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PREFACE

The Institute for Defense Analyses (IDA) prepared this document for the Office of
the Director, Defense Systems, under a task titled “Total Ownership Cost Reduction.”
This document partially fulfills the task objective of supporting initiatives related to
Reduction of Total Ownership Cost and Value Engineering by providing guidance,
templates, and examples of how Value Engineering Change Proposals are being
processed in today’s acquisition environment.

Emile Ettedgui and Stanley A. Horowitz of IDA were the technical reviewers for
this paper.
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A. INTRODUCTION

1. Purpose

This document provides examples of how Value Engineering Change Proposals
(VECPs)! are being processed in today’s complex acquisition environment, along with
other information about VECPs intended to be useful to contractors and Government
officials.2 This independent work by the Institute for Defense Analyses (IDA) is designed
for Department of Defense (DoD) Component contracting and acquisition management
personnel and DoD contractors to show actual examples of how VECPs are currently
being used to produce savings for both the Government and contractors. The widespread
dissemination and use of the knowledge contained in this document will advance the
following strategic goals promulgated in the Defense Department’s Value Engineering
(VE) strategic plan:3

e Improve the value to the Government of defense systems,

e Align industry and Government incentives in defense systems, and

e Increase VE expertise.

Recent changes in procurement philosophy may affect VE. The past 5 years have
seen a curtailment in the number of new acquisition systems and heightened importance
for sustainment for older, existing systems. Contractor Logistics Support is being used
more often to maintain current fielded systems. New techniques are being sought to
improve existing systems, to extend service life, and to reduce operating and support
cost. This enhanced interest in sustainment of existing systems offers an increased
opportunity for the use of VECPs. The material in this document should be considered a
guide (not policy) to encourage contractors to submit VECPs where appropriate and

1 According to Federal Acquisition Regulation 52.248-1 (b), a VECP is a proposal that (1) requires a
change to this, the instant contract, to implement; and (2) results in reducing the overall projected cost
to the agency without impairing essential functions or characteristics, provided that it does not involve
a change in deliverable end item quantities only, in research and development (R&D) end items or
R&D test quantities that is due solely to results of previous testing under this contract, or to the
contract type only.

2 The course Contractual Aspects of Value Engineering (taught by the Defense Acquisition University
as CON 236, as well as by a private contractor) provides a foundation for preparing and evaluating
VECPs.

3 “A Strategic Plan for Value Engineering in DoD,” Office of the Under Secretary of Defense
(Acquisition, Technology and Logistics), December 2003.



assist Government contracting officers in processing VECPs quickly, thereby
maximizing benefits for both Government and industry.4

2. Background

Value Engineering is an important and flexible tool in the Defense Department’s
effort to reduce cost, while retaining required performance capability. The VE
methodology saves money, increases quality, and improves mission capabilities across
the spectrum of DoD systems, processes, and organizations. It employs a simple,
tailorable, and structured set of tools, techniques, and procedures that challenge the status
quo by promoting innovation and creativity. As used in DoD contracting, VE
fundamentally looks at any contractually specified item, function, process, or deliverable
and devises a way to do it better and cheaper.

Using contractor-submitted VECPs provides incentive to both the Government and
its industry partners to achieve real-time best value solutions as part of a successful
business relationship. From a Government perspective, benefits include:

e Providing incentive to industry to use its high-level engineering expertise to
reduce cost and improve capability on DoD systems immediately; and

e Building a more effective business relationship with industry.

From a contractor perspective, benefits include:

e Increasing financial performance by sharing in the cost savings that accrue from
implementation (VECPs provide a source of profit excluded from the profit
limitations on contracts);

e Creating business opportunities for modernization or technology insertion;

e Enhancing competitiveness by improving the item in production or other related
items and establishing a reputation as a cost-conscious supplier;

e Improving communication with the customer;

4 The topic of ensuring that the Government benefits from a VECP is not discussed in this guide. The
“Contractor’s Guide to Value Engineering (Version 2.1),” Office of the Under Secretary of Defense
for Acquisition, Technology and Logistics,” May 2006, provides information and suggestions that can
facilitate the successful development, preparation, submission, and implementation of VECPs. It
describes how the effectiveness of a contractor’s VECP is dependent upon the quality of the VECP
proposal; knowledge, understanding, and attention applied to proposal preparation and submission;
and up front coordination with the Government approving authority.



e Promoting retention and growth of technical expertise by providing engineers
with opportunities to work on more challenging problems; and

e Developing technology that can be used on other contracts.

The Defense Department therefore encourages using VECPs on contracts in
accordance with the Federal Acquisition Regulation (FAR). FAR Part 48 governs VE
within the Federal Government. According to FAR 48.201(a), unless exempted by an
agency head, a VE incentive clause must be included in all contracts exceeding $100,000
except those for research and development (other than full-scale development),
engineering services for non-profit organizations, personal services, commercial items, or
a limited specific product development. Furthermore, the use of the VE incentive clause
is encouraged for use in smaller dollar-value contracts where there is a reasonable chance
for acquisition savings. For supplies or services contracts, FAR 52.248-1 is the incentive
clause that provides the basis for contractors to submit VECPs.> Although this clause and
its alternates have typically been used in relatively clear-cut situations, an untapped
potential exists for flexibility and tailoring to accommodate the needs of the business
partners.

The flexibility of VECPs is enormous. For example, consider the situation where a
major missile program extends its scheduled procurements due to program funding cuts
resulting in annual purchases of half of what was expected. Radomes are a high-cost item
with large lot charges under this particular missile program acquisition. If they were to be
purchased on the revised procurement schedule, the unit price would increase by 50
percent due to production slow down. Because radomes do not change, the Government
wants to make a quantity buy to reduce the overall cost of the program. However, the
Government does not have the resources to pay for the quantity buy in the current fiscal
year.

The contractor has the latitude to use its own funds to make the quantity radome
buy without using the VECP clause. However, the acquisition of the radomes would be at
great risk to the contractor with little or no likelihood for return on investment, since,
based on FAR pricing principles, the contractor would be required to sell them back to
the Government at the price paid. Meanwhile, the contractor would have incurred
inventory holding costs and lost opportunity costs. Under FAR Part 48, the better
solution would be to use a VECP on the current performance-based contract that would

S Other VE clauses apply to architect-engineer and construction contracts.



enable the contractor to make the quantity buy and sell future radome lots back to the
Government at the lower bulk-buy price, thus leading to huge potential savings. In this
particular case, using a VECP led to a total savings of $1,153,500 shared equally between
the contractor and the Government.

A mistaken belief is that a VECP requires a change in a specification. It does not; it
requires only a change in the contract. The change could be a contract modification for a
business arrangement authorizing the VECP and agreeing on sharing future savings
without any technical change to the configuration baseline. That was the case in the
radome example where the contract contained the former military standard on
configuration management. As such, it required the VECP to be submitted on DD Form
1692, “Engineering Change Proposal.” On Block 30 of the form, Configuration Items
Affected, it listed, “None.” On Block 31, Effects on Performance Allocations and
Interfaces in System Specification, it listed, “This change will have no effect on the end
item’s system performance. This Value Engineering Proposal simply allows us to take
advantage of the substantial cost savings obtained by the multi-year contract that
Company Z has negotiated.”

Unfortunately, in today’s contracting environment, a number of factors impede
taking advantage of this potential. Extenuating circumstances often add complexity to
VECP processing. While these circumstances can be accommodated by the current FAR
clause, the contracting process is not well understood by all acquisition process
participants. An additional complicating factor is the relatively small number of VECPs
being submitted as compared to past years.6 Also, work on a VECP is usually initiated
before the VECP is formally accepted by the Government. Until a VECP is approved by
the Government, the contractor is at risk for costs incurred. All of these factors create a
perception with contractors that the acceptance process is too complicated and the risks
are too high.” Consequently, many contractors are discouraged from submitting VECPs.
Likewise, many program managers and contracting officers within the Government do
not understand the VECP contractual process, and lacking this insight, do not fully utilize
the program.

6 Only 79 VECPs were submitted in FY 2005.

7 A contractor can significantly reduce the cost risk by working with the Government to develop the
VECP.



While there are often multiple contract modifications made on the instant contract
before a single VECP is accepted, the process is relatively straightforward.8 The first
modification may be an approval to begin work. The second may be the settlement of all
instant, concurrent, and possibly future savings shares (often called the definitization
modification).® The third modification may be the record ECP that changes the
configuration. In addition, as new contracts are awarded, there may be further
modifications to provide the contractor with its share of future savings.

In the past, average VECP processing time was extremely lengthy. This situation
was not in the best interest of either the Government or the contractor. Lengthy
processing time leads to fewer improved units for the Government and smaller savings to
be shared between the Government and the contractor. In recognition of this, the Defense
Department’s VE strategic plan established the following stretch objective: 90 percent of
VECPs received should be fully processed (either approved and awarded or rejected)
within 180 days by FY 2006.

Communications about benefits and risks with the procurement contracting officer
and the buying activity, facilitated by the Defense Contract Management Agency, will
help to determine viability and the likelihood of final acceptance. In addition, the
undefinitized contract action (UCA) is also an important tool for achieving this
objective.10 It has proven to be one of the best ways to expedite the process, reduce the
risk, and enable all parties to maximize savings. Defense Federal Acquisition Regulation
Supplement (DFARS) 217.7401(a)(2) excludes VECPs from the restriction on the use of
UCAs. Appendix A of this guide reproduces a DoD policy memorandum on the subject
of “Value Engineering Change Proposals—Action to Facilitate Implementation,”
confirming that there are no regulatory obstacles to using UCAs to implement VECPs.

8 The instant contract is the contract under which the VECP is accepted by the Government.

9 Concurrent contract savings are net reductions in the prices of other contracts that are definitized and
ongoing at the time the VECP is accepted.

10 A UCA is a new procurement action entered into by the Government for which contractual terms,
specifications, or price are not agreed upon before performance is begun (letter contract or change
order). Letter contracts and change orders await negotiations to definitize prices. Equivalently, an
unpriced change order (UCO) may be used. A UCO is a change issued within the general scope of,
and under the terms of, the contract, for which contractual terms, specifications, or price are not fully
agreed upon before performance is begun.



This guide provides examples of how UCAs!! and other techniques have been used
when implementing the following:12
e Non-complex VECPs where rapid action is needed;

e Long-term, complex VECPs where the Government funds all nonrecurring
expenses (NRE) up front;13

e Long-term, complex VECPs where the Government funds some NRE up front;
e Long-term, complex VECPs where the Government funds no NRE;

e VECPs using learning curves and inflation indexes;

e VECPs on performance-based contracts;

e VECPs on incentive contracts; and

e VECPs on development contracts.

Sections B through | of this guide are organized around these topics, respectively.
In the conclusion (Section J), we suggest a knowledge management community of
practice as a forum for contracting officers, VE practitioners, program offices, and
industry share and build on the material in this guide.

This guide should be viewed as a work in progress. DoD offices are empowered to
write new best practices on the material contained herein as new ways are developed for
implementing the flexible charter provided by the Value Engineering Change Proposal
process articulated in FAR Part 48. As these future best practices are fleshed out and
applied, submit them as candidates for publication in updates to this guide.

B. NON-COMPLEX VECPS WHERE RAPID ACTION IS NEEDED

This is a situation where the NRE are small, success can be demonstrated quickly,
and breakeven occurs relatively early. Even in this simple case, multiple contract
modifications are needed to maximize the benefits for both the Government and the
contractor. A UCA with appropriate caveats allows the contractor to initiate VECP

11 The language in the UCA figures contained in this report is not mandatory. It is an example of
language that has been used successfully in the past and may be tailored if necessary.

12" Most of the examples provided in this guide are based on production situations. By applying new
designs, materials, and processes, VE has also been used to extend item life, reduce repair costs, and
reduce packaging costs. The contracting considerations are similar.

13 NRE, as used in this guide, refers to the contractor’s development and implementation (D&I) costs
(including testing) according to FAR 52.248-1(b). Often, the terms “D&I costs” or “contractor’s
allowable development and implementation (CADIC) costs” are used.



activity immediately and contractually establishes a Not-to-Exceed (NTE) cost to
develop and implement the change. The modification that settles the VECP occurs
later—after the contractor has submitted full pricing data.

1. Best Practice

The use of a UCA with appropriate caveats can generate savings for the
Government and contractor in situations where quick action must be taken (e.g., all of the
savings will occur on the current contract) to modify an item and reduce its cost. The
UCA provides the contractor with some assurance the Government will buy the revised
item, assuming all caveats and concerns are resolved; it contractually implements the
VECP. The contractor may then make informed business decisions about committing
resources and taking any other actions necessary to deliver the modified items as soon as
possible. Under the best of circumstances, no deliveries of the unmodified item will be
made. Without such an indication of interest from the Government, the contractor is
much less likely to take any action until final VECP approval. The result of the delay is
that most (or, in the worst case, all) of the items will be delivered in the original, more
expensive way. The following example illustrates these points.

2. Example A

The Government has awarded a 1-year contract to purchase ground vehicles. The
contractor identifies an opportunity to replace a military standard fixed-hand controller
(similar to a joy stick) used in the ground vehicle with a derivative of a commercial unit,
not built to military standards. On its own initiative, the contractor works with the
commercial source to produce a modified unit and tests!4 the unit against the
requirements for the military standard version. Based on the test results, the contractor
has confidence that the commercial derivative will meet all of the technical requirements
at a lower cost. The military standard controller would cost $7,600, while the commercial
derivative is only $2,100. Since each finished ground vehicle system requires three
controllers, the net savings would be $16,500 per system.

If the contractor’s strategy were to prepare and submit a formal VECP and wait for
approval before producing modified units, there could be a delay of several months. It

14 Best practice would be for the contractor to facilitate VECP acceptance by involving the Government in the
testing process to the maximum extent possible.



would take about 90 days to prepare the formal VECP since there would be a requirement
for supplier quotes and internal audits as part of the detailed cost proposal. Government
processing time would easily take 90 days to evaluate and approve the formal VECP—
longer if Government audits were required. Because of lead times for the military
standard unit, the contractor cannot afford to wait 6 months on a 1-year contract.

Therefore, the contractor should submit a VECP that includes an NTE cost to
develop and implement the change as well as all of the FAR-required elements of a
VECP, except detailed pricing. The draft cost estimate would be based on assumptions
enumerated in the proposal. The proposal should also include the new design,
corresponding test results, and dates for developing a full proposal and committing to
negotiations. Within approximately 45 days, the Government could authorize work to
begin without the detailed pricing data by issuing a UCA.15 Detailed pricing is needed for
definitization and settlement, which, for this example with minimal NRE, typically would
occur about 6 months later. Figure 1 is an example of the UCA. Appendix B contains a
different illustrative example that contains excerpts from an actual definitization
modification.

3. Advantages

Advantages to the Government of the best practice in this example are:
e Greater savings;

e Minimized NRE liability though a contract modification with an NTE cost to
develop and implement the change;

e Earlier implementation of the improved system; and
e Original delivery schedule maintained.

Advantages to the contractor are:
e Greater share of savings to increase profit; and
e Reduced risk of early implementation.

15 In the transmittal letter, the contractor should indicate the need for expeditious processing and
willingness to accept a UCA.



The purpose of this modification to Contract XYZ is to approve the incorporation of Value Engineering Change Proposal (VECP)

X, Rev. 1, dated DD/MM/YYYY, identified as the fixed-hand controller redesign, into the Ground Vehicle System Configuration
Baseline on a Not-to-Exceed (NTE) basis. Accordingly, Contract XYZ is modified as follows:

1

The parties agree that this Supplemental Agreement establishes (1) an NTE amount of $X for the total nonrecurring implementation
cost of the fixed-hand controller redesign in accordance with the Contractor’s proposal dated DD/MM/YYYY and (2) an estimated
amount of $X for total Government costs based on the assumptions in the attachment. 74 paragaph protecs the Govermment by limitig the
expendiures that it i oblzated to pay o the contactor and identifing the asumptions used 1 estimate other Govermment costs It & important for the Govermment t review the
asumptions cefily because siuations have ocared where higher-than-antiapated Government testing cost rendered the VECP economicaly unaccepiable, in which case the Government
should not accept it Th paragraph abo protect the contacr by linitihg the scape of the work to that defined in the propesal

The parties further agree that pending definitization, a Not-Less-Than (minimum) per-unit cost savings for incorporation of this
fixed-hand controller into future Ground Vehicle System contracts is established as provided in the attachment. 74 paragraph assures savings
by establisting a minimum per-umit savings. The attactment (which 5 the referenced proposa)) sets conditons for fow savings are Gaitulated (eg, fincton of quantily and dates), The
mimmum savings are defined by the contradtor i the proposaf a conservatve approachy, with risk misgation, should be taken. Agreeing to these condltons s tme-consuming: corsequenty
this paragraph may not be needed if there s high confidence that savings will exceed the nonrecuming imvestment

The delivery schedule shall be modified to incorporate the VECP as shown in the attachment —or— the delivery schedule will not
change. e whatever lnguage i appropriate about the deliery schedtie

Limitations of Liability: The approval of the aforementioned VVECP is contingent on said VECP performing as prescribed in
“Statement of Work” in the VECP proposal and all qualification testing. Should the subject \VECP fail to pass said test to the
satisfaction of the Government, the Contractor shall be liable to deliver the fixed-hand controller configuration originally contracted
for, provided the contractor is allowed a reasonable time to correct any difficulties discussed in qualifications testing and fails to do
SO. 7T paragraph proteas the Govermment interests i1 case something goes wrong. K the new configuraton ultimatefy £l there will probaby be a need for a schedule agfustment for
the contractr 1 delber the baselie confuration.

Definitization Schedule: The parties agree they plan to definitize this effort as follows: (a) submit final definitized cost proposal not
later than DD/MM/Y'Y'YY; (b) complete negotiations of cost proposal no later than DD/MM/YYYY’; and (c) sign definitized
modification by DD/MM/YYY'Y . This paragraph s requied for 2 YA

This modification shall not result in any change to the contract price or funding. 7 paragraph & indludkd in the U when the Govermment &5 not
inaeasing the valie of the conttact In this example. the contractor wil be reimbursed for any NRE from the savings

Note: Highlighted text explains the purpose of each paragraph and is not intended to be included in the UCA.

C.

Figure 1. Example A: UCA for Implementing Non-Complex VECPs

LONG-TERM, COMPLEX VECPS WHERE THE GOVERNMENT FUNDS
ALL NRE UP FRONT

This situation adds complexity to Example A. In addition to multiple contract

modifications, breakeven occurs in a future contract and nonrecurring engineering
(including testing) takes several years, but the Government is able and agrees to fund all
NRE for the VECP in the current contract.16

Examples B, C, and D are all based on the same basic scenario where the contractor

has an existing contract with 5 additional option years (or 6 separate contracts) to

16 VECPs provide incentive to contractors to propose creative ideas to the Government. By funding all

up-front VECP expenses, the Government is in effect paying for the idea by granting the contractor a
share of future savings.




purchase 400 Missile Y Systems per year at $1.2 million (M) each. The unit price for an
item in the missile, the infrared (IR) seeker, is $70 thousand (K). Table 1 summarizes
these contracts.

Table 1. Example Baseline Conditions for Missile Procurement
Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Iltem Quantity 400 400 400 400 400 400

Unit Price $70K $70K $70K $70K $70K $70K
Total Item Cost $28M $28M $28M $28M $28M $28M
Government Obligation $480M  $480M  $480M  $480M  $480M  $480M

For simplicity, the following assumptions were made:

e All option years will be exercised. In reality, the exercise of each succeeding
option is predicated upon continued full funding, which introduces a significant
element of risk in a decision to accept any VECP extending over several years.

e Unit price is held at a constant $70K. In reality, if quantity produced remains
constant from one lot to the next, cost generally will decline due to “learning.”

e Unit cost reduction is held at a constant $35K. In reality, the initial unit cost
reduction differs from the final unit cost reduction because of learning.1?

In Year 1 of the contract, the contractor develops an idea to modify the IR seeker in a
way that decreases the unit price to $35K. In addition, the change would replace obsolete
technology that in a few years would be difficult and expensive to produce with modern
components. Both the Government and contractor want this change. NRE to implement the
idea are $18M. Government qualifying tests will cost another $2M and will be incurred
during Year 3.18

None of the three examples include details about the negotiation of the share ratio.
There is a great deal of flexibility in establishing how the savings are shared between the
Government and the contractor. The percentage that either party receives may vary
between 25 and 75 percent. In general, the contractor’s share should be larger if its risks
are high or it makes a large investment. The sharing period may also vary as a function of
the amount of time it will take for the contractor to receive a reasonable return on

17 The application of learning curves and inflation is discussed in Section F.

18 While the $2M is technically part of the NRE, the Government performs the qualifying tests. The
contractor would not be asked to fund these tests. The Government must be reimbursed for this
investment before any savings are shared with the contractor.

10



investment. When there is a long-standing VE relationship, there are examples of an
agreement to always share 50/50 for 3 years to avoid negotiating the issue. Inclusion of
the sharing ratio in the UCA is optional because it is included in the VECP.

1. Best Practice

A UCA, with appropriate caveats, should be used to get mutually beneficial work
started quickly. If the Government is able to fund the NRE, and both parties are
interested, the Government should use the funding as leverage to maximize its share of
the savings and expedite the process. The following example illustrates these points.

2. Example B

As was the case for Example A, the contractor should submit a VECP that includes
an NTE cost to develop and implement the change along with preliminary VE savings
estimates.1® However, in addition to asking the Government to accept the VECP, the
proposal is also contingent upon approval of the Government funding the NRE effort.20
The UCA that the Government issues to do this is simpler than Example A, as shown in
Figure 2. The Example A paragraphs on limitations of liability, per-unit savings, and the
delivery schedule are not needed. Since the Government is paying for the entire effort,
the UCA approval can occur quickly.

19 |n some situations where the Government pays the entire NRE, the VECP may be processed as a
mandatory VECP, provided that FAR 52.248-1 is changed by either Alternate | or Il. A mandatory
VECP may limit the negotiated contractor share of the savings. Since, in this example, the idea was
generated by the contractor, a mandatory VECP is not appropriate.

20 Since the Government is agreeing to accept the VECP, the proposal should define the acceptance
criteria for the new configuration.

11



The purpose of this modification to Contract XYZ is to approve the incorporation of Value Engineering Change Proposal (VECP)
X, Rev. 1, dated DD/MMIYYYY, identified as the IR Seeker Redesign, into the Missile Y System Configuration Baseline on a Not-to-
Exceed (NTE) basis. Accordingly, Contract X'YZ is modified as follows:

1. The parties agree that this Supplemental Agreement establishes (1) an NTE amount of $18M for the total nonrecurring
implementation cost of the IR seeker redesign in accordance with the contractor’s proposal dated DD/MM/YYYY and (2) an
estimated amount of $2M for Government testing and other costs based on the assumptions in the attachment. 77 paragraph protects
the Government by limiting the expenditures that it s obligated fo pay. 1 is important for the Government to review the assumptions caretly because situations have
ocaured where higher-than-antigpated Govermment testing cost rendered the VECP economically unaccepiabi, in which case the Government shouldd ot accept it
This paragraph also protects the contractor by limiting the scope of the work to that defined in the proposal.

2. CLIN 000XXX is established for this effort. Addling a funded efort to a contract requires a Contract Line tem Number (ALIN). The CLIN will have to have
acceptance attera (not adaressed in the exampie), which at this point probably not yet be determined because it will be adtaressed in the formal cost proposal for
this effort

3. Definitization Schedule: The parties agree they plan to definitize this effort as follows: (a) submit final definitized nonrecurring
implementation cost proposal with a detailed statement of work not later than DD/MM/YYYY’; (b) complete negotiations of cost
proposal no later than DD/MM/YYYYY’; and (c) sign definitized modification by DD/MMIYYYY . This paragraph is required for a UA
Oniy the nonrecurming implementation costs will be aefniized) VECP aefinitization wil occur ter.

4. Except for the change herein, all other terms and conditions of the contract remain unchanged. 775 paragraph avoids possibe
misinterpretations,
Note: Highlighted text explains the purpose of each paragraph and is not intended to be included in the UCA.

Figure 2. Example B: UCA for Implementing Long-Term, Complex VECPs;
Government Funds All NRE Up Front

As soon as possible after final cost has been negotiated and the final statement of
work prepared, a modification is made to the Year 1 contract to definitize the NRE and
allow the contractor to complete the effort. The total Government obligation includes the
negotiated NRE, which was $18M in this example. Table 2 shows the results of the Year
1 modification. Net acquisition savings are —$18M to reflect the additional Government
obligation in Year 1. The $498M figure shown for Government obligation represents the
sum of the original $480M contract and the $18M NRE effort.

Table 2. Example B:
Year 1 Missile Procurement Changes;
Government Funds All NRE Up Front

Year 1
Iltem Quantity 400
Average Unit Price $70K
Total Item Cost $28M
Net Acquisition Savings -$18M
Government Obligation $498M

At some point during the performance of the Year 2 contract, enough information
will be available to definitize the VECP. The contractor will submit a VECP cost
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proposal addressing savings throughout the sharing period. The proposal will be
negotiated and the Year 2 contract will be modified to become the “instant” contract (i.e.,
the contract used to pay the shared savings to the contractor).2! That definitization
modification will

e Establish per-unit savings for the instant and future contracts as applicable,22

e Establish the share ratio and the share period,

e Adjust item cost as appropriate, and

e Adjust negative instant contract savings.

Table 3 reflects the Year 2 modification (after the VECP is applied). The VECP is
applied to only 200 of the 400 units scheduled to be supplied under this option. The units
unaffected by the VECP are still priced at $70K. The remaining 200 units that will
contain the new VECP configuration have an average price of $35K. That represents a
savings of $7M, which the Government will keep as the start of recoupment of its $18M
investment.23 Since the Government keeps this $7M, it must obligate only $473M, not
the full $480M. At the end of the Year 2 contract, the negative instant contract savings is
$11M. Since the Government paid the entire NRE, assume the contractor will receive
25 percent of the savings. This will be part of the Year 2 modification, but will not be
acted upon until Year 3, when there will be savings to share.

The Year 3 contract will reflect the information in Table 4. The average unit price
is $35K since all delivered units will reflect the modifications. This implies a total
savings of $14M for the item. After all of the NRE are reimbursed, there will be a $1M
net acquisition savings to be shared according to the established sharing ratio. The
Government must obligate enough money to buy all of the Missile Y Systems ($466M)
and to pay the contractor for its share of the savings ($0.25M). An administrative
modification is made to the Year 2 contract (the instant contract) to pay the contractor.

21 This example funds the NRE through a CLIN in the existing contract. If it had been funded via a
separate engineering services contract, the Government and contractor should enter a simple
Memorandum of Understanding (MOU) outlining essentially how the eventual VECP will be treated.
The MOU would look much like the sample contract modification in Figure 2. Shared savings would
still occur in the Year 2 contract as shown.

22 nstant and future per-unit savings are defined as instant unit cost reduction and future unit cost
reduction in FAR 52.248-1 (b) (1) and (b) (3).

23 The additional $2M Government investment for testing will not occur until Year 3.
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Table 3. Example B: Year 2 Missile Procurement Changes;
Government Funds All NRE Up Front

Year 1 Year 2
Modification ~ Modification

Item Quantity 400 4002
Average Unit Price

Units without VECP $70K $70K

Units with VECP — $35K
Total Item Cost $28M $21M
Unreimbursed Investments — -$18M
Unit Price Savings — $7M
Net Acquisition Savings -18M -11M
Government Obligation $498M $473M

2 Made up of 200 units with VECP and 200 units without.

Table 4. Example B: Year 3 Missile Procurement Changes;
Government Funds All NRE Up Front

Year 1 Year 2 Year 3
Modification  Modification Award
Item Quantity 400 4002 400
Average Unit Price
Units without VECP $70K $70K
Units with VECP — $35K $35K
Total Item Cost $28M $21M $14M
Unreimbursed Investments — -$18M -$11M
Unit Price Savings — $7M $14M
Other Government Cost — — $2M
Net Acquisition Savings -$18M -$11M $1M
Savings Retained by — — $750K
Government
Savings Paid to Contractor — — $250K
on Instant Contract
Government Obligation $498M $473M $466.25M

@ Made up of 200 units with VECP and 200 units without.

The Year 4 contract is awarded as Table 5 shows. As in Year 3, there will be a
$14M savings on the item. Enough money has to be obligated to buy the system ($466M)
and to pay the contractor for its share of the savings ($3.5M). An administrative
modification is made to the Year 2 instant contract to pay the contractor. Years 5 and 6

are identical to Year 4.
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Table 5. Example B: Year 4 Missile Procurement Changes;
Government Funds All NRE Up Front

Year 1 Year 2 Year 3 Year 4
Modification ~ Modification Award Award
Item Quantity 400 4002 400 400
Average Unit Price
Units without VECP $70K $70K — —
Units with VECP — $35K $35K $35K
Total Item Cost $28M $21M $14M $14M
Unreimbursed Investments — -$18M -$11M —
Unit Price Savings — $7M $14M $14M
Other Government Cost — — $2M —
Net Acquisition Savings -$18M -$11M $1M $14M
Savings Retained by — — $750K $10.5M
Government
Savings Paid to Contractor — — $250K $3.5M
on Instant Contract
Government Obligation $498M $473M $466.25M $469.5M

2 Made up of 200 units with VECP and 200 units without.

3. Advantages

Advantages to the Government of the best practice in this example are:

e Involvement in the process to solve the problem, thereby attaining strong
assurance that the final product will meet requirements (for cost savings,
capability, etc.);

e Ultimate savings and increased capability; and
e Reduced obsolescence.

Advantages to the contractor are:
e Assured reimbursement for NRE;

e Improved likelihood of future sales, generating a share of future savings to
increase profit;

e Opportunity to build the latest configuration using modern technology; and
e A share of the savings.
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D. LONG-TERM, COMPLEX VECPS WHERE THE GOVERNMENT FUNDS
SOME NRE UP FRONT

The only scenario difference between this situation and Example B is that the
Government funds only $3M of the $18M NRE requirement in Year 1. Table 1 still
applies as the base case.

1. Best Practice

A UCA, with appropriate caveats, encourages VECPs that enable mutually
beneficial work to be started quickly. If the Government is able to provide some funding
for NRE, and both parties are interested, the Government could use the funding as
leverage to increase its share of the savings (above the minimum allowable by the FAR)
and start the process faster. The contractor may fund negative instant contract savings in
anticipation of recouping that investment out of future savings if Government funds are
not sufficient for the entire NRE effort.24

2. Example C

Similar to Example B, the contractor in Example C should submit a VECP that
includes an NTE cost to develop and implement the change along with preliminary VE
savings estimates. The proposal asks the Government to approve the initial NRE effort
and to incorporate the VECP. The UCA that the Government issues to do this is more
complex than in Example B since the Government pays only part of the NRE. Paragraphs
are added to document that the Government will obligate only $3M for the NRE; the
Government plans to pay back contractor investment via shared savings from the VECP;
limitations of liability on repaying the contractor’s investment; and the VECP share ratio
(see Figure 3).

24 The Government cannot encourage or require contractors to supplement DoD appropriations by
financing the implementation cost of a value engineering change.
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The purpose of this modification to Contract XYZ is to approve the incorporation of Value Engineering Change Proposal (VECP)
X, Rev. 1, dated DD/MMIYYYY, identified as the IR Seeker Redesign, into the Missile Y System Configuration Baseline on a Not-to-
Exceed (NTE) basis. Accordingly, Contract X'YZ is modified as follows:

1. The parties agree that this Supplemental Agreement establishes (1) an NTE amount of $18M for the total nonrecurring
implementation cost of the IR Seeker Redesign in accordance with the Contractor’s proposal dated DD/MM/YYY'Y and (2) an
estimated amount of $2M for Government testing and other costs based on the assumptions in the attachment. 77 paragraph protects
the Government by limiting contractor expenditures that it s obligated to pay. I s important for the Government to review the assumptions caretly because situations
have ocaurred where higher than antigbated Government testing cost rendered the VECP economically unaccepiablé, in which case the Government should not
accept it This paragraph also protects the contractor by limiting the scope of the work to thet defined in the proposal

2. The Government hereby establishes CLIN 000XXX, which authorizes an NTE amount pf $3M of the nonrecurring implementation
addressed in paragraph 1. This funding shall be the Government’s share of this effort. The Contractor agrees to provide funding for
the remainder of the nonrecurring implementation. 7is paragraph establishes that the Government will pay only $3M of the nonrecurring
limplementation costs. Adtdling a fundled effort to a contract requires a QLIN. The CLIN will have to have acceptance arteria (not adalressed in the
example), which at this point probably would ot yet be determined because it will be adatressed in the formal cost proposal for this effort

3. Itisanticipated that the Contractor’s share of the nonrecurring implementation will be funded out of savings from the incorporation
of this VECP in subsequent production contracts. The Government agrees not to seek any pricing reduction in future contracts
resulting from this VECP until the contractor recovers its nonrecurring implementation investment as negative instant contract
savings. However, except for agreeing to share VE savings on any future contracts awarded, including this effort, the Government
neither guarantees that there will be future contracts awarded or that there will be future savings resulting from this VECP in these
future contracts. Except for its rights under paragraph 4 below, the contractor agrees to accept these risks and hold the Government
harmless for its investments in this \VECP should future contracts not be awarded, future savings not be adequate to recover the
contractor’s investment, or the VECP not be successfully qualified as per paragraph 5 below. 755 paragraph iaentiies ow the contractor wil
be paid back for Its share of the investment. It imits the Government's labilty for not having the ful $18M. 1t is important to the contfractor because the Government
agrees o recognize some negative instant confract savings on future contracts, if they are awaraeed. it documents that nonrecurning engineering wil ot al be repaid
out of the current contract. It also limits Government labifly if there are no future contracts,

4. Limitations of Liability: In the event of abandonment of the aforementioned VVECP before completion, the Contractor’s
nonrecurring cost in excess of the $3M associated with the \VECP shall be considered an allowable cost to the extent that it does not
exceed the funded value of this contract. The Government agrees to insert this same provision in all future contracts incorporating
this VECP until the contractor’s NRE have been fully recouped. Furthermore, if the Government does not award follow-on
contracts within 90 days of the time period anticipated by the parties, as set forth in the attachment, the contractor may opt to suspend
or discontinue any remaining nonrecurring implementation effort on this VECP that is not required under CLIN 000XXX without
further liability. 77 paragraph provides adtional assurance to the contractor in case of termination. A key protecton is that the contractor does not have to
complete a aevelopment effort at its own expense with no chance of recovering its investment through future savings,

5. Definitization Schedule: The parties agree they plan to definitize this effort as follows: (a) submit final definitized nonrecurring
implementation cost proposal with a detailed statement of work not later than DD/MM/YYYY’; (b) complete negotiations of cost
proposal no later than DD/MM/YYYYY’; and (c) sign definitized modification by DD/MMIYYYY . This paragraph is required for a UA

6. Because of the contractor’s willingness to share in the NRE, the Government agrees to the contractor receiving an X percent share in
all VE savings that would normally be subject to sharing pursuant to FAR 52.248-1 and FAR Part 48. Sitce the Government s paying onfy
asmal porton of the nonrecurring investment, the contractor’s share of the savings should be at feast 50%.

7. Except for the change herein, all other terms and conditions of the contract remain unchanged. 7 paragranh avoids possible
misinterpretaton.

Note: Highlighted text explains the purpose of each paragraph and is not intended to be included in the UCA.

Figure 3. Example C: UCA for Implementing Long-Term, Complex VECPs;
Government Funds Some NRE Up Front

In Example C, it will usually take longer than it would in Example B to prepare the
NTE proposal and issue the UCA. Agreement has to be reached on how much money the
Government will spend, what it will buy, and the sharing ratio. This typically adds 30 to
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60 days to the process. About 6 months later, after the final cost is negotiated and the
final statement of work is complete, a modification is made to the Year 1 contract to
definitize the NRE and allow the contractor to complete the effort. The total Government
obligation includes the negotiated NRE contribution by the Government, which is $3M in
this example. Table 6 shows the results of the Year 1 modification. Net acquisition
savings are —$18M, as was the case in Example B. The $483M figure shown for
Government obligation represents the sum of the original $480M contract and the $3M
NRE Government contribution.

Table 6. Example C: Year 1 Missile Procurement Changes;
Government Funds Some NRE Up Front

Year 1
Modification

Item Quantity 400
Average Unit Price $70K
Total Item Cost $28M
Net Acquisition Savings -$18M
Contractor Share -$15M
Government Share —$3M
Government Obligation $483M

At some point during the performance of the Year 2 contract, enough information
will be available to definitize the VECP. The contractor will submit a VECP cost
proposal identifying savings throughout the sharing period. The proposal will be
negotiated and the Year 2 contract will be modified to become the “instant” contract (i.e.,
the contract used to pay savings to the contractor). That definitization modification will

Establish per-unit savings for the instant and future contracts as applicable,

Establish the share ratio and the share period,

Adjust item cost as appropriate, and

Adjust negative instant contract savings.

Table 7 reflects the Year 2 modification (after the VECP is applied). The VECP is
applied to only 200 of the 400 units scheduled to be supplied under this option. The units
unaffected by the VECP are still priced at $70K. The remaining 200 units that will
contain the new VECP configuration have an average price of $35K. That represents a
savings of $7M, which will be paid to the contractor to begin recoupment of its $15M
investment. (The contractor is reimbursed before the Government.) The Government
must obligate the full $480M. At the end of the Year 2 contract, the negative instant
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contract savings is $11M. Since the Government paid only a small portion of the NRE,
assume that the contractor will receive 50 percent of the savings. This will be part of the
Year 2 modification, but will not be acted upon until Year 3 when there will be some
savings to share.

Table 7. Example C: Year 2 Missile Procurement Changes;
Government Funds Some NRE Up Front

Year 1 Year 2
Modification ~ Modification
Item Quantity 400 4002
Average Unit Price
Units without VECP $70K $70K
Units with VECP — $35K
Total Item Cost $28M $21M
Unreimbursed Investments — -$18M
Unit Price Savings — $7M
Net Acquisition Savings -$18M -$11M
Contractor Share -$15M -$8M
Government Share -$3M -$3M
Government Obligation $483M $480M

2 Made up of 200 units with VECP and 200 units without.

The Year 3 contract will reflect the information in Table 8. The average unit price
is $35K since all delivered units will reflect the modifications. This implies a total
savings of $14M for the item. After all NRE are paid back (including the $2M for
testing), there will be a $1M net acquisition savings to be shared according to the
established sharing ratio. The Government will have to obligate enough money to buy all
of the Missile Y Systems ($466M) and to pay the contractor for its share of the savings
($0.5M) and to repay the remainder of the NRE ($8M). An administrative modification is
made to the Year 2 contract (the instant contract) to actually pay the contractor.

The Year 4 contract is awarded as Table 9 shows. As in Year 3, there will be a
$14M savings on the item. Enough money has to be obligated to buy the system ($466M)
and to pay the contractor for its share of the savings ($7M). There is an administrative
modification made to the Year 2 instant contract to actually pay the contractor; Years 5
and 6 are identical to Year 4.
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Table 8. Example C: Year 3 Missile Procurement Changes;
Government Funds Some NRE Up Front

Item Quantity
Average Unit Price
Units without VECP
Units with VECP
Total Item Cost
Unreimbursed Investments
Unit Price Savings
Other Government Cost
Net Acquisition Savings
Savings Retained by
Government

Savings Paid to Contractor
on Instant Contract

Government Obligation

Year 1 Year 2 Year 3
Modification  Modification Award
400 4002 400
$70K $70K
— $35K $35K
$28M $21M $14M
— —-$18M —$11M
— $7™m $14M
— $2M
-$18M -$11M $1M
— — $0.5M
— — $0.5M
$483M $480M $474.5M

a Made up of 200 units with VECP and 200 units without.

Table 9. Example C: Year 4 Missile Procurement Changes;
Government Funds Some NRE

Iltem Quantity
Average Unit Price
Units without VECP
Units with VECP
Total Iltem Cost
Unreimbursed Investments
Unit Price Savings
Other Government Cost
Net Acquisition Savings

Savings Retained by
Government

Savings Paid to contractor
on Instant Contract

Government Obligation

Year 1 Year 2 Year 3 Year 4
Modification  Modification  Modification  Modification
400 4002 400 400
$70K $70K — —

— $35K $35K $35K
$28M $21M $14M $14M
— —-$18M —-$11M —
— $7™M $14M $14M
— — $2M —
-$18M -$11M $1M $14M
— — $0.5M $7™M
— — $0.5M $7Mm
$483M $480M $474.5M $473M

@ Made up of 200 units with VECP and 200 units without.
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3. Advantages

Advantages to the Government of the best practice in this example are:

e Involvement in the process to solve the problem, thereby attaining strong
assurance that the final product will meet requirements (for cost savings,
capability, etc.);

e Ultimate savings and increased capability; and
e Reduced obsolescence.

Advantages to the contractor are:
e Assured reimbursement for NRE;

e Improved likelihood of future sales, generating a share of future savings to
increase profit;

e Opportunity to build the latest configuration using modern technology; and
e A share of the savings.

E. LONG-TERM, COMPLEX VECPS WHERE THE GOVERNMENT FUNDS
NO NRE

The only scenario difference between this example and Example B is that the
Government funds none of the $18M NRE requirement in Year 1. Table 1 still applies as
the base case.

1. Best Practice

A UCA, with appropriate caveats, encourages VECPs that enable mutually
beneficial work to be started quickly. The contractor may fund negative instant contract
savings out of future savings if Government funds are not available.2> The delivery of at
least one item in the basic contract is extended to incorporate the VECP. The UCA
mitigates some contractor risk, allows the contractor to charge the basic contract for some
of the development efforts, and enables the Government to get work started quicker when
funds are not available.

25 As previously noted, the Government cannot encourage or require contractors to supplement DoD
appropriations by financing the implementation cost of a value engineering change.
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2. Example D

For Example D, the contractor should submit a VECP that (1) includes an NTE cost
to develop and implement the change along with preliminary VE savings estimates and
(2) asks the Government to approve the VECP (like in Example A). The UCA issued by
the Government will modify the contract in a way that combines elements from
Examples A and C. Paragraphs in the modification (like in Example A) document that the
Government plans to pay back contractor investment via shared savings from the VECP
and limitations of liability on repaying the contractor’s investment. There is also a
paragraph on the delivery schedule and one that states that there will be at least one
modified unit delivered on this contract so the contractor can charge some of the VE
effort to this contract (see Figure 4).

This process to submit the NTE proposal and agree on the modification may take
30 days longer to complete than the 6 months in previous examples. Agreement on what
constitutes a success will take time to negotiate. In the previous two examples, where the
Government contributed funds to the NRE, the process is easier because of the direct
Government involvement. At some point during the performance of the Year 2 contract,
after successful testing, a modification is made to the Year 1 contract to definitize the
VECP.26 The Year 1 contract becomes the “instant” contract in this example. That
definitization modification will

e Establish per-unit savings for the instant and future contracts as applicable,

e Establish the share ratio and the share period,

e Adjust item cost as appropriate, and

e Adjust negative instant contract savings.

26 While this example makes Year 1 the instant contract, in some cases it may be preferable to make
Year 2 the instant contract by factoring Year 1 costs into the modification of the Year 2 contract.

22



The purpose of this modification to Contract XYZ is to approve the incorporation of Value Engineering Change Proposal (VECP) X,
Rev. 1, dated DD/MM/YYYY, identified as the IR Seeker Redesign, into the Missile Y System Configuration Baseline on a Not-to-
Exceed (NTE) basis. Accordingly, Contract X'YZ is modified as follows:

1. The parties agree that this Supplement Agreement establishes (1) an NTE amount of $18M for the total nonrecurring implementation
cost of the IR Seeker Redesign in accordance with the contractor’s proposal dated DD/MM/YYY'Y and (2) an estimated amount of
$2M for Government testing and other costs based on the assumptions in the attachment. 7 paragraph protects the Govermment by limiting the
eypendiures it s oblgated to pay. It s important for the Govermment to review the assumptions carefully because stuations have ocaurred where higher-thar-antabared
Government testing cost rendered the VECP economically unaccepiable, in which case the Government should not accept it This paragraph also protects the contractor by
limiing the scope of the work o that defined in the proposal

2. ltis anticipated that the contractor’s share of the nonrecurring implementation will be funded out of savings from the incorporation of this
VECP in this and subsequent production contracts. The Government agrees not to seek any pricing reduction in future contracts resulting
from this VECP until the contractor recovers its nonrecurring implementation investment as negative instant contract savings. However,
except for agreeing to share VE savings on any future contracts awarded, including this effort, the Government guarantees neither that
there will be future contracts awarded nor that there will be future savings resulting form this VECP in these future contracts. Except for
its rights under paragraph 4 below, the contractor agrees to accept these risks and hold the Government harmless for its investments in
this VECP should future contracts not be awarded, future savings not be adequate to recover the contractor’s investment, or the VECP
not be successfully qualified as per paragraph 5 below. 775 paragraph identifes how the contractor will be paid back for its share of the ivestment. / limits
the Government's labiy for not fundling the 1l $18M. 1 s important to the contracior because the Government agrees to recognize some negative instant contract
Savings on future contrats, they are awarded. I documents that nonrecurming engineering willnot allbe repaid out of the current contract |t also limits Government labilly
Ifthere are no fture contracts,

3. The parties further agree that pending definitization, a Not-Less-Than (minimum) per-unit cost savings for incorporation of this IR
seeker into future Missile Y System contracts is established as provided in the attachment. 75 paragraph assures savings by establishing a
minimum per-unttsavings. The atiachment (the referenced proposal) sets corltions for how savings are catulated (eg, fundiion of quantiy and dates), The minimum
savings are aéfined by the contractor in the proposal a consenvative approadh, with sk miigation, shoutd be taken. Agreeing to these condiiions i time-consuming;
consequenty this paragraph may notbe needked itthere &5 high confidence that savings will exceed the nonrecuring investment

4. The VECP shall be incorporated into at least one unit of this contract and the delivery schedule of this contract will change per the Rev. 1
reference to accommodate delayed delivery of said units until qualification testing is completed. As subsequent production contracts are
awarded, it is envisioned that the parties intend incorporation of the aforementioned VVECP into as many units of said contracts as
possible. To the extent that the delivery schedule and other terms of said contracts need to be modified to reflect this, the parties agree to
consider them. 75 paragraph allws the contactor to charge the VE effort to both the current contract and fiure contracts within s funding i

5. Limitations of Liability: The approval of the aforementioned \VECP is contingent on said VECP performing as prescribed in “Statement
of Work” in the VECP proposal and all qualification testing. Should the subject VECP fail to pass said test to the satisfaction of the
Govermnment, the Government may withdraw the approval provided by this modification without incurring any liability and the
contractor shall be liable to deliver the Missile Y System configuration originally contracted for, provided the contractor is allowed a
reasonable time to correct any difficulties discussed in qualifications testing and fails to do so. Furthermore, if the Government does not
award follow-on contracts within 90 days of the time period anticipated by the parties, as set forth in the attachment, the contractor may
opt to suspend or discontinue any remaining nonrecurring implementation effort on this VECP that is not required under VECP X,

Rev. 1, without any further liability. 75 paragraph provides adeltional assurance to the contractor in case of termination. A key protection s that the contractor
abes not have to complete a developmernt effort at its onn expense with o charice of recovering its investmert through future savings.

6. Inthe event of abandonment of the aforementioned VVECP before completion, the nonrecurring implementation cost associated with the
VECP shall be considered an allowable cost to the extent that they do not exceed the funded value of the contract. 75 paragraph provides
addlitonal assurance to the contractor in case of termination.

7. The contractor agrees to provide a firm fixed price cost proposal that addresses this agreement and all future shares of savings within 90
days of a request by the contracting officer, but in no case later than 60 days following successful qualification testing. 7 paragraph
replaces the aéfintization scheale tound in the other Us,

8. This modiification shall not result in any change to the contract price or funding. 7 paragraph &5 indlicked i the UA when the Government & not
inareasing the value of the contract. in #his examp, the contractor wil be reimbursed for the NRE from the savings.

Note: Highlighted text explains the purpose of each paragraph and is not intended to be included in the UCA.

Figure 4. Example D: UCA for Implementing Long-Term,
Complex VECPs; Government Funds No NRE
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The total contract value remains at $480M. The VECP is applied to only 1 of the
400 units scheduled to be supplied under this option. It is priced at $35K. The remaining
399 units unaffected by the VECP are still priced at $70K. Net acquisition savings are
-$17.965M, which is $35K less than the $18M in Examples B and C. Assume the
contractor will receive 75 percent of the savings in this example. These will be
recognized in the Year 1 modification, but will not be acted upon until Year 3, when
there will be some savings to share. The contractor share of 75 percent is unusual. In this
example, it is based on the contractor having large NRE over a long period of time on a
high-risk endeavor. Table 10 shows the results of the Year 1 modification.

Table 10. Example D:
Year 1 Missile Procurement Changes;
Government Funds No NRE

Year 1
Modification
Iltem Quantity 4002
Average Unit Price
Units without VECP $70K
Units with VECP $35K
Total Item Cost $27.965M
Unit Price Savings $35K
Net Acquisition Savings —$17.965M
Contractor Share -$17.965M
Government Share —
Government Obligation $480M
@ Made up of 1 unit with VECP and 399 units
without.

Table 11 reflects the Year 2 contract. The VECP is applied to only 200 of the 400
units scheduled to be supplied under this option. The units unaffected by the VECP are
still priced at $70K. The remaining 200 units that will contain the new VECP
configuration have an average price of $35K. That represents a savings of $7M, which
will be paid to the contractor as part of the recoupment of its $18M investment. The
Government must obligate the full $480M. At the end of the Year 2 contract, the negative
instant contract savings is $10.965M (again a $35K difference from the previous two
examples). An administrative modification is made to the Year 1 contract (the instant
contract) to actually pay the contractor.
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Table 11. Example D:
Year 2 Missile Procurement Changes;
Government Funds No NRE

Year 1 Year 2

Modification Award
Item Quantity 4002 400b

Average Unit Price

Units without VECP $70K $70K
Units with VECP $35K $35K
Total Item Cost $27.965M $21M
Unreimbursed Investments — -$17.965M
Unit Price Savings $35K $7M
Net Acquisition Savings —-$17.965M  —-$10.965M
Contractor Share -$17.965M  —-$10.965M
Government Share — —
Government Obligation $480M $480M

2 Made up of 1 unit with VECP and 399 units without.
b Made up of 200 units with VECP and 200 units without.

The Year 3 contract option will be awarded as in Table 12. The average unit price
is $35K since all delivered units will reflect the modifications. This implies a total
savings of $14M for the item. After all NRE are paid back, including the $2M for testing,
net acquisition savings will be $1.035M, to be shared according to the established sharing
ratio. The Government will have to obligate enough money to buy all of the missiles
($466M), to pay the contractor its share of the savings ($0.77625M), and to repay the
remainder of the NRE ($12.965M). An administrative modification is made to the Year 1
contract (the instant contract) to actually pay the contractor.

The Year 4 contract is depicted in Table 13. As in Year 3, there will be a $14M
savings on the item. Enough money has to be obligated to buy the system ($466M) and to
pay the contractor for its share of the savings ($10.5M). There is an administrative
modification made to the Year 1 instant contract to actually pay the contractor. Years 5
and 6 are identical to Year 4.
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Table 12. Example D:

Year 3 Missile Procurement Changes; Government Funds No NRE

Iltem Quantity
Average Unit Price
Units without VECP
Units with VECP
Total Item Cost
Unreimbursed Investments
Unit Price Savings
Other Government Cost
Net Acquisition Savings
Savings Retained by
Government

Savings Paid to Contractor
on Instant Contract

Government Obligation

Year 1 Year 2 Year 3
Modification Award Award
4002 400P 400
$70K $70K —
$35K $35K $35K
$27.965M $21M $14M
— -$17.965M —-$10.965M
$35K $7Mm $14M
— — $2Mm
—$17.965M —-$10.965M $1.035M
— — $0.25875M
— — $0.77625M
$480M $480M  $479.7413M

& Made up of 1 unit with VECP and 399 units without.
b Made up of 200 units with VECP and 200 units without.

Year 4 Missile Procurement Changes; Government Funds No NRE

Table 13. Example D:

Item Quantity
Average Unit Price
Units without VECP
Units with VECP
Total Item Cost
Unreimbursed investments
Unit Price Savings
Other Government Cost
Net Acquisit