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INTRODUCTION

A study of untions in federal government contracts is a considerably

different undertaking than a similar study of options in the common law

j
:
i

context. Cenerally speaking, the common law concerns itself with the

application of offer and acceptance principles with respect to options.

Thus an examiniation of common law options usually focuses on their

Ure ‘as-.a_"continuing offer” and rules surrounding notice of acceptance.

e et e i - >,

But options in Government conéracfa are diffofent. The rules
gover: ing %ﬁﬁﬁﬁtiihtained in the various procurement regulations, both
limit somewhat the occas}q;na which they can be used as well as create
technical requirements attending their exercise. The scope of a study of
options in Government contracts isjjzgzg:’moro complicated because of the
ragulatory overlay imposed.

This paper organizes the examination of Government contract options
along the lines of Section 1, Part 15 of the Defense Acquisition

Regulations. This is a logical approach, not only because it forces some

raview of the applicable regulatory provisions, but also because relevant

case law seems to generally follow this pattern. <Shws the chapters

3
)
E
)
N
>

sddress the separate toplics of applicability, evaluation, and exercise.

y¥ 3 ')

“haptrer One, Applicability, treats the subject by looking at the

e A

purpogse for including options in a particular contract. Distinguishing
options to increase guantity from options to extend the period of

perfc mance, this chaptetr attempts to illustrate the applicability of

Al R

a

options in comparison to other contractual means of accomplishing a
particular purpose. Where the aim is to provide a contractual basis for

increased guantities the applicability of options is viewed alongside of
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indefinite quantity contracts and basic ordering agreements. Similarly
where the contractual purpose is to assure the government the right to
extend the performance period, the applicability of options is compared
to multiyear contracts. Thus an understanding of the applicability of
options in some part requires asnalysis of the purpose to be acheived by
their use and the alternatives aveilable.

Chapter Two, Evaluation, discusses what are perhaps the most elusive
issues in the area of options. This area seems to breed litigation,
perhaps in large part becsuse not only must it be determined whether,
indeed, to evaluate the optional portion of the bid, but also because
evaluation itself is made difficult by the use of unbalanced bids. This
chapter treits the major evaluation issue by first looking at
responsiveness. This is done by addressing ceses where options are
evaluated followed by cases where options are not evaluated. The
responsiveness rules differ depending upon whether or not the option is
evaluated. The second focus of Chapter Two is on unbalanced bidding.
This is a troublesome area, but one which can be analyzed. This section
(Section C) is organized under the genersl heading of "Unbalanced
Bidding", but that term as used in the subtitle is a generic term which
includes unbalanced bidding as well as buying-in. The more precise use
of unbalanced bidding occurs only where the option is evaluated.
Buying-in occurs when the option is not evaluated. Nonetheless both are
forms of "unbalanced bidding" and ave so grouped herein. The chapter .
concludes with an examination of some efforts to ameliorate the practices
of unbalnced bidding and buying-in.

The concluding chapter, Exercise, begins with a discussion of a

commonly misunderstood topic, the requirement to '"test the market" before
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exercise. That is, to what degree is the CO obligated to determine that
exercise of an option is in the Government's best interests. Following
that is & section focusing upon the nature of the Government's right to
exercise or not exercise an option. This includes discusaion of a
contractor's rights to compel the Government to exercise an option.

The rules respecting notice and timeliness of exercise are analyzed
in the third section. The rule: here are compli.ated by cases in which
contracts are modified, but option exercise provisions remain unchanged.
The concept of waiver of a defectlve exercise is also discussed in this
sectinn.

+he final two sections treat exercise issues in unconventional
contexts. Section D discusses "exercise" of the unpriced, or so-called
“soft", optioun. It is difficult to formulate any rules here, but
discussing the iazsues at least highlights the legal frailties of the
concept of exercising unpriced options. Section E discusses “exercise”
in issues pertaining to indefinite quantity contracts. Here, the
Govarnment's obligation ‘o order a minimum quantity or guantities in
exces3 of the minimum is reviewed. Although neither Sections D nor E are
purcly option exercise topics, they have a place within the general topic
and egre thusg included.

Thus, the orientation I have sought to employ is that which a CO
might be faced w.th during the procurement cycle. First, is an option
ind:ed applicable to this particular procurement. Second, given that the
Government wants options in the contract, how should they be evaluated to
faci’itate award. And lastly, now that the Government has the
contractual rights embodied in the options, how can it perfect these

rights through exercise.

e P : & 2 w P B A AR M A w4 MMM S Aa A& § & A WA mee W R M e

-

AT AR RS R T Ut SRR UL T et VN, CIL N L] SO P TR T I R N e g e e T T N e AW L g N




Dl e R i e A o I i el Eoll Bali Sl Bl Bal R
S I e TR P LIN PRRTE U AL RS LR LA AU NONCAE N AT AL S g Lt AU

CHAPTER I - Applicability

A. The Nature of Options in Government Contracts: An Historical

Perspective

[Aln option is a unilateral right in a contract by which,

for a specified time, the Government may elect to purchese
additional quentities of the supplies or services called

for by the contract, or may elect to extend the period of
performance of the contract.

This rather straightforward language, found at DAR 1-15%01, embodies
not only the definition of options but also establishes the broad aspects
of their npplicnbility.l Two general uses thus emerge: options to
increase guantity and options to extend the period of performance. These
will be examined in detail separately, infrs. But there are certain
historical contexts which are of interest and which will first be
addressed.

Options appsar to have been used in Government contracts from an
early time, although in a less formalized manner than today.

For example a pre-Civil War case involved a Navy contract which

called for the furnishing of forty thousand pounds of butter to various

BRAS Y TR ST

installations. The contract further stated that Navy could requir. the
furnishing of any additional quantities which it might need.2 In

response to the contractor's argument that the option clause bound the

=Y
2,
‘!
"
-
".

Navy to order additional butter from no other source, the Attorney .

General stated:

But I do not think that the clause of the contract referred
to in your letter binds the Department to receive from Dr.
Davis any additional quantity, which the exigencies of the
service might demund, during the time for which the
contract is to rur.. That clause was evidently inserted for
the benefit of the Navy Department, and is in the nature of
a consideration, moving from the vendor to the vendee. 1In

L o« qumu g = "7,
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consideration of the advantages of the contract to Mr.
Davis, he agreed that if the Department should, during the
term of the contract, require an additional quantity of
butter, ha would furnish it at the same rate, thus securing

for the Department spainst s rise in price, in case it
needed an additional supply ...3 (emphasis added)

Similarly, a few years later the uses and characteristics of option
contracts were again spelled out where a contractor sought to compel
Government exercise:

The contract made with Harris and Beebe is for 100,000
pounds of a certain quality of tobacco, and the stipulation
in the agreement simply gives the Subsistence Department
the option to receive 150,000 pounds more of the same
quality and at the same price upon giving due notice to the
contracting parties prior to the date of November 30,

1878. So far as that portion of the contract is concerned,
the option is entirely that of the Subsistence Department,
and it must be presumed that it paid the price for that
option in the price which it has given for the tobacco
which it has contracted to purchase at all events, or in

the benefit which the parties have otherwise derived from
the contract.? (emphasis added)

But another line of early cases viewed options in a different
manner. In 1903, the Comptroller of the Treasury was asked to render the
opinion concerning the propriety of expending reclamation funds to
procure an option for certain lands needed for the project.s The
Comptroller reviewed the relevant language of the Reclamation Act (Act of
June 17, 1902, 32 Stat. 388) which he guoted as follows (in relevant
pa=t':

'Sec. 7. That where in carrying out the provisions of this

act it becomes necessery to acquire any rights or property,
the Secretary of the Interior is hereby authorized to

acquire the same for the United States by purchase ... and
to pay from the reclamation fund the sums which may be
neaded for that purpose’ ...6 (emphasis added)

He

-

‘Man went on to construe this langauge.

The Secretary of the Interior would have the right to
purchase whatever rights or property that is necessary in
his judgment to carry out the provisions of the act, and
this would include the right to purchase 'a right of way,
wate right, or land needed for reclamation work' and to

LIRS T I R R B
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pay for the same from the reclamation fund, but ... before
he can legally pay for such rights or property, the
ch rights or ope vest in the

Unjted States. I do not think he would be authorized to ,
contract and pay money for a mere option to purchase such
rights or property ...’ (emphasis added)
In support of his opinion, the Comptroller cites several previous
opinions which stand for the proposition that under Section 3648, Revised
Statutes, advance payment by the - vernment on procurement contracts was *
prohibitod.8 Nonetheless his opinions eppeared to be grounded on a
property concept as well. That is, an option, at least in the view of
the Comptroller at the turn of the century, conferred upon the Government
something less than rights in property. Perhaps in his opinion it
conferred nothing until exercised.
A few years later, in 1916, the Comptroller of the Treasury was again
called upon to decide an options ianuo.9 The amount in dispute was,
almost incredibly, $1. The opinion set forth the contract document in

full:

On July 23, 1916, James Crawford executed the following
paper:

'For and in the consideration of the sum of $1, duly
received, I hereby agree to hold for six months from
date, at the option of the United States depot officer,
El Paso, Tex., to purchase, at the prices hereinafter
stated, the following ties and timbers now stored in the
E1l Paso Milling Co. yards at El Paso Tex.'10

The Comptroller denied payment on the voucher quoting from his 1903
11
opinion, cited suprs, and stating:

I do not know of any authority of law for the purchase and
payment of an option to purchase supplies. The policy of
the Government as shown in the laws relating to the
purchase of supplies is against any such expenditures and
it should not be made ...12

The philosphical and legal underpinnings for these decisions required

that payment for an option be conceptualized as an advance of public

A ST A L Ss S T S Pl Pl » P P RSP TS YT R RV E-E LS AL e e
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money. Thus viewed it was clear that such an advance payment violated
13
the relevant statutes relating to public moneys.

But the Comptroller appeared to approve sub silentio, a Government

requirements contract for hay which contained an option to increase or
decrease the specified quantity by 207..14 The issue in that case dealt
“ with allowability of certain reprocurement costs, however there seemed to
be no question that the Government acted properly in including an option
in this contract. i

Perhaps the thread of consistency can be found in the fact that the
Government had not yet paid, but would do so only on delivery. Thus
there was no question of advance payment in violation of statute. Also,
perhaps more significantly, this case involved an option to procure an
additional quantity beyond a basic quantity. The earlier Comptroller
cases Involved "naked" options that is, a contract in which there is no
basic quantity, but only an option to procure in futuro a stated item or
quantity.

Ihe statutory language prohibiting advance payments of public moneys
remains generally intact today.15 The only change is that the statute
now permits advances if "authorized by the appropriation concerned or
gLrer 1aw.“16 Nonetheless the advance payment statute appears to be no
inediment to including options in Government contracts. However,
perhaps even today it could be argued that a Government procurement of a
"naked" option, that is, an option contract in which there is no basic
contr-ct quantity, contravenes the law. Clearly the regulations talk in
term: of options for "additional quantities" or which "extend the period
of performance."” Thus there may be no regulatory or statutory basis for

procurement of a "naked"” option by the Government. But no option cases

17
appear s« tsequent to 1916 which apply this statute.

7
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B. Option Contracts to Increase Quantity

The first aspect contained within the definition of options involves
conferring a unilateral right unto the Government to purchase additional

quantities of supplies or lorvicol.1
1. The Foreseeability Issue

The regulations delimit the Government's ability to use increased
quantity options somewhat. DAR 1-1502 illustrates this:

{a) Option clauses may be included in contracts if
increased reguirements within the period of contract
performance are foreseeable ... [Buti an option clause
normally should not be included if it can reasonably be
foreseen that (i) minimum economic production gquantities
will be reguired at some future date, and (ii) startup
couts, production lead time, and probable delivery
requirements would not preclude adeguate competition.
{(emphasis added)

The Comptroller General has similarly applied a restrictive view of
the use of increased quantity options. Thus where the Navy awarded a
contract for hand lantern assemblies, retaining an option for 300% of the
basic guantity, he stated:

It seems to us that the making of purchases in such a

manner as to obligate the Government for less than the

known quantity requirements of an item tends inevitably to

result in higher unit prices than could be obtained for
larger gquantities of the item. An option of the character

here involved is not, in our opinion, in the best interest -
of the Government if the known reguirements exceed the

minimum quantities upon which bids are solicited.... Faced

with such a requirement bidders must either include a 2

"ecushion" in their prices to take care of possible increases
in production cost, or gamble that additional orders will

be placed and figure their bid prices on more than the
minimum quantities. The first alternative results in
unnecessary increased cost to the Government, and the

second alternative is unfair to bidders.

We realize that the inclusion of option clauses in

i‘l.} e ‘{;‘f':.:t- M . :\'_ ;;':':{':-:‘:‘ Al : OIS &.'! X h" ety n\ ;" l’;\'_h"'q ‘A"} '.J"".F _ll ) .J ‘.P)'.F_‘I\'-)‘ N SN TR N P sy
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invitations is sanctioned by the Armed Services Procurement
Regulation.... ASPR ... provides that such clauses may be
used where increased requirements 'within the period of
contract performance are foreseeable.' We do not believe
this language was intended to apply in a situation where
increased requirements are actually known rather than
foreseeable...l9 {emphasis added)

Shortly thereafter, the Comptrolier General again had an opportunity
to decide a guestion on the use of options. Foreseeability of need was
once more the touchstone.

Since it would appear that additional reguirements in the
instant procurement are reasonably certain, you may wish to
consider the advisability of requesting bids on both the
known requirements and on amounts sufficient to include the
estimated additional requirements, in order to obtain for
the Government the benefits of any decreases in unit prices
vwhich might result from bids based upon such greater
quantities. 1In the event additional requirements are not
firm at time of award, it would appear that provision might
also be made for subsequent addition of such regquirement,
to the contracts awarded, and for adjustment in the unit
prices to correspond to the unit price bid on the total
smount finally produced under each contract .20

Black's21 defines foreseeability as "the ability to see or know in
advance ..." This pretty well comports with the common-sense
understanding of the term, that is ioreseesble means generally
predictable. But the Comptroller General appears to have applied a

different meaning.

[Aln option contract, is described in ASPR 1-1501 et seq.
This is intended for use in the case of eithar advertised
or negotiated procurement of items not readily available on
the open market, where requirements for the quantities
beyond the minimum are foreseeable (which we take to mean
possible or likely but not firm or definite) ...22

GAO then has endeavored to draw a fine line beyond which additional
quant.ty options are improper by thus defining foreseeability. Whether
or not a need for additional quantities is characterized as likely rather
than definite would seem to be a rather tenuous basis upon which to grant

or deny a protest. It would seem that virtually all long term needs are

- v e e
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{\1 merely likely. Clearly requirements and programs change over time. Who
f\?Q better than the CO should make the decision as to whether the additional

items are a proper subject for concurrent procurement or as part of an

increased quantity option.

2. The "Appropriateness” of an Indefinite Quantity Contract

Increased quantity options are not to be used if an indefinite
quantity contract is nppropriaco.za Indefinite quantity contracts are
described in DAR 3-409.3. Subsection (b) thereof sets forth their

applicability as follows:

An indefinite quantity contract may be used where it is
impossible to determine in advance the precise gquantities
of the supplies or services that will be needed by
designated activities during a definite period of time and
it is not advisable for the Government to commit itself for
more than a minimum quantity. Advantages of this type of
contract are:

(1) flexibility with respect to both quantities and
delivery scheduling

(ii) supplies or services need to be ordered only after
actual needs have materialized;

(ii1) the obligation of the Government is limited; and

(iv) it permits stocks to be maintained at minimum
levels, and allows direct shipment to the user.

The indefinite quantity contract should be used only when
the items or service is commerical or modified commerical

in type and when a recurring need is anticipated.
(emphasis added)

This language seems to indicate that an indefinite quantity contract
is appropriate where there is a potential need beyond a minimum quantity,
but only for commerical or modifiud commerical items. Compare the ‘
limitation on use of options found at DAR 1-1502(b)(i) that options shall
not be used if the items are readily available on the open market. These
appear to be congruent rules, although it might be argued that there is a

difference between commerical items and items readily available on the

10
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open market. For example, recall that hand lantern assemolies costing

about $3 apiece were the subject of an option contract. These apparently
24

were not available on the open market. But diesel generators cousting

thousands of dollars each were characterized as commerical items thus

25
properly the subject matter of an indefinite quantity contract.
a. Characteristics of Indefinite Quantity Contracts

Although increasod guantity options are similar in many respects to
indefinite quantity contracts they are not alike. The Comptroller
Gener~1l pointed out the distinction as follows:

While we agree that in ordinary usage there is no real
distinction between a contract including an option for an
additional quantity and an indefinite quantity contract
permitting the purchaser to order gquantities beyond the
minimum required - and we used the terms interchangeably in
41 Comp. Gen. 682 - it is apparent that the two expressions
ace employed in ASPR as particular terms of art to
distinguish between two different kinds of options contract.
The first, designated as an option contract, is described
in ASPR 1-1501, et seq. This is intended for use in the
case of egither advertised or negotiated procurements of
items not readily available on the open market, where
requirements for the guantities beyond the minimum are
foreseeable ... and where later orders may represent less
than minimum economic production quantities whieh,
considering start-up costs, production lead times, etc,
could preclude adequate competition ...

On the other hand, the indefinite quantity contracts
described at ASPR 3-409.3 are for uase only in negotiated
procuraments of commerical or modified commerical items.
The rcgulation contains no limitation on time or quantity
under this type of option and it is significant that we
have not objected to such limitations ...26 (emphasis
added)

It would appear then, that in the view of GAO the difference lies in the
fact that the regulations discuss these contract types under different
sections, creating a distinction merely by definition.

Additionally, the Comptroller General points out that indefinite

gnantlity ¢ ntracts are to be used in negotiated procurements only. Thus,

11
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by definition, a contract containing a provision for incresased quantities
must be an option contract if awarded pursuant to advertising procedures.
Said di "ferently, unless negotiation is otherwise proper, use of an
indefinite quantities contract would seem to be inappropriate. But where
the guestion arises in a negotiated contract, resort to the distinction
bstween commerical and non-commerical (or, perhaps, not available on the
open market) items appears to be determination of when an indefinite
gquantities contract is appropriate.
1). Indefinite Quantity Contracts Compared to Reguirements
Contracts

The most practically significant characteristic of the indefinite
gquantity contract is the minimum quantity.

The contract shall provide that during the contract period

the Government shall order a stated minimum quantity of the

property or services and that the contractor shall furnish

such stated minimum and, if and as ordered, any additional

quantities not exceeding a stated maximum which should be

a8 realistic as possible ...27
It is the minimum quantity provision which distinguishes indefinite
quantity contracts from requirements contracts. This is a crucial
distinction from the Government's standpoint; the latter contract-type
binds the Government to order its requirements from a particular source
and can provide remedies for faulty quantity estimates. But the
indefinite quantity contract, like the increased quantity option, binds
the Government only to a minimum order after which it is free to look ‘
elsewhere to satisfy its needs.

Thus a contractor's claim for compensation based on the Government's
failure to order an estimated quantity of 500 units was denied by the

ASBCA where the contract was held to be an indefinite quantity contract

with a minimum quantity of 225 units.28 The contract in question

12
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contained the following clause:

INDEFINITE QUANTITY (AUG 1965)

{a) This is an indefinite quantity contract for the
supplies or services specified in the Schedule and for the
period set forth therein. Delivery and performance shall
be made only as authorized by orders issued in accordance
with the 'Ordering' clause of this contract. The
quantities of supplies or services specified herein are
estimates only are not purchased hereby

- (b) ... The Government shall order the quantity of
supplies or services designated in the schedule as the
‘minimum. * 29

The board, in declining to grant relief, distinguished indefinite
quantity contracts as follows:

The indefinite gquantity contract, including the minimum
and maximum quantities, is a special kind of option
contract under which the Government is bound to order and
receive the minimum quantity and cannot be required to take
more, but may require the contractor to deliver up to the
maximum quantity....

Under an indefinite quantity option contract the
contractor is guaranteed orders for the basic or minimum

quantity. There is no promise or legal obligation on the
part of the Government to satisfy its requirements for this

type of services or supplies from the available options ...
The holder of an option contract is thus from the outset

put on notice of the risk it would assume in relying on the

maximum quantity estimate for pricing purposea.3°

The Board held that the Government's use of "estimated quantity" of
500 in place of a maximum quantity lent credence to the argument that
this was a requirements contract. However the plain language of the
contract as a whole led to the opposite conclusion. Further, absent a
showing that the estimated quantity was negligently computed no relief

would be allowed even if this had been a requirements contract.

C~ iversely the Court of Claims held, in Neil A. Goldwasser v. U.S.,

that a1 contract which contained an "Indefinite Quantities" clause was
nonetheless a requirements contract thereby providing the contractor a

remedy where the Government stopped using the contractor's service after

13
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31
ordering only the minimum guantity. The relevant contract language
there read:

INDEFINITE QUANTITIES

The total quantities specified herein are estimates only.
The amounts which the Contractor may be required to furnish
and the Government to accept hereunder shall be the amounts
which shall from time to time be ordered hereunder by the
Government during the ordering period of this contract. In

ve the Government sha es (o
vice under v an a t
i erein of not less tha 0, 000; d ®
Government shell be entitled to order and the Contractor

shall be required to furnish supplies (or services)
hereunder amounting to not more than the total estimated
quantities set forth herein.32

However the contract also contained language which the court
construed as indicative of a requirements contract.
To set type, proofread, make up, submit galley proofs and

page proofs, and print in one color ink, fold, insert, and
deliver: 50 Issues {(about 750,000 copies)

Minimum numbers of coples to be printed under this contract

shall be 10,000 per issue ... reserving the right to add

increments of 1,000 up to a total of 30,000 copies per

issue.. .33

The Court like the ASBCA in the previous case, faced with the task of
determining the nature of the contract, looked to the intent of the
parties. But here more than contract language was reviewed. The Court
determined that the parties "envisaged a relatively long-term

4

relationship between thom."3 That the contract was for printing
services which were to be provided for a year was significant in the
Court's view.

[Nlothing in the facts supports the idea that they intended

that relationship to subsist only occasionally and at

defendant's election.
In Tennessee Soap Co. v. United States, 130 Ct Cl. 154

(1954), 126 F. Supp. 439 (1954) ... The -mmerical setting
was such that an indefinite quantites . ;act made sense.

In that case, it was clear at the tiri: the contract was
made that the Navy's need for soap v+ as uncertain; though it
obviously would need some soap over the course of the

14
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contract, the Navy had no idea just how much it would need
or when it would want delivery to be made. In such a
situation, the indefinite-quantities clause fits the
situation; it enables the Government to procure needed
supplies but does not commit it to buy too much or at the
wrong time. In the case at bar, however, the minimum
gquantity of the (newspaper) that would be needed and the
times of delivery were known to (the Government) in
advance. Since the contractor was obligated to furnish
this minimum number, the Navy, on the other hand, must be
held to have been obligated to accept this minimum

number .35

The court also pointed out the fact that the minimum gquantity

obligation was only $100. This it viewed as bordering on lack of

36
mutuality.

The Court of Clasims had further occasion to consider this issue in
37
James Mason v. United States. The contract there was for painting
and plastering services. It contaired a clause which stated that the
gservices would »e furnished by "a single contractor at the unit prices
established ... in quantities ... as may be required from time to
38

time..."” The contract contained a guaranteed minimum quantities
clause stating that the minimum guantity of work ordered would be at
least $5000.

This time, the Court did not go outside the contract language in
deciding the issv2. Rather it held that the "Guaranteed Minimum
Quantity” clause would be rendared mesringless if the contract were '
construed o be a8 requirements type. On that point the court held:

In a requirements contract, the seller's promise to satisfy

the buyer's requirements and the buyer's promise to

purchase all its requirements from the seller ensure

mutuality of obligation. 1lA. Corbin, Contracts §156....

'“ithout more, such a ~ontract is fully enforceable by buyer

and seller. A guaraa’zec minimum quantity purchase amount !

would add nothing to enforceability of a requirements

contract. A guaranteed minimum purchase amount is,
however, essential to there being an enforceable indefinite

quantities contract....
...Assuming, as we must, that the Government possesses

15
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at least minimal business sense, ... it must realize that
to induce people to place bids, it would have to ensure
that the successful bidder receives at least (enough work
to cover bid expenses) ...

These term contracts each covered a fairly large
geographical area and a large number of construction
projects. If these were requirements contracts, the
recipient of each of these would be given the exclusive
right within this area to perform all the described work.
In view of the large amount of work which the Government
needed done (fn deleted), such contractor, even in the
sbsense of a guaranteed minimum amount of work, would be
assured of enough work to induce its bid. However, if
these were indefinite quantities contracts, to ensure that
bids would be received, a guaranteed minimum purchase
amount would be needed....

All six of these contracts contain a Guaranteed Minimum
Quantity clause. Such a clause can serve only two possible
purposes - to ensure mutuality of obligation, and to make
the contract enforceable by both parties to it; and by
promising a minimal level of work, to allow recovery of bid
expenses and thus induce contractors to bid on the contract.

The Guaranteed Minimum Quantity clause would be given
legal meaning and serve a purpose only if these are
indefinite quantity contracts...39

It is difficult to reconcile Mason with Goldwasser. In Goldwasser,
although the court gave the issue rather short shrift, the fact that the
minimum quantity was only $100 was probably decisive. This is brought
home rather clearly by the attention which the Mason opinion devotes to a
minimum quantity being representative of the business inducement to
cover bid expenses. Thus perhaps in spite of the language in both cases
which discuss the intent of the parties, the real touchstone is the
minimum gquantity. The rule, then, would appear to be that where the
contract can reasonably be interpreted to be an indefinite qQuantity type
it will be, absent lack of mutuality of obligation. Mutuality of ,
obligation is tested by looking at the minimum obligation the Government
has under the contract. Where mutuality is arguably lacking, to preserve
a contractual nexus the court will endeavor to find a requirements

contract.
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b. Basic Ordering Agreements

A peculiar variant of the indefinite quantity contract is the Basic
40
Ordering Agreement (BOA). This method of procurement is described at
DAR 3-410.2(a) and (b) (in relevant part) as follows:
a. A basic ordering agreement is not s contract....
. It is an agreement which is similar to a basic sgreement

(see 3-410.1) except that it also includes a description,

as specific as practicable, of the supplies to be furnished

or services to be performed when ordered and a description

of the mothod for determination of prices to be paid to the

contractor for the supplies and services ...

b. ... The basic ordering agreement may be used as

means of expediting procurement where specific items,

quantities, and prices are not known at the time of

execution of the agreement but where past experience or

iuture plans indicate that a substantial number of

requirements for items or services of the type covered by

the basic ordering asgreement will result in procurements

from the contractor during the term of the agreement.

(emphasis added)

The employment of BOA's is limited to situations in which it is
determined at the time the order for the supplies or services is placed
that it would be impracticable to obtain competition either by

41
negcotiation or formal advertising.

The Comptroller General has held that a BOA is not illegal merely
because the terms and conditions of agreements reached thereunder may
viv, with each firm.AZ This is consistent with the basic notion that a
Eca {tself is not a contract, but rather a means of assuring the

43
Covernment a source of supply. The cases which have arisen out of
use of BOA's have generally involved protests by firms not having BOA's
but which seek to be included in competitive procurements for supplies or
services covered thereby.

Much like uxercise of options, before placing an order under a BOA a

44
competitive solicitation is mandated unless impracticable. (See Ch

17
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@} ITII, Sec A) This appears to be true notwithstanding that more than one

b e
e

Crd 4

f;¢ firm has a BOA. s It also appears that formal, written solicitations
: must be used rather than informal efforts to “test the markot.“‘e The

>

*K% distinction apparently lies in charaterizing attempts to limit the field

\:

Tk

{\3 of offerors to those holding BOA's as a form of prequalification. GAO

; commented thusly concerning this issue:

(& L

;t; In view of the foregoing, we believe that FAA's conducting

75& an informal competition for an order to be issued under one R
o

of several vendor's BOA's without the issuance of an
adequate written solictation was a procedure at variance
with the fundamental priciples of Federal negotiated
'y procurements. In addition, we believe there is a further
N question concerning prequalification of offerors if a

{ 1 competition of this type is limited to vendors having

;g: BOA's. In this regard, in several instances our Office has
. tentatively approved special agency procedures in which

S competition for a contract is limited to offerors which

5{3 have previously entered into certain types of agreements

A% with the agency ... However, absent such special

Q: circumstances, the general rule is that prequalification of

ﬁ§; offerors is an undue restriction on competition. ([citing,

RN inter alia) ASPR 3-410.2(c)(2), which provides that the
choice of firms to be solicited is to be made in accordance

f“i with normal procedures and without regard to which firms
N hold BOA's.47
}#
;35 Thus a characteristic which rather cvlearly distinguishes BOA's from
£ options is perhaps more closely aligned to exerciee, but is siguificant
£
‘{; in an analysis of applicability as well. The BOA iz not a contract and,
-
:ﬁ{ genersally speaking, can not become one short of the formal process of
270
i solicitation underlying all procurements. What, then, is the usefulness
N )
ui; of such a device?
.
Qﬁw In one opinion the Comptroller General stated that BOA, while not *
=
L itself a contractual commitment, did provide the Government the means of
!
0 48
ES securing additional supplies to meet peak requirements. Arguably
ﬂﬂ this presupposes that the Government may be faced with a situation in
%{ which it is impracticable to obtain competition when the need for the
23
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supplies arises.‘g Only in such circumstances does it appear that

%

orders may be placed against BOA's without first soliciting other

i,

potential offercrs.

.--v,..
te

.(.”I

.ﬁ
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The Comptroller General has had occasion to decide, at least

[ — Y o
(4
-

e
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rangentally, when the standard of DAR 3-410.2(c¢)(2)(1), permitting
ordering against a BOA without solicitation, has been met.

A BOA may be used to expedite procurements where specific
jtems, quantities, and prices are not known when the BOA is
executed and where procurement of parts under a BOA can be
administratively and financially advantageous because the
procedure reduces both the amount of inventory kept on hand
and the administrative time required to place items in a
production status. ASPR 3-420.2(b). The content and use
of such agreements are subject to a number of limitations.
A BOA is not a contract, it cannot provide or imply that
the Government agrees to place future orders or contracts
with the BOA contractor. Most important, it cannot be used
in any manner to restrict competition ... The issuance of
orders under a BOA is [may be placed onlyl]:

(1) If it is determined at the time the order is placed
that it is impracticable to obtain competition by either
formal advertising or negotiation for such supplies or
services ... (emphasis in original) 50

In thie case the Navy entered a BOA with Sikorsky for certain spare
parts for helicopters which Sikorsky had built. A protester, Rotair

Industries, alleged inter alia that the Navy had improperly assigned

procurement codes to the various spare parts permitting procurement only
from the original munufacturer. The Navy argued that this coding was a

reasonable exercise of procurement authority and that the time it would

take to review and change the codes would make such action impracticable

2l for in-progress replenishment transactions. But the Comptroller General

held 'uat the Navy's reliance upon the impracticability associated with

:-; Q;l’l
LR

char.,ing procurement codes was misplaced. There is no prohibition in the

y ."?.‘.

.
Ya.

regulations of solicitations of unapproved sources. There was no showing

that, other than because of the arguable administrative difficulty of

19
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changing parts codes, that procurement from Rotair or others would be
impracticable.

Although the Comptroller General did not go so far as to define
impracticability in this context, it would appear to go to expediency.
Thus where, because of time constraints competition cennot be carried
out, the regulations permit orders against BOA's. Further, this
determination of impracti:ability must be made time w o r
are prlaced against the loA.51 -.

The BOA, offering the potential use as a prequalification device,
provides a fertile grounds for protests to tlourish.S? Conversely, use
of an indefinite quantity contract was upheld over a protest that the
proper contract format for the subject matter was a BOA.53 In deciding
that issue, the Comptroller General pointed out that the Navy had
determined that it was practicable to compete sources for its needs,
hence a BOA would be of no value. The protester found little solace in
DAR 4-803.6, Placing Advertising Through Advertising Agzencies, which

states in relevant part:

Basic ordering agreements mey be entered into with
advertising agencies to provide advertising services....

The Comptroller General held that this provision merely permitted use of
BOA's, it did not mandate their use. The Navy properly chose the
contract format best suited to its use.

Thus, although the BOA can be used where the Government has potential

increeased quantity needs, its use is rather substantially circumscribed.

20
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C. Option Contracts to Extend Performance Period.

g3
4

The second broad aspect embodied in the definition of options is that
the Government may elect to eatend the period of performance of a
contract thereby. Options to extend the performance period can de
included where it is in the Government's best interest to do ao.s‘
Whether or not the Government's best interests are served often becomes &
question of whether or not another contractual device to extend
performance is moro suitable than an option to effectuate the
Government's procurement needs.

The Comptroller General illustrated this point in an early
dociaion.ss The Secretary of the Interior asked whether or not he
could award a cement contract to run some three and one-half years

covering construction needs for the Owyhee Dam in Oregon. If the

contract could be let in that manner a savings of about 10 cents per
‘barrel would be realized when compared to procuring in annual
increments. The then relevant statute read as follows:

[Elxpenditures shall not be made for carrying out the
purposes of the reclamation law except out of appropriations
made annually by Congress therefor ...56

In answering the question in the negative, the Comptroller General stated:

it may be stated, in conclusion, that there is no legal 1
objection to acceptance of the low bid for delivery of
75,0¢" barrels of cement during fiscal year 1930, with an
option in the United States, subject to appropriations
- being made, to require the delivery of 425,000 barrels
additional apportioned over the remainder of the fiscsl-year
periods necessary for the construction of the dam but with
~.tice to the contractor that such option will be exercised
only in event the advertisements for proposals at the
beginning of each succeeding fiscal-year period should fail

to elicit proposals lower than the option price stated in
the contract.3?

Similarly, in a somewhat more recent case the Comptroller General

21
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viewed a three year contract for aircraft supplies and services at Wake
Island to be violative of fiscal year funding limit:tiona.sa However,
again it was suggested that this procurement could be undertaken by means
of renewal options from year to year. After reciting various statutes
which establish fiscal year limits on contractual nuthoritysg the
Compt=oller General observed:

These statutes evidence a plain intent on the part of the
Congress to prohibit executive officers, unless otherwise
authorized by law, from making contre ts involving the
Government obligativns for expenditures or lisbilities
beyond those contemplated and authorized for the period of
availability of and within the amount of appropriation
under which they are made; to keep all the departments of
the Government, in the manner of incurring obligations for
expenditures, within the limits and purposes of
appropriations annually provided for conducting their
lawful functions, and to prohibit any officer or employee
of the Government from involving the Government in any
contract or other obligation for the payment of money for
any purpose, in advance of appropriations made for such
purpose; a&nd to restrict the use of annual appropriations
to expenditures required for the service of the particular
fiscal year for which they are made.69

In spite of the Air Force's urging that no funds beyond the current
fiscal year could or would be committed without an affirmative ordar for
services, the Comptroller General decided that this contract violated the
above roforonced'atatutea.

The Dopartment justifies the continuing liability terms of

the contract on the basis that such liability does not

result in sppropriastion obligations ... until orders are

issued under future available appropriations.... [Ulnder

the holding of the Leltuer case, the contract ceases to

exist at the end of the fiscal year current at the time of

its execution and affirmative action is required to renew g
the contract.6l

Elsewhere in the decision the Comptroller General stated:

[Elven where the contract contains an option in the
Government to renew from year to year to the end of the
stated term contingent upon the availability of future
available [sic) appropriations, affirmative action, in
effect making a new contract and complying with the

22
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advertising requirements, is required in order to exercise
the Government option of renewal .62

Thus the fundamental concept here is that the option to extend the
performance period prevides the Government a means of doing what it may
otherwise be unable to do. Through the inclusion of options, contracts
can, in form at least, be made to cover procurements extending over
several fiscal years. Of course there are strict limitations on exercise
of such options which can require re-solicitation prior thereto. (See Ch

ITI, Sec A)

1. Options to Extend the Performance Period Compared to Multiyear
Contracts

Another procurement format which endeavors in part to achieve a
similar prrpose is multiyear contracting. Although in many ways more
closely aligned to requirements contracts multiyear contracts share
certain characteristics with options to extend performance.

For example, the Comptroller General held that a solicitation for a
thre: year quantity of aircraft instruments was properly evaluated as a
multiyear procurément rather than as a one year contract with an option
to extend for two additional yeara.63 The Comptroller General found
vrersuasive the f;ct that funding for the three year quantity would be
from appropriations not limited by statute for obiigations during the
fiscal year in which the contract is executed. And, although the last
two years' quantity was unfunded at time of evaluation, the liklihood of
funding was substantial.

But the Comptroller General distinguished options in another way for
this purpose:

[Iln the former (case) theve was involved a commitment for
actually determined requirements with an option
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provided fo t requi nts as night materialize,
whereas in the immediate case the invitation reflects an
intention to make award for the actually determined
ve c o
te incr specifie d L
rovid invitation fo s
involved.... It seems quite clear that in the immediate

case the Government has scheduled very definite
requirements for the 3 years involved with only a remote
possibility that those regquirements may not be funded and
that the provision for termination for the succeeding years
after the first was included to make clear in advance what
the Governments liability would be in the event the
Government chose not to complete the entire contract and to
terminate it.64 (emphasis added)

It would appear that in the view of the Comptroller General that
aside from the clear regquirement to comport with fiscal statutes the
significant characteristic of options when compared to multiyear
contrlcfl is that the option merely contemplates future reguirements
which might materialize. This was clearly iterated in a seminal
multiyear contract decision wherein the Crmptroller General approved of
the use of this contract type as tollows:6s

[A] method for competitive contracting for known

requirements ...
Cancellation of the contract would occur upon

notification to the contractor that funds were not
available for subsequent program years or upon failure to
notify the contractor of the availability of funds by a
apecified time ...

The multiyear procurement procedure, however, would not
be used where funds covering the procurement are limited by
statute for obligation during the fiscal year in which the
contract is executed. In other words the funds obligated
thereby are no year funds.66

Multiyear contracts, like options, are not to be used for generally
available commerical items. But the underlying rationale which supports
this rule may be different for each of the two contract types. Multiyear
procurements exist

[A)s a means of securing for the Government benefits that

could not be derived by contracting solely on a fiscasl-year
basis.... [I]Jt would be used only where competition
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procedures that reduced prices would result over annual
buys by reason of the elminiation of repetitive,
substantial start-up costs.... Such cost benefits
generally do not exist where the Government is purchasing
commerically available 'off the shelf' merchandise...®?

Multiyear procurement ideally at least, is used where start-up costs
are high and contractors might otherwise be unwilling to risk recovering
. such costs under repetitive annual procurements. The cancellation charge
is an effort to provide contractors the requisite financial certainty to
enter the market.
68

Conversely, the option contract regulations, proscribing use of
options for items which are readily available on the open market, would
gseem to merely embellish the theory that an option should not be used 1if
competition would be limited thereby. Thus both contract types are
unsuitable for commercial items, but for different reasons. Multiyear
contracts encor ige capital investment while extension options are, to
some degree, anti-competitive.

Hence, although multiyear and extension option contracts might appear
almost identical, they are not. This was emphatically stated by the
ASBCA when deciding that the Government could not merely decide not to
buy a subsequent year's requirements under a multiyear contract as it

o . . 69
miri.t uader an extension option.

[Mlultiyear procurements are not optinn or call contracts,

which are separately provided for in ASPR, consequently

such contract 'does not afford to the Government the

election to buy or not to buy any year's requirement on the

basis of the condition of the market'

We conclude that funding successive program year
rogquirements is mandatory under the language of Clause 57
with two exceptions.7°
The Board pointed out that the two permissable exceptions which would

allow the Government to terminate a multiyear contract were cancellation

of the requirements and nonavailability of funds. Neither of these are

25
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in the realm of subjective actions. Rather they are objectively
determinable, binding the Government to perform so long as the conditions

permitting cancellation do not inhere.

ITT Federal Laboratories may best illustrate the potonti(l for
confusion between extension options and multiyear contracts. In that
case it was argued that the Government gave improper notice of funds
"> availadbility thus the contractor contended that its obligations to
continue performance in successive years ceased. The issue, at least as
the case was postured to the ASBCA.71 was whether or not this was an

option contract. On that point the Board held:

Because appellant so vigorously asserts that classification

of the contract as an option contract is controlling of

strict, if not hypertechnical, interpretation for which it

contends, and because we think that an appreciation of the

{ fundamental nature of the arrangzement is germane to a

- relaxation of the rules of strict construciton, we set
forth here our views with respect to the nature of the
contract. From the contract itself, and from its
administrative history, as reflected in 41-322 of ASPR and
the relevant decisions of the Comptroller General, it is

ar that ellant tended to commit itself to furnish

. to the Government the stated quantities of the specified
items during & multi r period of a level price and that
the Government intended to obligate itself to.buy each
successive fiscal year regquirement from the appellant or,
in the alternative, pay a cancellastion charge. This change
was specifically designed to protect appellant from loss by
allowing reimbursement for unrecovered, preproduction and
other nonrecurring costs on cancelled items

In its details the contract in some respects is not
unlike an indefinite quantities requirements contract ...
Here, however, the additional quantities were not indefinite =
or optioned but fixed amounts which the Government was
obligated to buy in full each year unless it cancelled the ]
contract in its entirety. Despite colloquial references to !
such contracts as 'options,' they are not entered into
under the ASPR provisions for options or call type contracts
but as contracts for fixed quantities which the Government
is obligated to purchase subject to the availability of
funds. [6]

[6]) Multi-year contracts are thought to be 3
substantially different from option contracts in !
procurement purpose, are separately provided for in the )
detail set out in ASPR 1-322, and have been specifically
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approved and authorized for use by the Comptroller

General.... A significant difference for present purposes

is the fact that the multi-year contract does not afford to

the Government the election to buy or not to buy any year's

regquirement on the basis of the condition of the

market.”2

The Board characterized the contract as multiyear, hence found notice
to be adeguate and the contractor bound to perform. The case was

73

subsequently tried by the Court of Claims and reversed. The court
held that notice was nonconforming without deciding the issue of contract
type. But reversal notwithstanding, the Board's efforts to distinguish
options from multiyear contracts is instructive.

Thus although similar at first blush, extension options and multiyear
contracts are fundamentally distinct. Not only do they provide
substantially different rights and remedies, but their respective use

appears to be limited to completely different purposes. The extension

option is not applicable where the Government has known requirements

which will carry over several years; multiyear contracts probably provide
a more sound procurement mechanism for that purpose.

2. Options to Extend the Performance Period Compared to Options to
Renew the Contract

There appears to be a distinction between options to extend the
period of performance and options to renew the contract, as least in
general contract usage:

Generally an option to renew a contract is the right to

require the execution of a new contract while an option to

« tegnd the term merely operates to extend the term of the
~ciginal agreement:74

This distinction, if it exists in Government contracts, was examined
in the context of applicability of the Service Contract Act7s to

pre-Act contracts containing options which were exercised after the
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effective date of the Act. The relevant language of the Service Contract
Act, set forth in 48 Comp. Gen. 719 (1969) as follows:

Sec 9. This Act shall epply to all contracts entered into

pursuant to negotiations concluded or invitations for bids

{ssued on or after ninety days from the date of enactment

of this Act (January 20, 1966].

In that case, a postal service contract contained an option to extend the

performance period for six months. The extension option permitted the

s

Postmaster General to continue in force existing contracts under

oy

esgsentially the same terms and conditions as the underlying contract.

Thus the guestion became whether or not such extension pursuant to the
option created a new contract subject to the Act.

The Comptroller General, after distinguishing extension and renewal
options as set forth at 17A C.J.S. Contracts §449, stated:

Under this rule we believe that exercise of the authority

of the Postmaster General to 'continue in force' any

regular contract 'until a new contract is made' could not

be considered as creating a new contract.’6

However, if there is a theoretical difference bitwoon these option

types, there may not be a practical difference. DAR 12-1005.7(b)

illustvates this:

Extension of Contract Through Exercise of Option or
Otherwise. A new contract shall be deemed entered into for
purposes of the Act when the period of performance of an
exisiting contract is extended pursuant to an cption clause
or otherwise.

Thus, at least for purposes of Service Contract Act application, options
to extend and to renew are treated identically. Nonetheless absent *
special treatment under the regulations the technical distinction would

probably remain viablo.77
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3. Options to Extend the Performance Period: Issues Concerning ADPE
Procurement

Generally in the context of ADPE, the lease-purchase option and the

e

!

lease with renewal option arise as management alternatives to outright

purchase of the equipment. Another alternative but which was found to be

Ea a2 2" % " 8 2 » M E_F X _2.°."272"00 }

. lacking legal sufficlency was purchase on an installment basis. This

proposal called for the agency to make a down payment of ten percent,
then pay the remaining balance over several years. The proposal also
called for the equivalent of cancellation charges if the Government

terminated the contract prior to full payment. The Comptroller General

R e . | WPPTEY IR N

| SRy

viewed that purchase arrangement with suspicion:

The proposal to sell the equipment to the Government with
payment therefor to be made over a period of years is a
proposal for a sale on credit. It thus contemplates a
contract extending beyond the current fiscal year and would
continue as such unless affirmative action is taken by the
Government to terminate. This ostensibly is the only way
such egquipment can be purchased at this time because of
insufficient funds. A purchase of the equipment under
these circumstances in the manner proposed would be in
direct conflict with sections 3732 and 3679, Raevised
Statutes, as amended, codified as 41 U.S.C. 11 and 31 id
665(a), respectively, which provides in pertinent part as
follows:

-

No contract or purchase on behalf of the
United States shall be made, unless the same
is authorized by law or is under an
approprliation adequate to its fulfillment...

AU A Y P Y B ANIBAr G X X " "2"0WR L.t

EERE 3

In officer or employee of the United States
shall make or authorize an expenditure from
or create or authorize an obligation under
any appropriation or fund in excess of the
amount available therein...

NS -

-
4
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The economic advantages of purchase over rental cannot be
:sed to frustrate the statutory prohibition against
contracting for purchases in excess of available funds...’8

A second ADPE acquisition proposal was similarly rejected by the

a SYEEL S ~F T S

7
Comptroller General in a companion case. ) Under this alternative, GSA

£ »
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sought to finance ADPE procurement by use of revolving tundq which would
be reimbursed by agencies ordering eguipment through GSA. GSA's position
was that substantial savings could be realized by entering long term
leases and that restrictions on the duration of contracts should be
lifted for this purpose. Also considered by the Comptroller General were
rental proposals with minimum rental periods in excess of one year. None
of these passed legal nmuster.

Leases of automatic data processing egquipment under fiscal
year appropriations must be restricted to the period of
availability of the appropriations involved. With respect
to the revolving funds we have no legal objection to
contracting for reasonable periods of time in excess of 1
year subject to the condition that sufficient funds are
available and are obligated to cover the costs under the
entire contract ... abov v
v ") [
W e o t

mwnuumumqm%mx_m
atlu exercise [+] 0

a. Lease with Renewal Option

Lease with renewal option thus emerged as an acceptable device by

which the Government could economically procure ADPE given fiscal year
funding constraints. But query whether or not such an alternative,
practically speaking, truly gives the Government an option. It has been
noted that the cost of installing ADPE is exceedingly high and carries

¥4ith it a commitment to installed contigurations.sl It could be

convincingly argued that although the Government may indeed have an
option to extend the term of the lease, the costs of not exercising make
contract continuation almost inevitable.

Contracts which obligate fiscal year appropriations must be for bona
fide needs of that fiscal year to be chnr;od.sz In attempting to

define this, the Comptroller General observed:
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L;\ Determination of what constitutes a bona fide need of the
RRN bona fide
&}f service of a particular fiscal year depends in large

measure upon the facts and circumstances of a particular
case. No general rule can be stated for application to all
situations which may arise.... When a continuing supply of
materials is needad over a period of time, the contract
term may not exceed one year, and only the needs of the
first fiscal year may be considered a bona fide need of the
year in which the contract is made.

The situation not infrequently arises in the case of
requirements for water, gas, electricity, or other |
utilities that there is only one reasonable source of
supply and the furnishing of the service needed requires
the construction of a new line to the Government
project.... Under such circumstances, and where the
contractor is unwilling to build the required new lire at
its own expence without assurances that it will be able to
recover the captial cost involved, we have approved
arrangements ... [such as] (1) payment to the contractor of
the cost thereof at the beginning of the contract, with or
without rebates from subsequent bills for services, or (2)
contract provisions for cancellation charges contingent
upon failure to renew the contract from year to year....
[S]ubject, of course, to the condition that an amount equal
to the maximum contingent liability of the Government is
always available for obligation from appropriations current
at the time the contract is made and at the time renewals
thereof are made.B83

Clearly, if a lease contract contains renewal options with provisions
for "cancellation charges"” upon non-exercise such charges must be
exemined in light of the cited limitation. The Comptroller General had
occasion to review such contracts in Burroughs Corgorationa4 and
Honeywell Information Systems, Inc.85

Tn Burroughs, the Mine Enforcement and Safety Administration (MESA)
of a2 D:»artment of Interior issued an RFP for acquisition of ADPE for a
proposed 65-month period if all options to continue the lease contract
were exercised. Funding was by fiscal-year funds. Offers were to be
evnlriated based on lowest price for basic plus option periods. The
contract, awarded to Honeywell, provided for "separate charges" if the
use of the system is terminated prior to its intended systems 1life. The

relevant contract language read as follows:

31
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While the Government is not obligated to exercise its
options to extend the term of this contract for the full
60-month system life, the parties hereto acknowledge that
the stated prices and discounts and other terms and
conditions are based on the Government's current intention
to so extend the term of this contract. Accordingly the
Government agrees that for each proposed item of eqQuipment
not purchased or rentsd or retained on rental for the
entire 60-month systsm life or respective remeining portion
thereof, the Government shall pay to Honeywsll an ‘'Early
Lease Termination Charge' of 30% of the monthly list rentel
price ... multiplied by the remaining numbsr of respective
months until the end of the 60-month system life. Thus, if
an item is returned to Honeywell 15 months prior to the end
of the 60-month system life period, the Govsrnment shall
pay to Honeywell an 'Early Lease Termination Charge' of
4-1/2 month's rent at list rental prico...66

Honeywell and indeed the Comptroller General took the position that
inclusion of these separate charges was essentially invited by language
found in the solicitaton.

I1.2.2. EVALUATION OF PRICES

Offers will be evaluated for purposes of award by adding
the total price of all optional periods ... Separate

charges, if any, which will incur to the Government should
the lattsr fail to exercise the option, will not be

(emphasis supplied)

IT1.2.3. UNBALANCED PRICES

In determining an offer which is unbalanced as to prices,

the Government will evaluate separate charges, if any,

which the Govsrnment will incur for failure to exercise the

options.

Because these separate charges potentially involved the obligation of
funds beyond fiscal year appropriations the Comptroller General applied
the principles set forth in 37 Comp. Gen. 155, cited supra. There it was
held that certeain termination charges represented a part of the price of

future rather than current needs. Thus such charges exceeded the

authority of the Government to pay. In Burroughs, the Comptroller

General similarly found the separate charges to represent ADPE

requirements for future years rather than current needs.
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Honeywell's separate charges penalty is clearly intended to
recapitalize the contractor for its investment based upon a
full 60-month systems life if the Government fails to
continue to use the equipment. Indeed Honeywell's penalty
is a percentage of all future years' rentals of
discontinued system equipment based on Honeywells 'list
prices' at the time of discontinuance.... If the
Government were liable for the charges involved it is
apparent that the Government's option 'rights' under the
Honeywell contract are essentielly illusory, since the
Government would have to pay a substantial penalty in lieu
of exercising the option.

Honeywell's separate charges, therefore, do not
reasonably relate to the value of the current fiscel year
requirements which have actually been performed.
Consequently, the charges are not based on a current fiscal
year need, and payment of those charges would violate (31
U.S.C. 665(a); 31 U.S.C. 712a; and 41 U.S.C. 11].

Furthermore, if the Honeywell contract were terminated
for the convenience of the Government, it seems that
payment of the Honeywell separate charges would be
inconsistent with the standard termination for convenience
(T for C) clause remedy. This clause was included in the
Honeywell contract by requirement of Federal Procurement
Regulations (FPR) §1-8.700 (Amend. 153, 1975).

The Honeywell separate charges do not represent costs
incurred in the performance of work terminated - the
measure of recovery under this clause. Moreover, these
charges would clearly exceed the value of the contract -
the limit of recovery under the clause - if complete
termination of the system occurred during the fiat few
years. Consequently, payment of the Honeywell separate
charges would allow for recovery of costs not cognizable
under the T for C clause.

In any case, by virtue of the RFP's Order of
Precedance clause, the T for C clause here clearly takes
precedence over the separate charges provision.87

The companion decision, ﬂgne[well.aa coneidered similar facts. In
Honeywell an ADPE contract with option periods extending up to 96 months
waes to be funded by fiscal year funds. Honeywell protested GSA's
<" ‘tion of separate charges contained in Honeywell's best and final
ofiir. 7This best and final offer was expressly based upon the assumption
that the entire contract period would be 96 months and contain an "Early
l.ease Discontinuance Charge."

The Comptroller General, citing the decision in Burrou;ha,ag
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concluded that this separate charges scheme ran afoul of statutory

restrictons. As in Burroughs the Honeywell decision is critical of the

Fixed-Price Options clause set forth in the then current rpnn.go

Likening the clause's permissable evaluation of separate charges if
unbalancing is present to the confusion caused by the generally vague
definition of unbalancing in !gpilglgg.gl the Comptroller General
recommended the clause be redrafted.

More significantly Burroughs and Honeywell set forth guidelines by
which it would be permissable to provide for “"separate charges" upon
failure to exercise an option to continue a contract.

To be contrasted with the improper Honeywell scheme, the
Government may properly pay & higher base rate for the
first year than subseguent years of multiple year
requirements covered by the same procurement funded with
fiscal year appropriations. Award may be made under the
circumstances set out in FPMR §101-32.408-5 to an offeror
proposing the lowest overall price adding the base contract
price and the prices of all options intended to be
eventually exercised, rather than to the offeror proposing
the lowest initial price for the base contract period
only.... Award, in effect, is to be made to the offeror
proposing the lowest overall average price for the

projected contract life - gssuming that there is a
reasonable certsinty that the options will be exercised.

So long as the lowest overall offer is not ‘'unbalanced’ -
e.8., based on prices significantly understated for some
work and overstated for other work - any part of the higher
initial contract price for the base period does not
represent future year needs, since award, in fact, is being
made to the lowest bidder for the entire intended contract
term.... on the other hand, separate charges which do not
represent the reasonable value of the performed work at
termination - e.g., Honeywell's separate charges - can be
directly linked to future year needs, since the charges
actually compensate the contractor for the Government's
fallure to use the eguipment in future years. Moreover,
separate charges cannot be logically added to the base and
option prices to determine the lowest-priced offer, since
both these prices and the separate charges will not be paid
because they are alternative in nature.92 (emphasis

added)

Thus it seems that the Comptroller General did not completely close

the door on the use of separate charges in lease extension options. But
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where the separate charges take the form of greater base year charges,
award is appropriate only where there is an expectation that the option
will be exercised. Permitting higher base year costs clearly gets around
the problem of committing current fiscal year funds for future years'
needs. However the guestion remaining becomes essentially an evaluation
of offers issue: when is there a reasonable certainty that options will
be exercised? This, it appears, lies within agency descretion at time of
initial evaluation, depending in large part on the agency's determination
of future funds availability.ga
Additionslly the Comptroller General appears to approve of separate
charges which do represent the reasonable value of performed work at
termination as properly chargeable where an extension option is not
exercised. Although charges thus isolated are consistent with fiscal
year constraints applicable to contract continuation, any additional
expense to the Government based upon nonexercise of an option would scem
to fly in the rac; of traditional notions surrounding options. Separate
cherges, thus applied, certainly could make nonexercise of options the
more expensise alternative. To that extent, the contract takes on some

of the trappings of multiyear procurement.
b. Lease with Option to Purchase

The option can take not only the form of an option to extend a lease
but alaso could be in the form of a lease with option to purchase. With
rerprct to ADPE, GSA has been given wide latitude in determining when
such options should be employed.

We are aware of no legal or policy basis for finding

unreasoneble GSA's insistence on having purchase conversion

options in ADP Schedule contracts. Certainly GSA's
willingness to accept rental only offers in the past does
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not, by itself, preclude a change in policy. 1In short, we

find no basis for concluding that GSA abused its discretion

for award of an ADP schodule contract...%4
Significantly both FPMR and DAR set forth a requirement that alternative
methods of ADPE acquisition be conlidorod.gs Among the alternatives

listed is that of lease with option to purchase.

Apparently it is not always clear when a lease with option to
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purchase (LWOP) is being offered. For example a protest was sustained
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Y

wherein the solicitation requested offerors to propose plans for
purchase, lease, and lease with option to purchuo.g6 IBM, the
successful offeror, proposed an alternative purchase plan which it
contended was an outright purchase. The protester argued that the
proposal was for a LWOP. The roposal provided that after acceptance of
the ADPE the agency would acquire most of the rights and obligations of
ownership with limited rights to sell, transfer, or encumber the
equipment. The plan further required the agency to make monthly payments
for 59 months at which time the entire prrchase price would be paid and
unemcumbered ownership would vest in the agency. The obligation to
continue payment throughout the 39 month period wes, however, subject to

the agency's exercise of an option to continue payments at the end of

ot
‘;g each fiscal year. Failure to exercise this option would result in the
bR ADPE reverting to IBM. Additionally, risk of loss through damage or
Ny
‘-_ N
2?&3 destruction fell upon the agency throughout the term of these payments.
AL
qu In construing this purchase plan as an LWOP, the Comptroller Ge :eral -
{:&J noted the following:
i
“}:3 [The protester) asserts that the [alternative purchase
?}§j plan] APP was improperly classified as a purchase plan by
Qgg GSA and evaluated under the solicitation terms applicable
to purchases when, in fact, the APP was a LWOP which should
- o have been considered and rejected pursuant to the
:i solicitetion term applicable to rental plana. Thus, the
Ny
i
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2
FE protester contends that APP conflicts with the following
ﬂ‘ two solicitation provisions which apply to rental but not

to purchese plans.

1) Article XVI which provides that the Government
shall have the right of discontinuance (right to cancel)
without incurring a financiel penalty end the contractor
shall remove the egquipment at its expense

(a) Under the APP the Government is obligated for all
payments for each one-year term and must pay the
transportation costs for equipment which is roturned.

o 2) Article XVIII (&) and (b), as emended, provides for
payment on a montly basis with invoices to be submitted for
the month following use.

. (a) The APP provides that at the beginning of ee~h
one-year option period the Government is obligated for all
payments for that term and montly invoices are to be paid
in eadvance.

=~ k-

= e
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However, the APP does nct appear to fit within the ...
requirements for either a lease or a purchase and its
proper designation is at best ambiguous.

The rights and obligations in the equipment conveyed
under the APP differ in scope from those an LWOP under the

. provisions normally would convey. For example, it
conflicts with ... Article XVI dealing with discontinuance
and the cost of returning equipment to the contractor and
with ..., Article XVIII (a) and (b) regarding payment of
invoices in advance of use.

It further differs from an LWOP as it provides that,
once it is executed, the agency has "purchased"” the
equipment and states the agency shall have all rights and
obligations of ownership, except that during the term of

the APP it may not sell, :ransfer, ... assign or encumber
the equipment. The APP also states that the agency must
pay all costs of ownership, including insurance ... Of

course, all these elements expire and ownership reverts to

IBM if the Government fails to exercise its option to

continue the plan at the end of each fiscal year. [But

under a LWOP] title and risk of loss shall remain in the

contract...97

Thus ~lthough the Comptroller General stopped short of construing the
plen as a LWOP, he did conclude that it was not a purchase and was
sufficiently like LWOP to cause the plan to be at matericl variance with
the solicitation. The principal focus seemed to be up 1 incidence of
risks inherent to ownership. LWOP, it appears, would have the contractor

retain the trappings of ownership throughout the period of the lease,

including risk of loss.
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LOWP, then, is merely a specialized kind of option to extend the
period of performance. Its use gives the Government added advantages -
the ultimate right to acquire outright ownership - over mere option to
extend a lease. Also, historically, in the ADPE industry, ownership at
the end of a lease of several years can be had relatively inexpensively.
This is generally due to rapid improvement in state of the art. Thus
through the use of LWOP the Government can acquire ADPE by expending

annual funds over the life of the contract. The large financial outlays

ﬁtﬁﬁﬁﬁﬁﬂﬂ

which generally preclude outright purchase during start-up of ADP systems

can be spread out over several years and the ultimate purchase price is
greatly reduced. Use of the extension option makes this possible.
Options provide the Government a great deal of flexibility where
otherwise the rigidity of fiscal year funding might limit the ability to
procure. Nonetheless, as has been shown, options are not properly used
in every situation in which the Government seeks to procure beyond its
immediate needs. Analytically, the distinction between increased quanti
options and options to extend the period of performance is useful to
distinguish options from other contract types. But the most significant
distinguishing characteristic of all options is tha. the Government
thereby obtains an absolute unilaterial right to obtain the optional

subject matter.
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CHAPTER II - Evaluation

A. Generally

The regulations as well as case law have established the general rule
that where options are called for in a solicitation, the optional items
will not be evaluated. This rule however is fraught with exceptions, as
{llustreted by DAR 1-1504.

(a) Except as otherwise provided in this paragraph,
solicitations containing option provisions shall state that
evaluatinn will be on the basis of the quantity to be
awarded exclusive of the option quantity.

(b) If it is anticipated that the Government may
exercise the option at the time of award, the solicitation
shall include an Evaluation of Option provision
substantially as set for in 7-2003.11(a).

{c) The option quantity may be considered in the
evaluation for award of a firm fixed price contract, a
fixed price contract with economic price adjustment
provisions, or such other types of contracts as may be
approved by Departmental procedures, if, before issuance of
the solicitation, it has been determined by the Chief of
the Purchasing Office that:

(i) There is a known requirement which exceeds the
basic guantity to be awarded, but either (A) the basic
quantity i8 a learning or testing quantity and there is
somae uncertainty as to contractor or egquipment
performance, or (B) due to the unavailability of funds,
the option cannot be exercised at the time of award of
the basic quantity; provided that in this latter case
there is reasonable certainty that funds will be
available thereafter to permit exercise of the option;
and

(ii) realistic competition for the option gquantity
i3 impractical once the initial contract is awarded and
hence it is in the bes* interests of the Government to
evaluate options in order to eliminate the possibility
of a "buy-in" (1-311). This determination shall be
based on factors such as, but not limited to,
substantial start-up or phase-in costs, superior
technical ability resulting from parformance of the
initial contract, and long preproduction lead time for
a new producer.

In such cases, the solicitation shall contain an Evaluation
of Options provision substantially as set forth in
7-2003.11(b).

ici) The option quantity may be considered in the




Ty e e TS are bt St I e N i 24 . TR " aY R A SR AR R B RS "BLE Ak T Bl Bl B |

2 e s v b 30 » U R Rt M B A AN S s AR A S SRR AT R ICA S A ML TR AR AR A R R ER A S L B NGRS A A AE A G L
Ca Y e ar TRl e} L. ) . &, =

a® -

evaluation for award of & fixed-price incentive contract if
the determination made in 1-1504(c) has been made before
issuance of the solicitation, and if the solicitation (i)
specifies a cost-sharing arrangement applicable to all
proposals, and (ii) specifies that the ceiling price and
target profit for the basic and option quantities are to be
based on stated percentages of the offeror's target cost.
These percentages shall be set forth in the solicitation
end shall be applicadble to all proposals. In such cases,

the Evalustion of Options provisions in 7-2003.11(c) shall
be inserted in the solicitation.

98
Thus the usual rule, as regquired by the regulations, is to evaluate
the basic contract quantity only.99 Optional amounts may be evaluated
only if the stated exceptions exist, but then an Evaluation of Options
clause is to be inserted in the solicitation.

The philosophical underpinnings of the rule lies in GAO decisions
that it is improper to accept a higher bid on the grounds that it will
become the low bid upon exercise of an option. This has been viewed as
100
evaluating bids based upon a mere contingency.

We think this evaluation was correct. Since the

regquirements of the Government were uncertain, the

invitation specifically provided that the quantity of 30

units was an estimated quantity only and the Government was

not obligated to order any units in addition to the 10 units

called for by Delivery Order No. 1. We have held it to be

improper to accept a high bid upon the basis that it will

become the low bid upon the occurrence of a contingency

that might or might not arise...101

There is venerable authority for this. A rental-purchase contract
was held to have been improperly awarded where the coatractor's prices
were low overall only if the option to purchase was exercised. Another
firm offered lower rental prices but limited to three the number of
months' rent which could be applied to the purchase option. 1In
sustaining the protest, the Comptroller General held:

This is no sufficient legal basis for rejection of the
low-rental bid meeting the terms of the specifications.

Such an argument is based upon a contingency which might or

might not arise - that is, conclusion to purchase the
calculating machine after 6 months' rental. There appears

40
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no basis for the administrative assumption that conclusion
to purchase the machine would be reached after a rental
period of 6 months but not prior thereto - it being noted
in this connection that not only was the rental cost
(without purchase) of the Monroe machine lower than that of
the (successful bidder's) Marchant, but the total cost
(rental and purchase) of the Monroe would have been lower
than that of the Marchant if the purchase had been made
after 1, 2, 3, 4, or S month's rental.. . 102

Thus it has been out of concern for the integrity of the competitive
system that GAO maintained rather tenaciously its views that option
quantities should not be evaluated. However Jn 1967 the Comptroller

General noted that:

We believe that this rule is in the Govenment's best
interests in the great majority of cases involving options
and other contingency factors. However, in recent years we
have noted a trend that in addition to the "buy-in"
situations you cite, the rule can operate to stifle
competition and result in higher long-term costs to the
Government ...

In view of the foregoing, we believe that the best
interest of the Governrment may well require the evaluation
of options in certain limited situations. However, it must
be recognized that the uncertainties inherent in options
pose certain dangers to the integrity of competitive
procurements. The evaluation of options should take place,

therefore, only in exceptional circumstances and under
appropriate criteria ...103

Thereafter ASPR was amended to permit the cited execptions under which

the Government may evaluate options.

in spite of the well-established strictures against evaluating option

grntities absent the stated exceptions, the Comptroller General recently

i'. kY

TR |
L 3 S .

ﬁ}: appears to have departed from this hard-and-fast rule. In Safemasters
b 104

L\ Company, Inc., GAO upheld evaluation of option gquantities stating:
ﬁ? It does not appear that the evaluation or use of the

E:“ vption periods had any effect on the award. Examination of

;yi +he three blds submitted does not indicate that any of the

;{ﬁ bidders submitted unbalanced bids, or otherwise attempted

Ty to benefit in the event the Government failed to exercise

l, the options ... Additionally Safemasters bid is low

‘Q whether evaluated on the basic year, the basic year plus

% the first option year, or the basic year plus both option

Tatn years 105
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GAO then distinguished the facts in Safemasters from those in Mobilease

9232251;193106 wherein evaluation of the option quantity was held tec be

improper.

In Mobilease, in the view of GAO, since the Government had failed to
determine whether a "known requirement" existed for the full option
period it was not clear whether award to someone else would result in a
lower cost to the Government. But Safemasters was the low bidder under
all possible circumstances, thus evaluation of the option and award to
Safemasters was allowed to stand. Mobilease's price would have been
lower if only the basic year or years 2, 3, or 4 had been included, but
evaluation of the full option period displaced Mobilease's otherwise low
bid. And this was done without due regard for the regulatory required
determinations. Safemasters, therefore, would seem to permit an
exception to DAR 1-1504(a) where it is clear that evaluation of optional
gquantities does not disrupt the competitive process and does not displace
an arguably potentially low bidder.

Left unresolved by Safemasters, however, is the situation in which
one or more bidders or offerors does submit an unbalanced bid, yet the
awardee is still low overall and for each incremental period.
Safemasters, on the one hand, would seem to permit award to the overall
low bidder in such a case because no other bidder would be prejudiced by
such an award. But there is language in Safemasters to indicate that had
a contractor argued that its bid was unbalanced (presumably “front-
loaded") and would have benefitted in the event that Government failed to
exercise the option, award to an overall low bidder would be

impermissable. Unbalanced bidding will be examined in detail in Section

C (infra).
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There has been little litigation involving the exceptions permitting
evaluation of optional quantities. However, in Raytheon COmpan11°7 the
GAO sustained the Government's not evaluating an option where it did not
contemplate exercising the option at time of award and the contract was
not fixed-price. Hobilonaeloe also addressed the propriety of applying

- one of the exceptions. There the focus was on whether DAR 1-1504(d) was
followed, i.e. was it determined at a level higher than the contracting
officer that a known requirement existed for the basic plus option
quantity. GAO found that there was no evidence that this determination
had been made, nor was there evidence that funds would be available to
permit exercise of the options.

Thus it would appear that some evidence must be shown setting forth

the fact of the required determinations. And this must be done prior to

bid evaluation if option quantities are to be evaluated.
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B. Responsiveness

Responsiveness has been a significart issue in csses where the
optional qusntity is to be evaluated as well as those in which it is
not. The general rule that bids must conform to the ollontia}
reguirements of the IFB or be rejected unless the nonconformity is
considered to be immaterial is applicable where the bid is to contain
options. Where options are evaluated, omission of a reguired optionsl
item can compel rejection of the bid as nonresponsive. However rejection
is generslly not warranted for omission of optional items from bids where

options are not evaluated.
1. Responsiveness Where Options Are Evaluated

Where the option guantity is to be evaluated, the responsiveness
rules are stictly uppliod.lo9 For example, in Milton Machine
ggggé.llo the Government issued an IFB requiring bidders to bid on
basic and ten optional quantities. Bidder's omission of the tenth
optional incremental gquantity in its bid was held to render it
nonresponsive. This was true in spite of the fact that the bidder
submitted a statement with its bid that the basic guantity price could be
used for any option gquantity awarded at the time the basic quantity was
awarded. The Comptroller General found that since the solicitation
contemplated possible option exercise up to 180 days after award, the bid
was a material deviation, hence nonresponsive. However, had the entire
gquantity (basic plus all optional increments) been awarded simultaneously
it is not clear that same result would have been ronched.111 In that
instance, the bid would probably have been responsive; the Government

could have exercised the options at the basic price.
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Compare Comptroller General Decision B-1%3902, April 18, 1966
(unpublished), in which a bidder submitted a price on the basic work
only, pricing the "optional" work at "no cost to owner." Although the CO
had rejected that bid as nonresponsive, the Comptroller General held that

the bid was indeed responsive. 1In spite of the solicitation's requirement

that "bids must be submitted on all items,"” it was held that the bidder
had merely priced the basic work so as to account for the contingency of
the optional work being exercised. This would seem to be irreconcilable
with Milton, however it should be noted that this case was more in the
nature of additive and deductive items than a true option112 and might
be distinguished on that factual basis. Moreover, Milton was
nonresponsive because he failed to bid at all on all required items, but
the above facts (B-158902) show a bid, albeit "no cost" on all items.
Thus responsiveness is established. The Comptroller General stated
therein:

This was not a failure to bid which, in the usual case,

would require rejection because there would be no assurance

that the bidder would be legally bound to perform work

covered by bid items as to which no bid price was entered

.. Rather, Hunt would have been obligated under his bid to
perform under the special conditions at no cost to the

Government execpt with respect to his unit bid prices for
drilling ...113 (emphasis added)

8. Clerical Error Exception

GAO has also used the "clerical error" rationale to avoid the
harshness of a finding of nonresponsiveness where a required option price
has heen omitted. But application of this is limited to well defined
facts., For instance where a low bidder submitted a price for a basic

guantity, and follow-on quantities 1 thru 5, 6 thru 15, and 26 thru 35

A4S

!
¢
e

.‘\i LS TRl - - gt - . 1 - oA a s, s A . - . A - . -
T R R S S N S o R R IR S G T N 6 TR YIRS AT TS AN A L T L PR T TSI O T P, B L SO T R P STt SR )



e e L 1t AL B b st L s e he 5o e A A A MO AL AR SRR ER SRERERE LMD ALASE S LB A A A AR AL
. LA PV, B SN atava o - 3 - Ll e PR PN R ) o7 a®a " » -

and thereby established a clearly recognizable pattern of prices, the

bidder's failure to bid follow-on quantity 16 thru 25 was held to be a

corruoctible clerical orror.ll‘

In another case, where the IFB stated "Although award is on an ‘All
or None' basis bidders must indicate a unit and total price for each
item," the Comptroller General found that omission on a single price for

an option item was a mere clerical error since a consistent pricing

pattern could be ahown.lls Therein the Comptroller General held:

In our view, the question for our decision is whether
Auburn's bid provides clear evidence of such a pattern of
uniform pricing. In each of the decisions cited above in
S2 Comp. Gen. 604, supra, and in that decision itself, the
bidder was permitted to insert an omitted price where he
had bid consistently on the same item elsewhere in the
invitation for bids and there was no basis upon which it
could be concluded that the bid on the omitted item would
be any different. In this case, the prices for items 0001
and 0027 calling for the same work as item 0014 were
pricisely thz same. We believe it is reasonable to
conclude that Audurn erroneously omitted a price for item
0014 and the price intended for the omitted item was
intended to be the same as that bid in items 0001 and
0027. That this is the case is supported by the other 81
prices inserted in Auburn's bid representing 27 different
work items priced for three separate l-year periods. In
all cases, Auburn bid the same price for each of the l-year
periods. Also, award was made on an 'all or none' basis,
and a price was omitted for only one of 84 items. Thus we
believe the very limited exception tc the general rule
enunceated in 52 Comp. Gen. 604, supra, may be invoked to
permit Auburn to cure the omission. Auburn has submitted
documentation to substantiate the existence of its mistake
and has expressed its willingness to perform the contract,
including the work called for under item 0014, with no .
increase in total bid. Therefore we believe award should
be made at this price if otherwise proper.116
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Further delineation of the clerical error exception is found in
117
International Signal. There in a 2-step formally advertised
procurement, the low bid on Step 2 was rejected as nonresponsive because

it did not include bid prices for optional engineering services. The bid

failed to include optional "straight-time" hourly rates for Design
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Engincering Services and for Field Engineering Services. However the bid

did include overtime rates for these services. S5AO found that the low
bidder, International, did intend to bid the omitted option quantities
and that this intent was clearly discernible from the bid documents.

An anlyaih of the International bid shows that to the
extent option items are priced, they are indenticsl in
price to each respective basic priced item. For example,
with respect to the hardware being purchased (items 1 and
2) and the corresponding option items (11 and 12), the
option prices bid were identical to the basic items.
(emphasis in original)

In addition, International bid the rate of $12.50 for
weekly overtime hours and $16.50 per overtime hour for
Sunday and Holiday work options (option items 1703 and
1803), which are exactly the rates bid in the basic items
(703 and 803). We believe it i8 not rationsl to conclude
that a bidder would bid on overtime without an intention to
perform the basic straight-time work, and that there is an
obvious relationship between the basic straight-time and
overtime work and the identical work specified as an
option. We therefore believe that from the face of the bid
a clear pattern of uniform pricing can be established.
Thus, in our view, the only reasonable interpretation is
that the omitted price for optional straight-time
enginewring houre for items 13-16 against an overtime rate
of $12.50 per hour is the same as the straight-time rate
for items 3-5 against their overtime rate of $12.50 or
$65.00 per eight hour man-day.ll8

Thus where there is a clearly defined relationship between the option
items bid and other option items for which no prices were bid, correction
of the omitted prices will be permitted. But where no such relationship
can be established, a bid omitting required option prices is simply

119
noncespon.ive and must be rejected as such.

2. Responsiveness Where Options Are Not Evaluated

In comparison, however, cases in which the optional gquantity is not
evaluated permit & somewhat looser definition of what constitutes
responsiveness. Thus in a case in which the optional gquantity was not to

be evaluated, a bidder's failure to include option prices did not render
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its bid nonronponlivo.lzo This was due in part to evaluation being
“exclusive of the option quantity" but also to the fact that the IFB
placed no maximum price on option items.

If the IFB specifies that option prices may not exceed
the basic bid prices or establishes some other standard for
the option price, it is clear that the Government would be
deprived of a valuable benefit if it could not exercise an
option so limited. Similarly, where the Government intends
to exercise the option, or a portion of it, at time of
award, a bid without an option price would have to be
regarded as nonresponsive.

However when the IFB does not establish a ceiling for
option prices and the option prices are not to be included
in the evaluation, we do not think that failure of a bidder
to quote option prices may be considered to be a material
deviation. We see no substantial difference between a bid
with an unreasonably high option price and a bid without
any option price. Since an otherwise proper bid could not
be rejected because of the high option price where the
option quantity was not to be included in the award, we see
no reason why the absence of any option price should result
in rejection. In both cases, the Government's position is
basically the same.

We note that the next low bidder in this case gquoted
identical unit process for both the basic and option
quantities. But this fact does not slter our view of the
situation. Whether or not the failure to submit option
prices is materisl and constitutes grounds for bid
rejection must be determined on the basis of the terms and
conditions of the solicitation and not on the basis of
option prices quoted in other bids.121

Compare ITT Federal Lnboratories.122 in which bids were also to be
evaluated "on the basis of basic prices guoted and exclusion of option
prices quoted." However there the solicitation stated that the price on
the option quantity shall not exceed the basic unit prices. Bidders were
required to bid both basic and option items. The contract was awarded to
Admiral nothwithstanding that its bid on the optional items had higher
unit prices than for the basic items. Nonetheless, Admiral's bid was
8till low overall. In holding that failure to comply with the IFB here
did not render Admiral's bid nonresponsive the Comptroller General

focused on the competitive impact of the bid.
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Furthermore, Admiral does not seem to have gained any
material advaeantage in price, since considering its basic
price alone or totaled together with the option price it is
still the low bidder and it is not conceivable in these
circumstances that any bidder was prejudiced by Admiral's
manner of bidding. Therefore, the failure of Admiral to
conform to the option price ceiling in its bid does not
appear to have been a material deviation, since by the
limitation the Government s seeking to obtain the best
possible option prices and while Admiral exceeded the
limitation it did not prejudice any other bidder ...

Moreover, the evaluation method specified in the
invitation for bids provided for evaluation on the basis of
basic unit prices alone. Further, there is no intention to
exercise the options at time of award. The option prices,
while a commitment upon the contractor, do not commit the
Government to exercise the options ...123

It is noteworthy that Admiral, after bid opening, agreed to reduce its
option price to conform to the IFB. GAO, in this opinion, recommended
that award specify that options may be exercised at prices the same as
basic unit prices. Although not entirely clear, it is doubtful that the
result in the case would have been different absent Admiral's
concession. The ratio decidendi would appear to support award to a
bidder whe, even intentiocnally, bid higher option prices in the face of
contrary instructions. However this would appear true only so long as
124

the overall price was still low.

125
In ABL Genersl Systems Corporation, the Comptroller General

further explained the Admirel (ITT Federal Labs) decision. In ABL, the
I¥B called for option prices to be equal toc or less than basic item
prices and stated that bids would be evaluated "exclusive of the
option."” ABL's bid, like Admiral's, quoted an option unit price which
was greater than the basic unit price. Also like Admiral, ABL's overall
price was low. But unlike Admiral; ABL's option price was higher than
another bidder's. The contrac*: was, nonetheless, awarded to ABL; the

Governmant reeconed that because ABL was low overall, the Admiral case
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permitted award. But this failed to adequately account for the
competitive impact of ABL's bid.

For reasons that follow, our position in this area is
that where a bidder is low on the base guantity, but higher
than the next low bidder on the option guantity, nothwitn-

standing that the bid remains low in the aggregate, such
bid is not properly for acceptance under the terms and

conditions of the IFB.... (emphasis added)

While it is true that ABL is the low bidder on the base

quantity, and only the amount bid for the base item is to

be used for evaluation purposes, our Office cannot
unqguestionably conclude ’‘dat if any other bidder had bid in

the same manner as ABL, it would not have displaced ABL as

the low bidder. For example, ABL bid $183.03 per unit on

the base quantity and $292.66 per unit for the option

guantity. As contemplated by the IFB, ARA bid $287.27 per

unit for both the base and option quantities. However, if

ARA had ignored the price ceiling limitation contained in

the option provision anda bid in the same manner as ABL, it

is quite possible that ARA's base bid could have been

reduced below ABL's base bid with the dollars reduction

being added to the option price. Since the IFB provides

that evaluation is only to be made on the base item price,

ARA would then be the apparent low bidder.126 (emphasis

added)

Thus GAO concluded that the next low bidder had been prejudiced by
award to ABL. But this conclusion may be analytically suspect.
Prejudice, if indeed there is, lies only in a hypothetical scenario in
which the next low bidder completely changes his bid. Apparently no
prejudice is found from the simple fact that the next low bidder was low
on the option unit prices. Clearly, resort to hypotheticals could have
eanily resulted in a finding a prejudi_e in the Admiral case as well.
Certainly, hypothetically at least, Admiral's next nearest competitor
could have lowered its base bid and rsisued its option bid much like ARA
hypothetically did. Logically, then should there not be prejudice in
both cases? The simple answer is: there is. But the ABL case

apparently provided a convenient place to "draw the line" at which

materially nonrespcnsive bids are defined. That line, it appears, is
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drawn where the IFB calls for a stated maximum option price which is

exceeded in the questioned bid and another bidder submits lower option

LW 6 Salv 1V B 3

prices. In such a case prejudice will be found nothwithstanding that the

L ICER
s

LA

bid is low overall and low on the base amount. Tin i¢1 bids will be

Ay
2P

nonresponsive in spite of the fact that option prices are not evaluated.
- Cases in which the bidder who prices options in excess of IFB

requirements is not low overall are analytically simpler. Such a bid

7
notwithcstanding that it is low on the base amount is nonrosponsivo.12

No resort to hypothetical "prejudice" is required. Simply stated, the
Government would pay more (if it exercised its options) to the awardee
than it would to the next low bidder. Award in such a case disrupts the
relative standing of bidders and is therefore prohibited. In such cases,
the GAO has found unpersuasive Government arguments that the IFB
contained no express requirement to reject bids which did not quote a
price for the option quantity equal to or less than the price submitted
for the basic quantity or that the option could not be exercised until it

128
was determined to be the best price obtainable (See Ch III, Sec A).

129
This principle appears to apply to negotiated procurements as well. 2

In one, albeit unusual, case a bidder's failure to bid on option

quantities was upheld by GAO where the solicitation contained the

130
following language

C.83.3 (NOTICE - UNIT PRICES - RANGE QUANTITIES):
Enter unit prices for each specified range for all items
for which space has bean provided in Section E. DO NOT
LEAVE ANY BLANKS. Failure to follow this instruction will
render the bid nonresponsive.

D.32 (EVALUATION OF BIDS/OFFERS):

A bidder/offeror must quote on all items in the soiicitation
to be eligible for award. All items will be awarded only

as a unit. Evaluation of bids/offers will be based, among
other factors, upon the total price quoted for all items.

C.23 (NOTICE-OPTIONS)

This procurement contains an option provision that allows
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unit prices different than those offered for basic contract

quantities. The Government may exercise this option at

time of award; because of this, the option quantity and

price will be an evaluation factor. See Subsection D.24 ...

(D.24) The evaluation of bids will be on the basis of
the quantity to be awarded, exclusive of the option
quantity ...

The bidder/offeror may indicate in the space provided

below, the unit price(s) for the increased quantities if an

option is offered.

The solicitation incorporated an Crder of Precedence clause which
subordinated language contained in the solicitation to that found in the
schedule. Subsection D.24 appearing as it did in the schedule thus
predominated. Hence the Comptroller General concluded that failure to
bid optional quantities did not render the bid nonresponsive; the
schedule expressly permitted excluding option prices.

Thus, if a rule can be stated, it appears to be that where options
are not to be evaluated, failure to bid option prices will not render the
bid nonresponsive. This rule is complicated, however, by cases where
notwithstanding that options are not to be evaluated, maximum prices for
options are placed in the IFB. In such cases, where bidders ignore the
maximum prices limitation, responsiveness issues fall into two general
categories. First where the overall bid price including option is low,
nothwithstanding the bid exceeded maximum option prices, the bid may be
responsive. But only if the bid was low on the basic amount and low on
all option items. If any option item was not low, then the bid may not

be responsive. Second, when the overall bid price including options is

not low, the bid is not responsive.
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C. Unbalanced Bidding

When the Government evaluates option quantities along with the basic
quantities the possibility of receiving unbalanced bids exists.

As a general proposition, unbalanced bidding occurs when

[A] bidder quotes high prices on items which he believes

will be required in larger quantities than those used for

bid evaluation, and/or low prices on items of which he

believes fewer will be called for ...131

132

Such bidding is not per se illegal. But a solicitation which

induces unbalanced bidding is defective and should be cancelled.l33

1. Mathematically Unbalanced Bids

The initial focus is on the bid itself: Is this bid unbalanced such
that some bid items carry only a nominal price while others carry
inordinately high prices? Thus the threshhold issue becomes the
determination of whether or not the bid is mathematically
unbalanced.134

If each items of the bid carries its proportional share of cost of
the work plus profit the bid is not mathematically unbalanced.las No
further inquiry into unbalanced bidding is then necessary. But, suppose,
for example, the IFB seeks bids for the basic quantity X plus option
quantites Y and Z. If a bidder submits a bid of $500 per unit on X and
$250 per unit on Y and Z (assuming roughly similar costs for X, Y and Z)
such a bid is mathematically unbalanced. The bidder is seeking to recoup
its expenses early in the procurement cycle or otherwise benefit from
such a pricing arrangement. The bidder's expectation is that any losses
on the low-bid items would be offset or exceeded by gains on the over-bid

items. But simple mathematical unbalancing is not impermissable.136
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2. Materially Unbalanced Bids

A mathematically unbalanced bid, however, is not appropriate for
award if it is materially unbalanced. This second level of inquiry to

determine if a bid is materially unbalanced focuses not upon the bid, but

upon the solicitation and the cost impact of the bid.137

Our Office distinguishes between mathematical and
material unbalancing. Mathematical unbalancing relates to
whether each bid item carries its share of the cost of the
work plus profit or whether the bid is based on nominal
prices rfor some work and enhanced prices for other work.
Material unbalancing relates to the cost impact of a
mathematically unbalanced bid. 'Unless there is reasonable
doubt that by making award to a party submitting a
mathematically unbalanced bid, award will not result in the
lowest ultimate cost to the Government, the bid should not
be considered materially unbalanced' Mobilease Corporation,
54 Comp. Gen. 242, 245 (1974) 74-2 CPD 185,138

To ascertain whether or not a bid is materially unbalanced, it must be
determined whether or not award was made to other than the low bidder.
Theoretically this should be an easy task. Simple comparison of the bids
themselves should reveal the relative standing of the bidders. But where
a solicitation sets forth estimated Government needs such comparisions

become problematical.

We believe that, as a general rule, the inquiry into
material unbalancing begins with an examination of the
solicitation and its evaluation formula, the determination
that a mathematically unbalanced bid has been submitted has
the effect of calling into question the accuracy of the
solicitations estimate of the anticipated quantity of work
and, thus, the evaluation basis upon which bids or offers
are being considered for award. If, after examination, the
contracting agency believes that the solicitation's
estimate is a reasonably accurate representation of actual
anticipated needs, then the mathematically unbalanced low
bid may be accepted ...139

,.,.
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If thare is doubt concerning the accuracy of the Government's
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estimated needs set forth in the IFB, such doubt may be resolved against

18
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award to the mathematically unbalanced bidder.l‘o Thus where a
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prctesting bidder shows evidence that Government estimates of work ware
inaccurate, the Government must then show evidence that its estimates
were indeed accurate. Failure to do so can result in a finding that a
mathematically unbalenced bid was in fact materially unbalanced.
If the solicitation's quantity estimates are not

reasonably accurate, there is reasonable doubt that award

to any bidder would result in the lowest ultimate cost to

the Government; the proper course of action in such

circumstances is to cancel the IFB and resolicit ...141

It appears, therefore, that where there is a mathematically
unbalanced bid coupled with an erroneocus estimate of work there is a
presumption of sorts that award is to other than the low bidder. Thus
the cases speak in terms of materially unbalanced bid simply upon a

showing of erroneous solit:it:at:ion.l‘2

How;ver the second and perhaps more significant analytical element is
the cost impact of the mathematically unbalanced bid. A factual showing
even in the face of an erroneous estimate of work, that the unbalanced
bid will result in the lowest cost to the Government will permit award to
be upheld.

Comp. Gen. Dec. B-161208 illustrates this.143 In that case GSA
advertised for repair and installation of rugs. The IFB provided that
award was to be made in the aggregate for all services in each geographic
area, and that the low aggregate bhid for each area would be the sum of
the items determined by multiplying the item unit price by the stated
weight factor for such item. Included in the weight factors were certain
optioral items such measuring services. In denying a protest which was
based, inter alia, on an allegation that erroneocus weight factors gave
rise to materially unbalanced bidding GAO held:

We seriously question the wisdom, under these

circumstances, of cancelling the Invitation for Bids as to
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service area 2. While as a technical matter the weights
used were inaccurate, this apparently had no effect on the
bid evaluation and we have no doubt that an award made to
Arlington would result in the lower overall cost to the
Government.

Although the erroneous weight factors were not
completely corrected in the second invitation, the
administrative report indicates that the award made to
Ray's Carpet and proposed award to Arlington will result in
the lowest overall cost to the Government when evaluated on
the basis of the revised [albeit erroneous) weight
factors. That being the case, we would not be justified in
objecting to the award or to the proposed award.144
(emphasis added)

The burden of demonstrating that a mathematically unbalanced bid,
when applied to erroneously weighted evaluation factors, is the low
overall bid is admittedly substantial. Nonetheless, where the Government
can make such a demonstration bids of that nature will apparently be
upheld.

Mobilease (!or.-]g.u5 involved a somewhat different twist to the
puzzle of unbalanced bidding. There bidders were warned in the IFB that
matoriall& unbalanced bids may be rejected as nonresponsive but nowhere
did the IFB set forth what constituted a materially unbalanced bid. The
Comptroller General was critical of this procedure. After discussing the
basic test to determine mathematically and materiaelly unbalanced bids he
stated:

In this regard, no criteria were expressed in section
"D" [of the IFB] to aid in a determinaton of the
"materially unbalanced” bid. Any determination under this
section would necessarily be subjective in nature without
reference to standards or common guidelines. Certainly
faced with this provision, bidders were unable to prepare
their bids with any assurance that their bids would not be
rejected because of unbalancing. We recommend that the
language of secton "D" be critically examined to deternmine
its utility in evaluating bids under an IFB such as
involved here. In this kind of situation both guidelines
should be provided as to what constitutes an unacceptable
unbalanced bid. It might have been preferable here to have
advised bidders that option prices should be the same for
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all option periods ...146 (emphasis edded)

Thus while GAO took issue with the Government's method of attempting
to control unbalanced bidding, it pointed out an acceptable procedure for
doing so. Level bidding apparently is one such acceptable method.
Discount to present value is another possible approach to reducing the
anti-competitive effects of unbalanced bidding. Both will be examined in

detail in infre.
3. '"Buy-in"

‘ A type of unbalanced bidding which may occur when option prices are
not evaluated is the "buy-in." "Buy-in" is generally defined as a
below-cost bid for the basic items coupled with prices for optional items
established sufficiently high to more than offset the initiel loss
position. Although there is no prohibition against the practico.1‘7
various procuring agencies have promulgated rogulafionl designed to
control use of "buy-in" as a bid t:ochniquo.:l"8 For example DAR
1-311(b)(ii) suggests the use of priced options to as gresat an extent as
practicable. However, as already noted, option prices are not generally
evaluated. Nonetheless where the Chief of the Procuring Office
determines that realistic competition for the option quantity is
impracticable after award of the basic contract and evaluation of option
quantities is in the Government's best interests to avoid a "buy-in", an
exception is permitted under DAR 1-1504(c){(ii). This would seem to
require a certain amount of clairvoyance on the Government's part, but
this provision does appear to provide some measure of control in the

situation where a bidder or offeror is willing to absorb high start up

costs, thus offering low prices on the basic contrect with the
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expectation that because of its tochnological or industrial superiority

it will become sole source with high priced option yenrs.l‘g

A bid cannot be rejected on the sole ground that it is unreasonably

low.lso In a case in which the Air Force included a "Reasonable

Costs/Minimum Manning” provision in an IFB for a janitorial services

contract, the GAO held that this in effec: converted responsiveness to

rolponlibility.151 And although DAR 2-403.2(e) permits rejection of

unreasonably priced bids, this applies only to unreasonably high priced

bids.

In our view, the subject IFB is materially deficient
because section D-3 requires that noncompliance with this
clause will result in a bid being rejected as nonresponsive.
In our opinion, the Air Force has improperly converted a
matter of responsibility into a matter of responsiveners
... Further, the section's specified authority to reject
bids as nonresponsive is not authority to zeject an
unreasonable low bid. DAR §2-404.2(e) (1976 ed.), which
provides that a bid may be rejected if it is unreasonalbe
as to price, applies only to reject for the benefit of the
Government excessively high bids ...

Horoovor; the regulations provide measures to be taken
if a bid is.qulg,c;od of being too low. For example, the
contracting officer should request verification as required
by the mistake in bid procedures set forth in DAR §2-406
(1976 ed.). 'Purther, DAR §1-311 (1976 ed.), dealing with
the practice of "buying-in", does not permit the
contractingofficer to reject as nonresponsive a bid
suspected of being below cost. Rather, postaward and
follow-on procurement safeguards are required to protect
the Government.152

Thus a bidder or offeror is free to bid below cost on the basic
contract with the expectation that it will receive the optional work at
prices which offset initial losses. The requirement to "test the market"

153
prior to exercise of options theoretically ameliorates the impact of
54
this practice to a great degree.1 Furthermore, GAO has taken the
position, at least with respect to service contracts, that a bid below

cost requires that the CO review the bidder's responsibility before
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award.lss Clearly a loss position would affect a firm's ability or

A
Koo
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Wt
'

willingness to perform work, hence such inguiry is reasonable.
Nonetheless a requirement to determine that a bidder is responsible adds
nothing to the CO's pre-award duties.

Establishing "buy-in" can require more than a mere showing that the
bid or offer was below cost. In the view of the ASBCA, at least, the
Government must also show that such a bid was made with the specific
intent to recover contemplated losses through favorably priced change

156
orders or through enhanced pricing of "follow-on" contracts.

l.ooking at the ASPR definition of a "buy-in" [§1-311], it

is seen to contemplate a loss position on a particular

contract where that loss positon was created with a

specific described intent. The intent may take one of two

forms: <aither 1) accomplishment of an increase in the

contract price by change orders or other means, or 2)

setting high prices for follow-on contracts to cover the

original "buy-in" losses. We find the Government has not

met the tests of a "buy-in" as laid down in this

regulation. It has not been established to our

satisfaction that the fixed price offered in the second

step of this two-step procurement was 'a price less than

anticipated costs' with the expectation of accomplishing

recoupment through either of the two methods mentioned in

the regulation.157 (emphasis added)

The Government's "buy-in" argument, arising as it did over s dispute
hefore the ASBCA surrounding the pricing of options appears to be
uniguely raisad in this case. 3ubsequent ASBCA cases dealing with
gimilar facts have decided the issue on retrospective price

158 159
computation or weighted guideline method of profit negotiation.
Hence applicability of the "specific intent" rule is of questionable
imporiance. And slthough this would seem to significantly add to the
Government's burden, since "buying-in" is not prohibited under DAR 1-311,

this additional requirement has little practical efficacy.

The better reasoned view appears to be that propounded by GAO:
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ASPR 1-311 addresses the situstion where an offeror
knowingly offers a price substantially below anticipated
cost with the expectation of recovering the loss by an
increase in price through change orders during performance
or by receiving follow-on contracts at prices high enough l
to recover the loss on the original 'buy-in.' The act of
willfully bidding below cost is not expressly prohibited.
However, when there is reason to believe that this has
occurred, the contranting officer is required by that
regulation to assure that the difference is not recovered
in the pricing of change orders or of follow-on
procurements subject to cost analyses. Further, since the
regulation does not provide for rejection of a bid where
‘buy-in' is suspected, we have recognized that there is no
legal basis upon which an award may be precluded or
disturbed merely because a low bidder submitted an
unprofitable price....160

Moreover, we have held that the fact that a low bidder
may incur a loss at its bid price does not justify
rejection an otherwise acceptable bid ... To properly
reject a bid as being extremely low would require a
determination that the bidder was nonresponsible ... it
should be noted that our Office does not review protests
against affirmative determinations of responsibility ...

The rule that GAO will not review affirmative determinations of

responsibility is therefore applicable to the "buy-in."161 This was
6
clearly set forth in Allied Technology, Inc..1 2 where the protest

alleged, inter alia, that a bid was s0 low as to preclude profit or

recovery of overhead costs and was 80 low as to evidence a clear lack of

understanding of the effort involved in performing the contract. 1In
denying the protest the Comptroller General stated:

Even if Allied's contentions concerning cost are
correct, ASPR §1-311 (1975 ed.) does not preclude
acceptance of below cost bids, but mainly cautions
contracting officers to assure that amounts excluded in the
"buying-in" contract are not recouped through change orders
or follow-on contracts. Since the regulation does not
provide for rejection where "buying-in" is suspected, our
Office has repeatedly held that award may not be withheld
or disturbed merely because the low bid is below cost....
The Navy was convinced that Esterline fully understood the
Government's requirements, and that it would comply with
the specifications. This office has held that so long as
the bid of the susptected "buying-in" is low and is
responsive to the invitation requirementas, and the bidder
is determined to be responsible, award must be made to that
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bidder ... To the extent that Allied contests the
aftirmative determination of Esterline's responsibility,
such contantion will not be considered ...163 (emphasis
added)

This rule applies with equal force to negotiated procuromonu.m4

However where an RFP contained the following clause:

D.37 COST REALISM IN REQUEST FOR PROPOSALS

3 (1974 NOV)
An offeror's proposal is presumed to represent his best
efforts to respond to the solicitation. Any inconsistency,

" whether real or apparent, between promised performance and
cost or price, should be explained in the proposal. For
example, if the intended use of new and innovative
production techniques is the basis for an abnormally low
estimate, the nature of these techniques and their impact
on cost or price should be explained; or, if a corporate
policy decision has been made to absorb a portion of the
astimated cost, that should be stated in the proposal. Any
significant inconsistency, if unexplained, raises a
fundamental issue of the offeror's understanding of the
nature and scope of the work required and of his financial
ability to perform the contract and may be grounds for
rejection of the proposal. The burden of proof of cost
credibility rests with the offeror. (emphasis added)

The Comptroller General stated that although this langusge would appear

only to give the Government an option to reject an allegedly below-cost,

"unrns,. 1istie”, offer, such rejection, albeit discretionary with the CO,

165

would arguably contravene previous GAO decisions.
This clause has two significant aspects. First, it appears to

deliniate specific responsibility criteria. The Comptroller General has

allowed nonresponsibility determinations to be made where a bidder or

offeror fails to mwet stated responsibility criteria.166 Thus the

clause would scem to permit a finding of nonresponsibility where the

$%ﬁ price submitted was unrealistically low, and the offeror does not explain
3y
PQ‘ the : pparent price disparity to the CO's satisfaction. By itself such a

provision would not seem objectionable. However the second aspect of the

clause is that it is akin to a minimum price clause. This has been found
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icg objectionable in advertised procurements for service contract|167 and
oJ

2N

?gq would seem no less objectionable in negotiated procurements.

GAO has indeed upheld a finding of nonresponsibility based upon a
below cost bid.l68 And, although "buy-in" is not directly discussed,
the case is nonetheless instructive. The facts were that the low bidder,
DCA/Massa, had been awarded a previous supply contract for similar items
four vears earlier. Massa's per unit cost was about $61,000. Under the
instant IFB, Massa was low bidder for the same items bidding about
$35,400 per unit. The CO determined that Massa was not responsbile and
awarded the contract to the next low bidder. The CO cited both the fact
that performance at the bid price would generate a loss of $700,000 for
Mausa and that DCA, Massa's parent company, had filed for bankruptecy.
The Comptroller General, in upholding the CO's actinn, noted that
although the parent company's bankruptcy does not mendate a finding of
nonresponsibility, it permits it. PFurther, that the loss posture into
which Massa was interjecting itself by below-cost bidding reised doubts
that it had sufficient financial cepebility to sucessfully perform the
contract.

{Wle believe that a reading of the entire record supports

the edministrative determination that DCA/Massa does not

possess a strong financial capebility and it is at least
doubtful whether Messa could successfully perform a

] multi-year contract of the amount involved here ...169
v :
ﬁaﬂ Thus ebsent some basis for finding orf nonresponsibility, a "buy-in"

Poars

bid should not be rejected simply because of its below-cost nature.

"Buy-in" may be a disfavored practice but it is permissable.

v
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4, Attempt to Control Unbalanced Bidding and "Buying-in"

Unbalanced bidding and its corolliary, "buying-in" both arguably tend
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to skew the evaluation process thereby making it more difficult to foster
full and free competition. Thus there have been efforts to eliminate or
minimize their use in the procurement process.

One notewcrthy legislative venture in this regard was embodied in
H.R. 4717, 96th Cong., 2nd Sess. This plece of legislation was an effort
to amend Title S, U.S.C. respecting personnel ceilings within Federal
Civil Service. The thrust of thy legislation was aimed at controlling
certain "contracting out" practices as promulga ed under OMB Ciruclar
A-76. Among the measures put forth was proposed Section 3703(b) which
addressed "buy-in". Specifically aimed at service contracts, it would
have required cost comparisons prior to renewal of these contracts and
contained formulae setting out what constituted a "significant increase”
in cost justifying non-renewal. Contract renewal, as used therein
included inter alia prepriced renewals as well as renewal options

170
provided for under the terms of the original contract. of
particular interest here is the approach taken by this legislation in
determining whether a "significant increase" in expenditures would occur
by exercise of the option. The formula employed under §3703(b)(2)
required that the agency develop the following information:
2. The average annual rate of expenditures incurred by

the United States during the most recent three years under

the original contract (or over the period the contract was

in effect, if less than three years)

3. The GNP deflator for the calendar gquarter in which
the original cost comparison was conducted ...

4. The average rate of change in the GNP deflator for
the four most recent calendar quarters

5. The estimated GNP deflator for the calendar quarter
occurring immediately before the end of the 12-month

renewal period based on the average rate of change in the

GNP deflator for the 4 most recent calendar quarters ...

6. The percentage by which the estimated GNP deflator
for the calendar quarter occurring immediately before the

end of the 12-months renewal period ... exceeds the GNP
deflator for the calendar quarter in which the cost

63
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comparison was conducted ...

7. The average annual rate of expenditures incurred by
the United States under the prior contract adjusted by
the percentage increase in the GNP deflator (If the
renewal cost exceeds this figure by more than 2% a new cost
comparision under OMB Circular A-76, Section 9, is not
roquired).171

This convoluted series of calculations would have esta“lished merely

the requirement for a new cost comparison before an option could be

exercised.

Although this
"buy-in" practices, it is

testing prior to exercise

would indeed regulate, to a large extent,
really little more than formalized market

where the contract renewal takes the form of an

option. This practice is currently required, although with significantly

17
le ‘s formality under the procurement regulations 2 and would seem to

be a satisfactory solution to the "buy-in" problem.
a. Level Bidding

Level bidding, perhaps a more practical approach to protecting the

Government against "bny-in", establishes e maximum avove which options

may not be priced. The concept has previously been mentioned concerning
the effect of noncompliance with a solicitation's limits upon option
prices as it effects responsiveness. Now the focus is on the effect

level bidding has in insuring the Government gets the best price possible

for basic as well as option quantities.

E£€ ABL General Systems Corporation173 of importance on cthe iszue of ~ |
Eﬁ; responsiveness, is also a useful case to begin a discussion of the price
-
Y consequences of level bidding. The GAO therein expressed concern that
‘EE level bidding would cause "front-load: ng", hence artifically price

a2
F

| =
"- =3
L

certain contingencies into the basic contract.

Additic .l'y, our office is concerned with the use of
an option provision like the one contained in secticn "J*

v
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of the IFB. A clause of this nature appears to cause a
"frontloading" of costs on the base guantity which are
transferred from the option quantity to equalize the prices
bid, when in actuality there is no assurance that the
option will even be exercised. What this does, in effect,
is cause the Government to pay for a portion of an optional
item each time a base item is paid for. If the option is
not exercised the Government will pay a price in excess of
the reasonable competitive value of tne item delivered ...
Therefore, we recommend that the language of section "J" be
criticaily examined with the view of devising an option
provision which will eliminate the above-mentioned
deficlencies in future procurements of this nature.l74

S
Thereafter, in Keco Industries, Inc..17 the Comptroller General

noted with approval DAR (then ASPR) 7-104.47 (1974 ed.) as clearly
setting forth the bidder's obligations as well as clearly explaining how
the Government intends to construe the option provision in a multi-ye)r

procurement. Howover, “he Keco decision further admonished the

Government to devise option clauses to prevent "front loading".

We note in ABL General Systems Corporation, supra, that
this type of option provision may cause a bidder to include
a contingency in the bid to cover the possibility that the
option may be exercised at the time when costs might exceaed
the unit price. If the option is not then exercised, the
Government may be paying a price in excess of that which
reasonable competition would have brought. We suggest that
the language of these clauses be reviewed to devise an
option provision which will eliminate this problem. A
revised option provision and guidelines for its use were
developed and transmitted to the ASPR Committee for
consideration as a result of our recommendation in ABL
General Systems, Corporation, supra.l76

Subsequent to Keco, DAR was changed to reflect this policy. Hence
DAR 1-1502(d) states:

Solicitations normally should allow option quantities
to be offerred without limitation as to price, and there
snall be no limitation as to price if the option quantity
is to be considered in the evaluatioi. for award pursuant to
1-1504. In unusal circumstances, solicitations may require
that option qQuantites be offered at prices no higher than
those for the initial quantities. Such circumstances may
exist, for example, where (i) the option cannot be
evaluated pursuant to 1-1504(c) or (d) because additional
requirements are foreseeable but not known, and (ii)
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realistic competition for the option quantity is
impractical once the initieal contract is awarded. However,
because such limitations as to option prices tend to cause
s "frontloading" of costs on the basic quantity which are
transferred from the option quantity to equalize the prices
offered, their improper inclusion could result in prices
which are unfair to the Government should the options not
be exercised. Therefore the procedures in 1-1503(d) shall
be followed. (emphasis added)

DAR 1-1503(d) requires, where option prices are limited per
1-1502(d), that:
(1) the inclusion of such limitation as to optirn price

shall be justified and documented by the contracting
officer in the contract file;

{11i) the solicitation shall also include a conspicuous

noti~e ‘acent to such limitaton as to option price

cauti- , offerors that an offer containing an option

price .gher than the basic price may be accepted only if

such acceptance does not prejudice any other offer;

Level bidding is then, the exception rather than the rule. The CO
must document his reasons justifying inclusion of a level bidding
provision in any contract. It would seem that the concerns which
initially gave rise to level bidding could easily give way to greater
problems caused by its overuse. Clearly "frontloading"” is a valid issue
anytime level bidding is mandated. The Government can not be certain
that it indeed receives the lowest price in any such procurement. On the
other hand, a "buy-in" virtually assures the lowest price for the basic
quantity. It is only if the Government, after creating essentially a
sole source situation, exercises an option that "buy-in" becomes more

costly. It is a matter of conjecture, but it appears that the cure may

be more troublesome “han the illness in this instance.

b. Present Value of Money

Much as level bidding seeks to offset the arguably anti-competitive

I,
L

effect of "buy-in", discount to present value (PV) is a technigque which
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is being used, at least to a limited extent, to counteract unbalanced
bidding. The evil sought to be eradicated arises when a mathematically
unbalanced bid is apparently low overall. Generally this results in
award to that bidder. But award results in inordinately high
expenditures in the initial year and less in option years. The
contractor obtains use of money, & valuable right which, unless PV was
computed in the evaluation, was not considered in establishing "low
overall” bid.

177

OMB Circular A-94 would seem to mandate that executive agencies
epply discounting principles in evaluating measurable costs or benefits
of prougrams or projects where they are distributed over time. Paragraph
3 thereof entitled "Scope" reads as follows:

a. This Circular applies to all agencies of the

executive branch of the Federal Government except the U.S.

Postal Service. The discount rate prescribed in this

Circular applies to the evaluation of Government decisions

concerning the initiation, renewal or expansion of all

programs or projects, other than those specifically

exempted below, for which the adoption is expected to

commit the Government to a series of measureable costs

extending over three or more years or which result in a

series of benefits that extend three or more years beyond

the inception date ...178
Specifically exempted are acquisition of "commerical-type services" by

179
thie Government under OMB Circular A-76 as well as seaiection of
1
automatic data processing equipment.

Thus, it would appear that options which cause a contract to
potentially run for three or more years must include a PV evaluation
factor. Nontheless DAR does not presently contain a clause which
embodies this mandate. The FPMR, on the other hand, does address the
gquestion of PV analysis.

Evaluation of acquisition alternatives.

(a) Compacable cost analyses shall be made to determine the
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method of acquisition that represents the lowest overall
coat over the system/item(s) life. The alternatives that
must be considered will vary depending on the system/item
being acquired and the requirement of the initial user.
However, as a minimum, all of the alternatives set forth
below, which will meet the user's needs, shall be
considered ...

(iii) Lease with option to purchase
(b) The present value of money factor, as set forth in OMB
Circular A-94, shall be included in comparative cost
analyses. The single discount rate (currently 10 percent)
specified in the OMB Circular represents the approximate
longrun opportunity cost of capital in the private sector.
Under this methodology, payments over time are adjustied to
reflect the present value of these payments as of the date
of contract award. All expenses over the systems/item(s)
life for equipment, software, maintenance, other support,
and predetermined in-houase expenases for installation and
operation must be adjuutod.181

Thus the FPMR requires that PV of money be considered when evaluating
ADPE lease options. Such a requirement should also appear in DAR and
other agency regulations where option prices are¢ to be evaluated and the

contract could extend over three years.

There have been few cames addressing the application of PV principles
in the evaluation of options. One such case involved a protest which
questioned the application of PV analysis to a prompt payment diacount
otherwise npplicable.182 The RFP contained the following clause:

PRESENT VALUE METHOD"
A present value method will be used in calculation of all
coste. The discount rate will be applied annually. The
rate used will be the current average market yield, rounded
to the nearest one-eighth of one percent, on outstanding
treasury marketable obligations with approximately five
years remaining to maturity at the time proposals are
received. As an example, if the rate were 6%, the factors
would be:
Diacount
Year from contract award Factor
1 .943

.890
.840

.792
.747 183

v > WN

There GAO held that it was not objectionable to apply PV of money to
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the prompt payment discount.

In reguard to Linolex's allegation, we see nothing
wrong with not applying the PVM to a prompt payment
discount. Since the amount the Government will be paying
out 18 the amount of the monthly invoice minus the 3
percent discount, only the total should be discounted by
the PVM because that is the amount the Government is
actually spending.l84

Although the opinion noted that the reason for PV analysis is to aid
in making a decision whether to lease or purchase equipment, it would
seem to have equal applicability in comparing basic and option prices of
various offerors. In that regard the Comptroller General noted:

The reason for the use of the PVM is that in making the
determination whether to lease or purchase equipment, the
time value of money must be considered. It is necessary to
determine present values because money has earning power
over time. A dollar received today is worth more than a
dollar received next vear and, conversely, to postpone

spending a dollar until] next year gives one the opportunity
to earn interest on that dollar or otherwise productively
use it for the one-~year period.l85

That the PV method is mandated for use beyond merely deciding as

between purchase and lease was clearly announced in a recent Comptroller
186

General opinion. In this case the Air Force argued that it had
received a waiver from GSA permitting exclusion of PV discounting in the
evaluation of proposals. Further and more significantly that because it
had used PV discounting in making the pre-solicitation comparative cost
analysis to determine what form of acquisition to use, the FPMR
requirements were met. GAO diaagreed.

[Ulnder FPMR ... there was a requirement to take into

account the present value of money in the evaluation of

proposals received as well as the early stages of the

procurement before the request for proposals was issued.
I'ne Air Force's argument that it fulfilled the requirement

ignores the fact that the major purpose of the regulation

was to assure that the Government received the "lowest

overall cost." This objective could not be attained by
merely comparing alternative methods of acquisition before
issuing the request for proposals without comparing
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