase costs. The figure is based on the same example that

was used under Sectizn IV. c. of the basic reprrt. Under the expenditure
funding concept, Government funds would be obligated at a level sufficient
Lo cover the contractor's payments for delivered items in each program
year. Thus, $50 willion would be obligated to cover advance purchase
deliveries in fiscal year one (FY 1); $30 million in FY 2; and $20 million
in FY 3. Comparison of the funding profile reflected in Figure 6 with
that reflected for terrination 1iability funding in Figure 4 illustrates
the primary difference between the two methods. That is, expenditure
funding eliminates the amount that would be obligated to cover the prime
contractor's termination liability for outyear work in process. Thus,
expenditure funding reduces the "bow wave" associated with termination
1iability funding. Expenditure funding would reduce contractor investment
as compared to the contractor financing alternative. However, it would
probably not eliminate contractor investment, as progress payments to ,
vendors would generally be required for outyear fabrication. Funding

shortfalls would most certainly occur if flexible progress payments were

included in the contract. Nonetheless, contractor investments would be

greatly reduced, thus reducing the inhibition to competition associated

with contractor financing. Expenditure funding would likewise reduce the

unfunded cancellation liability which would accrue with contractor

financing. The onl, ur’unded liadbiiity arising from expenditure funding

would be costs associated with outyear vendor terminations. In sum, like
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the other funding options discussed in the basic report, expenditure
funding carries both advantages and disadvantages. It will be appropriate
for certain contractual situations and should be recognized as a legitimate

alternative for advaice purchase funding.

B. Current DOD Funding Policy.

On 5 October 1981, a memorandum from the Office of the Under
Secretary of Defense established the DOD policy of providing termination
liability funding fbr the economic buying of cutyear material. This
concept is endorsed by the authors for *the majority of multi-year
contracting situations. Nevertheless, it is felt that the alternatives
of contractor financing, expenditure funding and incremental funding
should not be discarded. Each of these options would fall within the
latitude provided by Public Law 97-86, and as noted above, deviation
requests are being encouraged when the situation warrants.

V. CONTROL OF ADVANCE PURCHASES.

Field comments received on the draft report reflected a general
concern over the control of advance material purchases. While no
specific suggestions were offered for establishing such contractual
controls, a number of commodity experts felt that they should be applied
more stringently than suggested in the draft. The authors have endorsed
a flexible policy which would accommodate such local concerns. Suffice
to say that it appears that the application of multi-year procurement
within the major subordinate commands can be expected to include fairly

stringent advance purchase controls.
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