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Executive Summaxy 

The military services used 64 “umbrella” contracts, valued at $3.6 bil- 
lion, for support services on military bases during fiscal years 1977 
through 1983. Under this contracting approach, a contractor supplies a 
wide range of services rather than just a single service. The use of 
umbrella contracts grew from $20 million in fiscal year 1977 to more 
than $1 billion in fiscal year 1983, and GAO estimates that the number of 
military bases using such contracts could nearly triple by fiscal year 
1988. 

Umbrella contracts are often extended or renewed beyond the basic con- 
tract period. Because of the substantial value of the contracts, GAO 
decided to review the processes by which these extensions and renewals 
are made. The review addressed the following questions: 

l Do the practices used to extend or renew umbrella contracts meet the 
requirements of procurement regulations? 

l Is the effectiveness of competition being restricted by excluding 
umbrella contract extension or renewal periods from the evaluations for 
the initial contract awards? 

Background 
I 
I 

I 
I 

) I 

IJnder umbrella contracts, contractors provide such diverse support ser- 
vices as custodial work, lawn mowing, road and building maintenance, 
pest control, food preparation, and security. By using an umbrella con- 
tract, a military base can reduce the number of contracts it awards and 
administers and can concentrate responsibility for the work with a 
single contractor. 

The umbrella contracts GAO reviewed usually (1) were competitively 
solicited and (2) contained provisions allowing the base to extend or 
renew the contract for 2 to 4 years (that is, up to four l-year periods) 
beyond the initial award, which was usually for 1 year. This was done in 
one of two ways: through options or follow-on contracts. An option 
gives the government the right to extend a contract at a price agreed 
upon at the time the initial contract was awarded; a follow-on contract is 
a separate, new contract for which the price is noncompetitively negoti- 
ated with the incumbent contractor. 

GAO collected information on all 64 umbrella contracts identified by the 
Department of Defense (DOD) as being in effect between fiscal years 
1977 and 1983. Sixty-one of these contracts had provisions for exten- 
sion or renewal. 
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Executive Summary 

Results in Brief GAO found that the military services’ use of extensions or renewals for 
umbrella contracts sometimes did not meet regulatory requirements. In 
a number of cases, unpriced options were exercised and follow-on con- 
tracts were awarded. Although such awards are noncompetitive con- 
tracts, contracting officers did not justify their use in writing, as 
required. As a result, the important benefits that competition is intended 
to achieve, such as equal opportunity for all to compete, assurance that 
prices are reasonable, or the increased incentive for improved quality or 
delivery, were foregone without justifying that this was appropriate. 

The military services also restricted the effectiveness of competition 
obtained on initial awards in some cases, because they excluded the cost 
of option or follow-on years from consideration when the initial con- 
tracts were competitively awarded. Excluding these years from consid- 
eration lessens the assurance that the government has received a fair 
and reasonable price over the life of the contracting cycle. 

, 

Prihcipal Findings 
1 

Use $f Options Of the 64 umbrella contracts GAO reviewed, 56 had option provisions. Of 
these contracts, 15 had options that were not priced when the initial 
contracts were awarded. The unpriced options for the 16 contracts have 
generally been exercised when the contracts have come up for extension 
and prices for the option periods have been negotiated subsequent to the 
award of the initial contracts. GAO conservatively estimated the value of 
these unpriced options at $808 million, if all are exercised. 

Procurement regulations, as interpreted in decisions of the Comptroller 
General, indicate that unpriced options are not valid options and that if 
they are exercised, the awards must be justified in writing as noncom- 
petitive contracts. This requirement is apparently not widely under- 
stood; contracting officers told GAO they did not think such written 
justification was required. Exercising unpriced options without justi- 
fying them in writing, however, is not in accordance with regulations. 
(See ch. 2.) 

Use of Follow-On Contracts Of the eight umbrella contracts which did not have option provisions, 
five contained follow-on contract provisions for a total of 18 planned 
years of noncompetitive contracts. GAO conservatively estimated the 
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Executive Summary 

value of these follow-on years at $246 million. All five were Air Force 
contracts. This method of renewing the initial contract is not being han- 
dled in accordance with procurement regulations. 

The regulations require that noncompetitive contract awards over 
$26,000 be justified in writing. According to the military command 
which awarded most of the follow-on contracts, these awards were not 
considered noncompetitive or justified as such because the prices of the 
awards were based primarily on the prices that were competitively 
negotiated at the time of the initial contract awards. However, under 
procurement regulations, these follow-on contracts constitute noncom- 
petitive awards. Therefore, written justifications were required. (See ch. 
3.1 

Lb&&ions on the 
Effe tiveness of 

+ co tition 

, 
, 
I 
I 

Of the 64 contracts GAO reviewed, 21 had option or follow-on years that 
were excluded from the evaluation for the initial competitive contract 
awards, although there was a substantial likelihood that these contracts 
would be extended or renewed. Therefore, the selection of these contrac- 
tors was not based on proposed prices for all the years of expected per- 
formance. The periods competitively evaluated at the time of the initial 
awards were valued at $666 million. GAO conservatively estimated the 
value of the periods excluded from the evaluations at $1 billion. 

Regulations allow options to be included in the evaluation for the initial 
award. However, the regulations do not require this practice for service 
contracts which are very likely to be extended. This lack of a require- 
ment contributed to the exclusion of umbrella contract options from the 
evaluation for initial awards. In one instance that GAO found and previ- 
ously reported, the government may have saved $8.3 million by 
including all years of the contracting cycle, instead of just the initial 
period, in the evaluation for the initial competitive contract award. (See 
ch. 4.) 

Recbmmendations To ensure that contract awards for all years of the contracting cycle 
meet regulatory requirements and that competition for contracts is 
enhanced, GAO recommends that: 

l The Secretary of Defense take action to require all contract options cur- 
rently covered by procurement regulations to be priced when the con- 
tract is initially awarded. (See p. 21.) 
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l The Secretary of the Air Force stop the award of preplanned, noncom- 
petitive, follow-on umbrella contract awards that have not been justified 
in writing, as required, and direct the Air Force to use multiyear con- 
tracts and/or priced options wherever appropriate. (See p. 29.) 

. The Secretary of Defense take action to require that any option that is 
likely to be exercised to extend a service contract be evaluated as part 
of the initial award, unless it is determined that not evaluating the 
option is more advantageous to the government. (See p. 40.) 

Agehcy Response DOD stated that the draft report was both informative and constructive 
and concurred at least partially with all of GAO'S findings, conclusions, 
and recommendations. Because GAO'S audit “concerned the use of 
umbrella contracts for base support services only,” DOD’S principal con- 
cern was the potential for “inadvertent application” of the recommenda- 
tions to contracts and contracting methodologies other than those for 
base support services. DOD also stated that GAO'S definition of “priced” 
option requires change to be complete. DOD cited the actions it will take 
to implement GAO'S recommendations as they relate to base support ser- 
vice contracts. Beyond this, DOD stated that it intends to examine Fed- 
eral Acquisition Regulation coverage pertaining to options for all types 
of acquisitions and will consider GAO'S conclusions during that review. 
(See pp. 22,30,41, and app. IV.) 

GAO disagrees with three of DOD'S comments. GAO does not believe that 
its recommendations relating to (1) pricing options when the contract is 
initially awarded and (2) evaluating service contract options that are 
likely to be exercised should be limited to base support service con- 
tracts. Neither does GAO agree that its definition of priced option needs 
to be changed as WD suggested. GAO has revised its other recommenda- 
tion in consideration of WD'S comments. (See pp. 22, 30, and 41.) 

The Office of Federal Procurement Policy commented that it generally 
agreed with the thrust of GAO'S recommendations. The Office also stated 
that all of the recommendations appear appropriate for inclusion in the 
Federal Acquisition Regulation and it is considering developing a policy 
letter to help accomplish this. (See pp. 22,30,41, and app. V.) 
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Chapter 1 

Introduction 
-’ 

The Department of Defense (DOD) budgeted about $27.7 billion in fiscal 
year 1986 to operate and maintain (that is, provide “support services” 
for) its many bases throughout the world. Base support services such as 
custodial work, lawn mowing, road and building maintenance, pest con- 
trol, trash collection, food preparation, and security are provided either 
by an in-house work force-military and civilian-or by contract 
personnel. 

When contractors are used they can be hired to perform single work 
functions, several functions, or all the contracted support services on a 
military base. At some bases, large multifunction contracts, called 
“umbrella” contracts, provide a broad range of support functions. These 
functions may be provided at one location or several locations. Umbrella 
contracts also provide such services as running a missile test range, a 
developmental test center, or a troop training facility. The contracts 
have usually been awarded for a l-year period and have included either 
contract options or follow-on contract provisions to extend or renew the 
initial contract for up to four l-year periods.’ The initial contract 
awards and the extension or renewal periods generally cover a total of 3 
to 5 years, which this report refers to as the contracting cycle. Through 
an umbrella contract, a military base can reduce the number of contracts 
it needs to award and administer and can concentrate the responsibility 
for the work with a single contractor. 

Use of Umbrella 
Contracting Has 
Inctea.&d and Is 
Expected to Rise 
Furkher 

In fiscal year 1983, the last year covered by the contracts we reviewed, 
DOD funded2 about 6,000 contracts totaling $2.4 billion for base support 
services. Most of these contracts were relatively small, covering one 
function. The 45 fiscal year 1983 umbrella contracts3 were funded at 
about $1 billion. For fiscal years 1977 through 1983, about $3.5 billion 
was funded for 64 umbrella base support contracts.4 As figure 1.1 
shows, the funded value of annual umbrella contract awards grew from 

‘Options and follow-on contra&s are defined and discussed in chapters 2 and 3, respectively. 

‘“Funded” refers to money obligated as reported on DD Form 350, a reporting instrument used to 
collect data on contract placement within DOD for the Federal Procurement Data System. Obligations 
are transactions that require payment during the same or a future fiscal year. The Federal F’rocure- 
ment Data System, the official federal procurement data base, was established by Public Law 93-400, 
RR Stat. 796, as a means for collecting, developing, and disseminating procurement data to meet the 
needs of the Congress, the executive branch, and the private sector. 

“In 1993, the 45 ongoing umbrella contracts covered 42 military bases. One base had its work divided 
into two umbrella contracts and another base had its work divided into three umbrella contracts. 

40f the 64 umbrella contracts, the Air Force awarded 41, the Navy 12, and the Army 11. 
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$20 million in fiscal year 1977 to over $1 billion in fiscal year 1983. The 
individual umbrella contracts ranged from under $1 million to over $100 
million a year. 

Figure 1 .l: Use of Umbrella Contracts 
for Base Support Service8 Has 
Increased Oreatly l.ooO ([Iollars in B~ll~onsj I 
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In fiscal year 1977. umbrella contracts for support 
services at mMary bases were funded for about 
$20 rnllllon By fiscal year 1983, that amount had 
risen 10 more than $1 bllllon GAO estimates that . 
the number of umbrella contracts could nearly 
triple by fiscal year 1988. 

Office of Management and Budget Circular A-76 provides policy guid- 
ance to federal agencies for determining whether commercial and indus- 
trial type work should be done by contracting with private sources or by 
using government personnel. Although the Office of the Secretary of 
Defense directs’DoD’s A-76 program, the individual military services 
determine which specific activities being performed by government per- 
sonnel should be reviewed for possible contracting with private sources. 

In keeping with the increased use of umbrella contracting for base sup- 
port services during the 7-year period ending in fiscal year 1983, our 
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estimates show that more than 80 additional umbrella contracts could 
be awarded through fiscal year 1988. These estimates are based on the 
information the three military services provided to the Congress con- 
cerning the A-76 cost studies they propose to perform, as required by 
section 602 of theboD Authorization Act of 1981, as amended. If all are 
awarded, the number of umbrella contracts could increase from 45 to 
more than 126. The decisions on whether to make awards to contractors 
or to keep the work in-house are expected to be based on the A-76 cost 
studies. The dollar amounts involved could be sizeable because some 
very large bases are being considered for contracting out. 

Objkctive, Scope, and 
Methodology 

Our overall objective was to evaluate whether the contracting practices 
the military services used in awarding umbrella contracts for base sup- 
port services adhered to sound contracting policies and procurement 
regulations. Our work covered a number of different aspects of con- 
tracting procedures. Because of the size of the project, we plan to pre- 
sent the results of our work in two reports-this one dealing with the 
use of contract options and follow-on contracts and a second one dealing 
with the types of contracts, source selection evaluation criteria, and 
work statements used. For this report, we sought to satisfy our overall 
objective by determining whether: 

. 

I . 

. 

option provisions to extend umbrella contracts met the requirements of 
procurement regulations and the Comptroller General’s decisions inter- 
preting these regulations to price all options at the time of initial or 
underlying contract awards (see ch. 2); 
follow-on contracts used to renew umbrella contracts met the require- 
ments of procurement regulations (see ch. 3); and 
the effectiveness of competition was being restricted in awarding 
umbrella contracts by excluding planned continuation periods from the 
evaluations for the initial, competitive contract awards (see ch. 4). 

The Defense Acquisition Regulations (IXR), which applies to defense 
contract solicitations issued on or before March 31, 1984, and related 
contracts, spells out the rules covering those DOD procurements. DAR pro- 
vided the basic criteria used in this review because it was in effect at the 
time all of the contracts we reviewed were solicited and awarded. This 
regulation includes requirements regarding matters such as obtaining 
competition, extending contractors’ periods of performance by means of 
options or multiyear contracts, evaluating options at the time of the 
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underlying contract award, and exercising options. The Federal Acquisi- 
tion Regulation (FAR) was recently developed to provide a uniform regu- 
lation replacing Q4R as well as the Federal Procurement Regulations and 
the National Aeronautics and Space Administration Procurement Regu- 
lation. FAR and the DOD FAR Supplement, which both took effect on April 
1, 1984, govern solicitations issued on or after that date. 

We performed our work at the Office of the Secretary of Defense, the 
headquarters of the military services, and at nine U.S. military contract 
locations (seven in the United States and two overseas) that awarded 
umbrella contracts. The nine consisted of three Army, two Navy, and 
four Air Force locations in the United States, Greenland, and Turkey. In 
all, these locations had 17 of the 64 umbrella contract@ included in our 
review. Our field work was performed between November 1983 and 
November 1984. In visiting field locations, we reviewed contract files 
and discussed our objectives and related questions with contracting 
officers and other appropriate agency officials. 

We selected these nine locations for detailed review to obtain a mix of 
military services, different contractors, and contract types, as well as a 
variety of supplies and services and geographical representation. 

I I 

To supplement this work, we sent questionnaires to contracting officers 
for the 64 umbrella base support contracts included in our review, 
which were awarded between fiscal years 1977 and 1983. We did so to 
obtain information for these contracts on such matters as the number of 
priced options at the time of the initial contract award and the other 
specific objectives listed above. The questionnaires were pretested with 
contracting officers at three military bases. We received responses on 
100 percent of the contracts. A listing of all contracts included in our 
review is shown in appendix I. 

Since we collected information on the 64 umbrella contracts by question- 
naire, we did not visit all of the contract locations nor review all con- 
tract files. We also did not assess the accuracy or reliability of the DD 
Form 350 contract reporting system because the funding data obtained 
from the form was only used for background information. 

We reviewed procurement regulations and the Comptroller General’s 
decisions interpreting these regulations to determine whether unpriced 

“DOD officials provided us with a listing of all umbrella contracts they could identify for fiscal years 
1977-1983. We obtained data on each of these 64 contracts. 
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options included in underlying contracts are valid options. Based on a 
review of questionnaire responses and supporting documentation from 
contract files, we determined whether each umbrella contract contained 
priced or unpriced options at the time the underlying contract was 
awarded. For those underlying contracts containing unpriced options, 
we had discussions with and sent follow-up letters to cognizant con- 
tracting officials to determine (1) why options were not priced and (2) 
for those unpriced options that had been exercised, whether written jus- 
tifications supporting noncompetitive awards were prepared. 

To assess whether current practices relating to options and follow-on 
contracts restricted competition or its effectiveness, we (1) reviewed 
questionnaire responses and supporting documentation from contract 
files, (2) determined whether all planned out-years in the contracting 
cycle to extend umbrella contracts were included in the evaluation for 
award of the underlying contracts, and (3) reviewed procurement regu- 
lations, Comptroller General’s decisions, and our past reports. 

As we finished our work at the bases visited, we either discussed our 
findings with or presented written statements of fact to the officials 
responsible. Their comments, as well as the official agency comments in 
appendixes IV and V, were considered in compiling this report. Our 
review was performed in accordance with generally accepted govern- 
ment auditing standards. 

i 1 
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Chapter 2 

Options Must Be Priced at the Time of the ’ ’ 
Initial Contract Award 

Hased on the Comptroller General’s decisions interpreting procurement 
regulations, contract options, to be valid, must be priced at the time of 
the initial or underlying contract award. However, we found numerous 
instances in which options to extend base support service umbrella con- 
tracts were not priced at the time of the underlying award. Contracting 
officials frequently said they were not aware that options were required 
to be priced at that time. 

Exercising an unpriced option after award of the underlying contract is, 
in effect, a noncompetitive (or sole-source) contract award. Procurement 
regulations require that such awards be justified in writing. However, 
for most of t,he unpriced options we reviewed that were exercised, the 
required written justification supporting a sole-source award was not 
prepared. As a result, the important benefits that competition is 
intended to achieve, such as equal opportunity for all to compete, assur- 
ance that prices are reasonable, or the increased incentive for improved 
quality or delivery, were foregone without justifying that this W&S 
appropriate. Contracting officials said they did not prepare sole-source 
justifications because they viewed the unpriced options as valid options. 

We believe that to eliminate misinterpretation, the regulations should be 
revised to require contract options to be priced at the time of the under- 
lying contract award. For existing contracts containing unpriced, unex- 
ercised options, written noncompetitive justifications should be properly 
supported and approved before the unpriced options may be exercised. 

Unpricpd Options Are Both IXR and FAR describe an option as a unilateral right in a contract, 

Not Valid Options 
by which, for a specified time, the government may elect to purchase 
additional quantities of the supplies or services called for by the con- 
tract, or may elect to extend the period of performance of the contract.’ 
Recognizing the government’s need in certain service contracts for con- 
tinuity of operation and the potential cost of disrupted support, the reg- 
ulations allow options to be included in service contracts if there is an 
anticipated need for a similar service beyond the initial contract period. 
Fifty-six of the 64 base support service umbrella contracts on which we 
collected data contained option provisions. All 56 fell into this category 
of having anticipated needs for similar services beyond the initial, gen- 
erally l-year contract period. 

1 FAR subpart 17.2, which prescribes current policies and procedures for the use of option solicitation 
provisions and contract clauses, does not apply to contracts for services involving the construction, 
alteration, or repair of real property; architect enginker services; research and development services; 
automatic data processing equipment systems; and telecommunications equipment and services. 
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t ’ I chapter 2 
Options Must Be Priced at the Time of the 
Inltlal Contract Award 

’ I 

Although procurement regulations do not specifically state that an 
option must be priced at the time the underlying contract is awarded, 
they contain provisions which at least implicitly indicate that options 
should be priced at that time. For example, DAR 1-1502(a) gtates that 
“options require offerors to guarantee prices for definite periods of time 
with no assurance that the options will be exercised.” In addition, the 
Comptroller General’s decisions interpreting procurement regulations 
clearly indicate that options must be priced at the time the underlying 
contract is awarded. In three decisions,z the following points were made: 

l an option is an unaccepted offer to sell upon agreed terms which may be 
unilaterally accepted by the government; 

. an option should be clear and definite and should not require further 
negotiations to work out important and essential terms, including price; 

l the option price must be agreed upon (that is, either fixed or finitely 
determinable) at the time the underlying contract is awarded; and 

l if the option is not priced, there is no option for exercise by the govern- 
ment, and negotiation of the option price after the underlying award 
constitutes a resolicitation of the contract on a noncompetitive basis. 

Baaed on these Comptroller General decisions, we believe that (1) if a 
contract option is to be valid, its essential terms (including price) must 
be agreed upon at the time the underlying contract is awarded and (2) if 
an option price is negotiated after the underlying contract is awarded, 
such a negotiation constitutes a resolicitation of the contract on a sole- 
source or noncompetitive basis. Consequently, the requirements relating 
to sole-source contracts apply. That is, an unpriced option exceeding 
$26,000 may be exercised after the initial contract award if a sole- 
source award is justified in writing, as required ~~‘FAR 6.303-l. Regula- 
tions in effect for all the contracts we reviewed required examining the 
reasons for the procurement being noncompetitive, justifying the sole- h 
source award in writing, and taking steps to foster competitive condi- 
tions for subsequent procurements.3 

2Varian Associates,&. (5208281, Feb. 16,1983) 83-1 CPD 160; %artment of Health and Human 
Services - Reconsideration (5198911.3, Oct. 6,198l) 81-2 CPD 279; and Pacificon Productions,&. 
(B196371, July 22,198O) 80-2 CPD 68. 

3Current requirements for justifying the use of other than competitive procedures are set forth in the 
Competition in Contracting Act of 1984 (Public Law 98369, July 18,1984) and implementing regula- 
tions (FAR, Part 6). The act, which substantially changed previous procurement statutes and regula- 
tions, was intended to enhance competition and better limit unnecessary sole-source contracting. (See 
our report, Federal Regulation Need to be Revised to Fully Realize the Purposes of the Competition in 
Contracting Act of 1984 (Aug. 21,1986, GAO/CGC-86-14) which explains the act’s requirements and 
recommends changes to further strengthen federal regulations.) 
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Options Must Be Riced at the Time of the 
InitlalContraetAward 

> ’ 

Although option prices must be agreed upon at the time of the initial 
contract award, they do not necessarily have to be expressed as a spe- 
cific dollar amount. Although firm fixed-price contracts will produce 
option prices of a specific dollar amount, other fixed-price and cost 
reimbursement contracts may provide formulas under which option 
prices or fees are finitely determinable, rather than stated in specific 
dollar amounts. For our review, we defined a “priced” option as a con- 
tractor’s guarantee, made at the time of the underlying contract award, 
to perform specified work under a contract option for 

. a specific dollar amount, in the case of a firm fixed-price contract; 
l an amount to be determined by applying provisions (or a formula) pro- 

vided in the original contract but not including renegotiation of the price 
for this work, in the case of other fixed-price contracts; or 

l a fee to be determined by applying a formula provided in the original 
contract, in the case of a cost reimbursement type contract. 

Conversely, an “unpriced” option was defined as an option which is not 
priced at the time of the underlying contract award using the above 
criteria. 

Marjy Contracts 
Unpriced 

As of August 1984,54 of the umbrella contracts4 in our review con- 
tained option provisions for a total of 143.67 years.” Eighty-eight of 
these option years had been exercised and 55.67 were still exercisable. 

As figure 2.1 shows, 39 contracts (72 percent) had all priced options, 
and 16 had either all unpriced options or a mixture of priced and 
unpriced options, In all, these 15 contracts contained provisions for 36.5 
unpriced option years- 25 percent of the total number of option years. 

4Although 66 umbrella contracts contained option provisions, we excluded 2 from our analysis 
because they were terminated before any of their 6 option years could be exercised. In addition, 6 
other option years from the remaining 64 contracts had been determined to be unexercisable at the 
time of our review. Therefore, a total of 10 option years (3 priced and 7 unpriced) originally included 
in the underlying contract awards were not included in the 143.67 option years total. 

sOptions generally were for 1 year. However, two contracts each contained provisions for fractional 
option years; one for l/2 year and the other for l/6 year. 
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Yearr’Were Not Priced When Umbrella 
Contract8 Were Initially Awarded 

_- Contracts with All 
Options Priced 

39 contracts 
95.17 priced option years 

GAO collected data on 54 umbrella contracts that 
had options to extend performance beyond the 
penod of the underlying contract award. Of the 54 
contracts, 15 had optrons that were unpriced when 
the contract was first awarded. Of the total of 
143.67 option years in the contracts, 36.5 years 
(25 percent) were unpriced when the contract was 
initially awarded. 

Of the unpriced option years, 21 had been exercised and 15.5 were still 
exercisable. Prices for the 21 unpriced option years were negotiated b 
noncompetitively with the existing contractors after the initial or under- 
lying contract was awarded. Each of the three services had contracts 
with unpriced option years as indicated in table 2.1. 
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Table 2.1: Number of Contracts Wlth 
Unpriced Option8 and Related 
Information by Military Service 

~-. -. ----- 
Air Force ~-.-~.--- 
Armv 

Number of Number of 
contracts with Number of unpriced, 

unpriced unpriced exercised 
options option yeers option years ___. 

7 14.5 8 --_- ---... 
3 8.0 6 

Navy 

Total 
5 14.0 7 ~-- ~---________-~-~--.-~- 

15 36.5’ 21 

8If exercised and if the rate of spending for the unpriced option years is the same as for their Initial 
contract awards, the estimated value of these 36.5 option years would total $606 million. We used this 
conservative estimating method because actual cost data were not available for most of the unpriced 
option periods. For the three contracts in which actual funding data for the entire contracting cycles 
were available, the actual value of the unpriced options exceeded our estimated value by $117.4 mrllron, 
or 30 percent. 

Rea&ons Why Options 
We& Unpriced 

We asked officials in each of the services why options were unpriced. Of 
the 15 contracts, 5 containing provisions for 14 unpriced option years at 
the time of the underlying contract award were Navy contracts awarded 
by the Naval Facilities Engineering Command. Contracting officers cited 
the following reasons why the 14 option years were unpriced at the time 
of initial contract award: 

Difficulty in projecting the scope of work due to uncertainties stemming 
from new base construction (three contracts with 10 option years). 
Uncertainties about inflation and the difficulty of projecting the scope 
of work as far out as the fourth and fifth years of a 5-year contracting 
cycle (two contracts with 4 option years). 

It is important to note that each of these contracts anticipated a 5-year 
contracting cycle in spite of (1) the expressed uncertainties of projecting 
the scope of work that far into the future and (2) the prohibition in the 
Naval Facilities Engineering Command’s 1979 contracting manual 
against including options to extend a service contract beyond a total 
period of 3 years.” 

%ne of the five Navy contracts was awarded in 1977, before the issuance of the 1979 contracting 
manual. 
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Of the 16 contracts with unpriced options, 7 were Air Force contracts. 
For six of the seven,7 which had provisions for 10.5 unpriced option 
years at the time of underlying contract award, contracting officers said 
that the primary reason for not pricing these options was the uncer- 
tainty of committing to a price, especially as far out in the contracting 
cycle as the fourth and fifth years, 

Three of the 15 contracts, with provisions for a total of 8 unpriced 
option years, were Army contracts. Contracting officials cited the lack 
of definitiveness in the statements of work as a reason for not pricing 
these options at the time of initial contract award. 

In summary, the reasons most frequently offered by contracting offi- 
cials for not pricing the options at the time of the underlying contract 
award were that (1) the contract’s statement of work could not be suffi- 
ciently defined or (2) the options were planned too far into the future. 

In addition, we found that contracting officials believed that procure- 
ment regulations permitted use of unpriced options. Of the 10 con- 
tracting officials we questioned who were involved with the 15 
contracts with unpriced options, 8 said they were unaware of any regu- 
latory requirement precluding the use of unpriced options. Although the 
other two officials said they believed an unpriced option to be invalid, 
they were administrative contracting officers and were not involved in 
the original award of these contracts. However, in a letter we obtained 
relating to one umbrella contract, the command recognized that an 
unpriced option was a noncompetitive award and advised the con- 
tracting officer not to exercise it. We believe these varying interpreta- 
tions indicate that the regulations need to be revised to clearly state that 
options are required to be priced at the time of underlying contract 
award. 

‘The administrative contracting officer for the seventh contract (a Small Business 8(a], negotiated, 
noncompetitive contract) with provisions for 4 unpriced option years was unable to provide a ratio 
nale as to why the options were unpriced. However, FAR 6.001(b) exempts 8(a] awards from the 
requirement to obtain competition. The Administrator of the Small Business Administration is autho 
rized under section Ha] of the Small Business Act (16 1J.S.C. 631), as amended, to help small busi- 
nesses which are owned and controlled by socially and economically disadvantaged persons. The 
agency enters into procurement contra&s with other federal agencies and subcontracts the work to 
disadvantaged small businesses. 
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Written Sole-Source For the 16 umbrella contracts containing provisions for unpriced 

Justifications Were 
options, 21 unpriced option years in 11 contracts had been exercised as 
of August 1984. Contracting officials told us that for 19 of the 21 
unpriced option years exercised, no sole-source justifications had been Generally Not Prepared prepared B 

When Unpriced 
Options Were Even though written justifications were not prepared in most instances, 

Exercised we recognize that the circumstances surrounding a noncompetitive 
award may have justified it. In such cases, our Office has viewed the 
lack of a written justification as an error that does not invalidate the 
award if the surrounding circumstances indicate that the award was jus- 
tified. To determine whether procurement officials believe that sole- 
source awards were appropriate, we sent letters asking procurement 
officials for each of the 21 unpriced option years that had been exer- 
cised whether a valid sole-source reason existed and, if so, what the 
valid reason justifying the sole-source award was. 

We received responses to our letters covering 10 of the 11 contracts and 
19 of the 21 unpriced, exercised option years. For eight contracts cov- 
ering 16 unpriced, exercised option years, contracting officials did not 
directly respond to the questions. Instead, they indicated that they 
believed the procurement regulations did not require the use of a sole- 
source justification in order to exercise an unpriced option. For example, 
one contracting official said that 

1, 

. * . it is premature to address the questions in your letter concerning sole-source 
justification until we determine that the options were improper under MR provi- 
sions. In the absence of MR or statutory prohibitions against unpriced options, we 
do not believe the option must be prepriced in all instances.” 

For the remaining two contracts covering 4 unpriced, exercised option 
years, contracting officials responded by saying that valid sole-source 
reasons did exist. They said that both contracts involved the provision 
of base support services during the early stages of base development 
and construction, making the scope of work uncertain. 

If the contract options could not be priced at the time of the underlying 
contract award, we believe the option provisions should have been 

*We did find one contract for which the contracting official said that written noncompetitive justifi- 
cations had been prepared to support the exercise of two unpriced options. We were able to obtain 
one of the justifications. The other justification could not be found. Although we believe these two 
options should have been priced at the time of the underlying contract award, the contracting officer 
did recognize the need to rely on sole-source authority to exercise these unpriced options. 
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excluded from the solicitations and the contracts.9 New noncompetitive 
solicitations could have been issued for subsequent base support service 
needs, if sole-source awards could have been appropriately justified. 
Preplanned, noncompetitive awards, based on the exercise of unpriced 
options, need to be avoided. 

Contracting officials responsible for 10 of the 11 contracts with 
unpriced option years already exercised said they considered their 
unpriced options to be valid and saw no need to follow sole-source pro- 
cedures to justify exercising them. They said they based their authority 
to exercise the unpriced options on (1) contract clauses allowing exten- 
sion of the contracts by exercising options and (2) regulatory provisions 
outlining requirements to be followed for doing so. However, since nego- 
tiation of an option price after the underlying contract award consti- 
tutes a resolicitation on a noncompetitive basis, a written sole-source 
justification was required in these instances. 

Conciusions Based on the Comptroller General’s decisions, all contract options cur- 
rently covered by procurement regulations are required to be priced at 
the time of the initial or underlying contract award. Nonetheless, this 
requirement is not clearly understood, as evidenced by (1) the existence 
of unpriced option provisions in umbrella base support service con- 
tracts, (2) the failure to justify the exercise of these unpriced options as 
noncompetitive awards, although such decisions are required to be justi- 
fied, and (3) comments from contracting officials. 

1 

I’ 

Recommendations To eliminate misconceptions relating to the need to price contract 
options and to help ensure that future option provisions are priced, we 
recommend that the Secretary of Defense take action to have FAR 

amended to clearly require that all contract options currently covered 
by procurement regulations be priced at the time the initial or under- 
lying contract is awarded. We also recommend that the Secretary of 
Defense take the actions needed to ensure that, for contracts currently 
containing unpriced and unexercised options, written noncompetitive 

% a preaward protest involving a solicitation with unpriced options (Comptroller General decision, 
Amdahl Corp. (B-19891 1.2, Mar. 27,108l) 81-l CPD 231) Amdahl challenged the propriety of the 
solicitation’s requirement for unpriced options that contemplated later negotiations of price. The 
Comptroller General held that unpriced options were little more than advance agreements to conduct 
negotiations on what is tantamount to a sole-source basis and should, therefore, be deleted from the 
solicitation before award of the contract. 
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justifications have been properly supported and approved before the 
unpriced options are exercised. 

Agency Comments and DOD agreed that FAR should be changed to require base support service 

Our Evaluation 
contract options to be priced. However, DOD indicated that it was not 
willing to apply this recommendation to all service contracts or to con- 
tracts for systems or supplies because we reviewed only umbrella con- 
tracts for base support services, Instead, DOD stated that it (1) intends to 
examine FAR coverage pertaining to options for all types of acquisitions 
and (2) will consider our conclusions during that review. 

We agree that our review focused on umbrella contracts for base sup- 
port services. However, as noted in this chapter, contracting officials 
involved with the contracts containing unpriced options believed that 
the procurement regulations, which apply to contract options for many 
kinds of supplies, systems, and services, permitted the use of unpriced 
options. Generally, they said they were unaware of any regulatory 
requirement precluding the use of unpriced options. We found that the 
regulations do not specifically state that contract options must be priced 
at the time the underlying contract is awarded. We believe that the lack 
of clarity in this regulatory provision was a primary factor contributing 
to the use of unpriced options. I 

All three of the Comptroller General’s decisions cited on page 15, which 
clearly indicate that contract options (1) must be priced at the time the 
underlying contract is awarded and (2) cannot be exercised based on 
prices negotiated after that time without justifying a sole-source award, 
were made on contracts for other than base support services. The con- 
tracts procured power amplifier tubes, data processing equipment and 
related services, and a national mass media campaign relating to high I, 
blood pressure. Another Comptroller General decision involved unpriced 
options for design, engineering, fabrication, and installation of space- 
craft altitude chambers. lo 

Because the regulatory provision that needs to be clarified applies to 
contract options for many kinds of supplies, systems, or services, the 
potential for misunderstanding and the need for clarification to prevent 
the use of unpriced options is not limited to base support service con- 
tracts In addition, revising FAR to require base support service contract 

lo43 Camp. Gen. 461(1963). 
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options to be priced, as DCJD suggests, could lead some contracting offi- 
cials to the mistaken impression that options for all other services, sup- 
plies, or systems are not required to be priced at the time of the 
underlying contract award. Therefore, rather than just taking corrective 
action for base support service contract options, we believe DOD should 
take preventative action relating to all contract options. 

DOD did not agree that our definition of priced option is adequate. DOD 

stated that at a minimum the definition should be revised to include 
options that are subject to (1) economic price adjustment provisions, (2) 
changes to prevailing wage rates established by the Department of 
Labor, or (3) a ceiling price with downward negotiation only. DOD stated 
it would provide a definition of priced option for DoD-wide use and inclu- 
sion in FAR. 

We agree that options subject to economic price adjustment provisions 
or changes to prevailing wage rates established by the Department of 
Labor should be included in the definition of priced. In fact, our defini- 
tion already provides for this. ‘1 However, we do not agree that an option 
containing a ceiling price and permitting “downward negotiation only” 
meets the definition of a priced option. In Varian Associates,&, which 
has previously been cited, our Office concluded that the downward 
renegotiation of the option price (1) constituted resolicitation of the con- 
tract on a sole-source basis and (2) was improper because the sole- 
source decision had not been justified, as required. 

i 1 
DOD concurred with our second recommendation concerning the need for 
written noncompetitive justifications to be properly supported and 
approved before exercising unpriced options for those contracts cur- 
rently containing unpriced and unexercised options. DOD said it would 
(1) issue a general policy statement to the military departments and 
defense agencies to this effectI and (2) process a FAR change through the 

r %ee our references in the definition included on page 16 to (1) %n amount to be determined by 
applying provisions (or a formula) provided in the original contract . . .” and (2) “a fee to be deter- 
mined by applying a formula provided in the original contract . .I’ Such provisions or formulas 
could include economic prke a@rstment provisions or references to prevailing wage rates established 
by the Department of Labor. 

r2The Asalstant Secretary of Defense for Acquisition and Logistics sent a memorandum dated Jan- 
uary 31,19S6, to the secretaries of the military departments and directors of the defense agencies 
regarding a draft of this report. The Assiitant Secretary instructed them to take appropriate action to 
insure that (1) procurement activities are made aware that the exercise of existing unpriced options is 
a noncompetitive acquisition and (2) “the justitkation requirements of FAR 6-303 are to be fulfilled 
before such contractual actions for base support services are consummated.” 
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Defense Acquisition Regulatory Council, which coordinates the develop- 
ment of FAR changes. 

The Office of Federal Procurement Policy commented that it generally 
agreed with the thrust of all the recommendations in this report. It also 
stated that all of them appear appropriate for inclusion in FAR and it is 
considering developing a policy letter to help accomplish this. 

I ,,I 
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Noncompetitive Follow-On Contracts Should k 
Avoided 

For a few umbrella contracts, officials within the Air Force have 
awarded preplanned, noncompetitive follow-on contracts as a means of 
(1) renewing contracts initially awarded competitively and (2) contin- 
uing the relationship with the incumbent contractors.1 These follow-on 
contracts were awarded based on a policy of extended contractual cov- 
erage, developed within the Air Force. Under this policy an initial con- 
tract is awarded on a competitive basis (normally for 1 year), and up to 
four l-year follow-on contracts may be subsequently awarded on a sole- 
source basis with the incumbent contractor. This policy is not discussed 
in procurement regulations. Although procurement regulations require 
noncompetitive awards to be justified in writing, no such justifications 
were prepared for these follow-on contracts. 

The extended contractual coverage policy does not appear to have had 
widespread use. Of the 64 DOD umbrella contracts included in our 
review, only 5 were awarded under its provisions. Of these, four were 
for the Air Force Air Training Command, and one was for the Air Force 
European Procurement Center. 

The 5 initial contracts involved a total of 18 planned noncompetitive 
follow-on contracts of 1 year each. Under the provisions of the extended 
contractual coverage policy, the follow-on contracts represented sepa- 
rate, new, future contracts, and as such, the follow-on years were not 
priced as part of the initial (1 year) competitive awards. However, we 
conservatively estimated the potential value of the 18 noncompetitive 
follow-on contracts, if all are awarded, at $246 million.2 

The extended contractual coverage policy permits elimination of com- 
petitive solicitations for up to four additional l-year periods after the 
initial competitive award, and does not require the contracting officer to b 
prepare a noncompetitive justification for any of the future four 1 -year 
periods. However, the award of follow-on contracts to the incumbent 
contractor is contingent upon negotiation of a contract that is fair and 
reasonable to the government. For like or similar work, the subsequent 

‘“Follow-on contract” means a new, noncompetitive procurement placed with an incumbent con- 
tractor, either by a separate new contract or by a supplemental agrt-ment, to continue or augment a 
specific military program, where such placement was necessitated by prior procurement decisions. 
An examplr is a contract award for production of a major weapon system to the contractor that 
devrlo[wLd the system when award to any other source would rt%ult in substantial duplication of cost 
to the government that is not expected to be recovered through competition. 

“I’hc~ estimating mrt.hod used here was the same as that used to estimate the value of the unpriced 
options described in ch. 2. 
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year’s contract price is not supposed to increase except where the 
incumbent contractor shows that a fair and reasonable increase is in 
order. Use of the policy is based, in part, on the belief that it will result 
in savings to the government through eliminating start-up costs and 
avoiding disruption of service in follow-on years. In addition, a contract 
official who still used the policy said that inability to sufficiently define 
the scope of work beyond the initial l-year contract award period pre- 
cluded the use of options to extend the Training Command’s four con- 
tracts because the options would have been unpriced. 

As of August 1984, 11 of the 18 follow-on contracts were eligible for 
award and all 11 had been awarded after noncompetitive negotiations 
with the incumbent contractors. The one Air Force European Procure- 
ment Center contract commenced October 1, 1976. At the end of a 3-yea1 
contracting cycle, the Center discontinued use of the extended contrac- 
tual coverage policy because contracting officials regarded the follow-on 
contracts as sole-source awards. For the next competitively awarded 
contract in 1980, a contract containing four l-year priced options was 
awardedS3 

The Air Force Air Training Command was still using the extended con- 
tractual coverage policy as of December 1985. However, instead of using 
this policy, under which the contracting office plans at the beginning of 
the procurement to award follow-on contracts without the benefit of 
competition if the incumbent’s negotiated price is determined to be “fair 
and reasonable,” we believe that the use of priced options or other 
authorized procurement techniques, such as multiyear contracting, 
should be considered.4 Both multiyear contracts and contract options are 
required to be priced at the time of the initial contract award. If a non- 
competitive follow-on contract is awarded because these other tech- 
niques are determined to be inappropriate, then a written justification 
for using other than competitive procedures must be prepared. 

3The options were also included in the competitive evaluation for the initial contract award. (This 
subject is discussed in ch. 4.) Using this contracting technique, the Center was able to obtain and 
evaluate competitive proposals for its entire contracting cycle. 

4A multiyear contract is a procurement consisting of requirements for up to a R-year period without 
having total funds for the entire multiyear period available at the time of initial contract award. 
Solicitations for multiyear contracts require either annual and multiyear bids/proposals or only mul- 
tiyear bids/proposals. Consequently, all years of the underlying multiyear contract award are priced 
and included in the evaluation for award. Before using a multiyear contract for base support services, 
the head of the agency must determine that (1) there will be a continuing rtquiremeht for the ser- 
vices, (2) furnishing the services will require a substantial initial investment in plant or equipment, 
and (3) the use of a multiyear contract will promote the best interests of the United States. (See 10 
I1.S.C. 23Ofj (g).) As noted in ch. 4, multiyear contracts have bt-n awarded for base support services. 
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Follow-On Contracts 
Not Justified as 
Noncompetitive 

Hefore an agency may negotiate a noncompetitive procurement 
exceeding $25,000, procurement regulations require that a written justi- 
fication be provided adequately supporting the need for a sole-source 
procurement. IIowever, the 11 noncompetitive follow-on umbrella con- 
tracts that had been awarded as of August 1984 were based on the 
extended contractual coverage policy which does not require written 
sole-source justifications. 

Contracting officials at the Air Force Air Training Command said they 
have never viewed their follow-on contracts under the extended con- 
tractual coverage provisions to be noncompetitive. The Director of Con- 
tracting stated: 

“It is made clear to offerors that follow-on contract prices will not increase from the 
competitive price, except where the contractor can conclusively show that fair and 
reasonable increases are in order. Thus, follow-on contract prices are actually based 
on the price obtained in the competitive year.” 

The Director also said that contract actions of this type are considered 
competitive within the framework of the Federal Procurement Data 
Systems5 

We disagree with the Air Training Command. Like the European Pro- 
curement Center, we believe that each follow-on contract negotiated 
with the incumbent, after the initial competitive contract has been 
awarded, is a noncompetitive or sole-source award. Even though it may 
be clear to offerors that the awardee of the initial contract must limit 
the price of follow-on contracts to only fair and reasonable increases 
from the competitive base year price, the fact remains that the price for 
each follow-on year is subject to negotiation without competition. 
Labeling a contract as “follow-on after competition” does not make it 
competitive. Furthermore, we note that the Federal Procurement Data b 

System classifies such contract actions as noncompetitive, not 
competitive.6 

If a procurement is not genuinely competitive, the government has less 
assurance that contract prices are fair, reasonable, and consistent with 
potentially available market prices. Procurement regulations in effect at 

%ke DAR 21-106.6 for DD Form 360 reporting requirements related to the extent of competition on 
DOD contract awards. Also, see footnote 2, ch. 1. 

‘In one of our reports (GAO/PLRD-FJ2-46, Mar. 8,1982), we questioned DOD’s portrayal in congres- 
sional testimony of follow-ons after competition aa competitive. In commenting on the report, DOD 
concurred that such follow-on contracts are noncompetitive. 
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the time these follow-on contracts were awarded stressed the impor- 
tance of basing contract awards on competition to the maximum prac- 
tical extent.’ 

Conclusions 

I 

Contract renewals by means of noncompetitive follow-on contracts did 
not meet regulatory requirements because the need for noncompetitive 
procurements was not justified in writing, as required. Further, to con- 
vert such follow-on contracts to competitive ones, all planned continua- 
tion (or follow-on contract) years in the contracting cycle should be 
included in the initial competitive contracts by means of multiyear con- 
tracting and/or priced options. 

If the scope of base support service work is so uncertain for the continu- 
ation (or follow-on) periods as to preclude reasonable pricing at the time 
of the initial award, we believe the planned follow-on years should not 
be included in the contracting cycle. Further, such procurements should 
be based upon competitive resolicitations, unless a noncompetitive 
award is justified in writing and approved in accordance with legal 
requirements. 

Recommendation 

~ I/ 

We recommend that the Secretary of the Air Force not permit the use of 
preplanned, noncompetitive, follow-on contracts for base support ser- 
vices based on the extended contractual coverage provisions. Instead, 
we recommend that the Secretary require all planned continuation 
periods (follow-on years) for base support service contracts to be 
included in the initial contracts by means of multiyear contracts and/or 
priced options. If the scope of work for these continuation periods is so 
uncertain as to preclude reasonable pricing at the time of initial contract 
award, such periods should not be included in the contracting cycle; 
instead, procurements for such periods should be based upon competi- 
tive resolicitation, unless a sole-source award is justified and approved 
in accordance with legal requirements. 

‘As noted in ch. 2, these requirements were substantially changed, based on the Competition in Con- 
tracting Act of 1984, to enhance competition and better limit unnecessary sole+ource contracting. In 
fact, the House and Senate Conference Committee report on the act states that only certain contracts 
for maJor systems or highly specialiaed equipment may qualify as legitimate follow-on, sole-source 
contracts based on the circumstance that they are “available from only one responsible source and no 
other type of property or services will satisfy the agency’s needs.“~(House Report No. QS-861,98th 
Cong., 2nd Sess. (1984)) See FAR 6.302-l (a)(2)(ii) as amended by Federal Acquisition Circular 84-13, 
effective February 3, 1986. 
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Agency Comments and DOD concurred with this recommendation in so far as it applies to base 

Our Evaluation 
support service contracts. DOD suggested that the recommendation in our 
draft report be revised to indicate more clearly that it applies only to 
base support service contracts. We agree and have clarified the recom- 
mendation. DOD also stated that our recommendation is basic policy for 
base support service contracts and it would be reemphasized by letter to 
the military departments and defense agencies.8 

The Office of Federal Procurement Policy stated that (1) it generally 
agreed with the thrust of all the recommendations in this report and (2) 
they all appear appropriate for inclusion in FAR. The Office suggested 
that we direct the recommendation in this chapter to the Secretary of 
Defense, instead of the Secretary of the Air Force, to conform to the 
other recommendations in this report to amend and clarify FAR. We have 
not done so because (1) we identified the problem which this recommen- 
dation is intended to correct as existing only in Air Force contracts we 
reviewed and (2) we do not believe FAR needs to be revised to correct it. 
However, as indicated above, DOD has agreed to take preventative as 
well as corrective action by reemphasizing this recommendation as basic 
policy to all three military departments and the defense agencies. 

*The Assistant Secretary of Defense for Acquisition and Logistics stated DOD policy on the matters 
discussed in this chapter in a memorandum dated January 31, 1986, to the secretaries of the military 
departments and directors of the defer-w agencies. 

I ’ 
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Qitial Award Evaluation Makes Competitbn 
Uss Effective 

-- 
Ijy exercising contract options or awarding noncompetitive follow-on 
contracts, the Army, Navy, and Air Force either extend or renew most 
umbrella base support service contracts beyond the period of the initial 
contract award.1 We found that even though there was a substantial 
likelihood that these contracts would be extended or renewed, in the 
case of 21 initial umbrella contract awards with provisions for extension 
or renewal, most of the continuation periods were not included in the 
evaluation for the initial award. 

As a result, the effectiveness of competition was restricted for the 
unevaluated continuation periods and the government had less assur- 
ance that it had received fair and reasonable prices. We conservatively 
estimated the value of these unevaluated continuation periods to be $1 
billion. An important reason these periods were unevaluated was that 
most of them were not priced at the time of the initial contract awards. 
IIowever, procurement regulations, which have permitted continuation 
periods to be excluded from evaluation for the initial contract awards, 
also contribute to this condition. 

Even if our recommendation in chapter 2-requiring options to be 
priced-is implemented, existing regulations still need to be revised to 
ensure that options which are expected to be exercised are included in 
the evaluation for the initial contract award. This revision would pro- 
vide greater assurance that the government is receiving fair and reason- 
able prices. 

Initial Umbrella The military services normally have a continuing need for the support 

Coptract Awards Are 
services provided under umbrella contracts. In awarding umbrella con- 
tracts for these support services, the three services generally used con- 

A ost Always 

F 

tracting practices that enabled them to retain contractors for longer b 

E nded or Renewed than 1 year. In general, they (1) selected contractors through competi- 
tive negotiations, (2) awarded initial contracts for 1 year, and (3) 
included in the contracts provisions permitting the government to con- 
tinue the period of the contractor’s performance, in l-year increments. 
Each out-year continuation was usually achieved either by exercising an 

‘“Extending” a contract in this context refers to the government’s election to purchase additional 
services under an existing contract through the exercise of an option. “Renewing” a contract refers to 
the government’s election to purchase additional services called for by a contract through the award 
of a new, follow*n contract. 
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option to extend the original contract for the next year, or by negoti- 
ating a new follow-on contract for the next year. At the end of the con- 
tracting cycle, further procurement was usually based on a new 
competitive solicitation. 

All but 1 of the 64 umbrella contracts we reviewed had a contracting 
cycle exceeding 1 year. For these 63 contracts, the following methods 
were used to obtain a contracting cycle which ranged from 2 to 5 years: 

. Fifty-six contracts had initial contract awards (normally for 1 year) 
with one or more options (normally for 1 year each) for extending the 
contracts. 

. Five contracts had initial contract awards (normally for 1 year) with 
extended contractual coverage provisions permitting the negotiation of 
up to four new l-year, noncompetitive, follow-on contracts with the 
incumbent contractors. 

l Two overseas contracts (Wake Island and Greenland) were awarded as 
multiyear contracts of 3 years’ duration, without contract extension or 
follow-on contract renewal provisions. 

The military services have generally extended or renewed incumbent 
contractors’ initial contracts. As of August 1984, the initial contract 
period had not yet expired for 6 of the 61 contracts with provisions for 
extension or renewal. This left 55 contracts that could have been 
extended or renewed. For these 55 contracts, decisions had been made to 
extend or renew 53 (or 96 percent) for at least 1 continuation year. The 
extensions and renewals encompassed 99 (or 91 percent) of the 109 con- 
tinuation years available for award through that date.2 

‘Decisions were made before August 1984 to never exercise 10 (or 9 percent) of the 109 continuation 
years. (App. II provides the reasons given for these decisions.) Also, for the 63 contracts, 46.67 addi- 
tional continuation years were to become available for potential future extension or renewal after 
August 1984. Therefore, these were not counted it4 part of the 109. 

b 
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Competition Was 
for which some or all of the out-years of the planned contracting cycle 
were excluded from the evaluation for the initial award.3 In all, 61.5 of 

Unnecessarily Limited the continuation years were unevaluated, as shown in figure 4.1. The 2 1 

on Some Contracts initial contract periods evaluated for the underlying awards were valued 
at $666 million4 If the same rate of spending were incurred for the 
planned continuation periods, the value of the continuations would total 
$1.27 billion.5 Of this amount, an estimated $1 billion (or 79 percent) 
was not included in the evaluations for the initial contract awards. 

3FAR 16.6 prescribes policies and procedures for source selection in competitive negotiated acquisi- 
tions. It states that (1) proposal evaluation is an assessment of both the proposal and the offeror’s 
ability (as conveyed by the proposal) to successfully accomplish the prospective contract and (2) 
among other purposes, source selection procedures are intended to maximize competition, ensure 
comprehensive evaluation of offerors’ proposals, and ensure selection of the source whose perform- 
ance is expected to best meet the stated government requirements. 

4The estimated dollar value of the initial contract awards was obtained from either DOD officials’ 
responses to our questionnaire or the contract price negotiation memorandum, These initial awards 
ranged from 1 month to 3 years in length. The two largest initial awards were for 3-year periods and 
were each priced in excess of $100 million. 

‘We estimated the dollar value for the continuation periods (used in ch. 2 through 4) by extending to 
the continuation periods the same rate of spending as was estimated for their initial contract awards. 
This conservative estimating method was used because actual cost data was not available for most of 
the continuation periods. For the four contracts in which actual funding values for the entire con- 
tracting cycles were available, actual value exceeded our estimated value by $122.8 million (or 31 
percent). 

Page 34 GAO/NSuDss69 Unpriced Options and Other Practices 

: 



-.- --...___L 

. Chapter 4 
Excluding Continuation Periods From the 
lnitlal Award Evaluation Makes Competition 
Less Effective 

Figure 4.1: Many Continuation Years 
Were Not Evaluated When Umbrella 
Contrects Were Initially Awarded 

F-Y 

I 

Although the military servrces continue most 
umbrella contracts beyond the period of the initial 
award, they do not always include all the planned 
contrnuation periods In the evaluations for these 
awards. Of the 61 umbrella contracts awarded in 
fiscal years 1977-l 963 that had provisions for 
continuation, 21 (34 percent) had continuation 
years that were not evaluated. In all, 61.5 
continuation years were not evaluated. GAO 
conservatively estimates that these unevaluated 
years were worth $1 billion, 

Contracts With Unevaluated 
Continuation Years - 21 

Number of Unevaluated 
Continuation Years - 61.5 years 

Contracts With All Continuation 
Years Evaluated -- 40 

Number of Evaluated 
Continuation Years - 110.17 years 

In 6 of the 21 contracts, options were not used as a means of extending 
the contracts. Instead, the five contracts had follow-on contract provi- 
sions based on the Air Force’s extended contractual coverage policy. The 
five contained provisions for a total of 18 planned years of noncompeti- 
tive follow-on contracts with an estimated value of $246 million. When 
awarded, these 18 follow-on years are separate contracts from the ini- 

b 

tial awards. Therefore, they cannot be priced nor included in the evalua- 
tion for the initial competitive contract awards. However, if our 
recommendation in chapter 3 is implemented, all planned continuation 
periods for base support service contracts will be included in the initial 
contracts by means of multiyear contracts and/or priced options. There- 
fore, it will be possible to include them in the evaluation for the initial 
contract awards. 
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The remaining 16 of the 21 contracts had option provisions. The 16 con- 
tracts contained 43.6 option years that were not included in the evalua- 
tion for the initial awards6 The estimated value of these unevaluated 
years, based on the estimating method described above, is $758 million. 
The 43.6 years represent 28 percent of the total of 163.67 option years 
in all 66 contracts with options. 

Table 4.1 provides details, by military service, on the umbrella contracts 
with continuation years excluded from the evaluation for the initial 
award. 

Table k.1: Umbrella Contracts, by 
Servic/e, for Which Some or All of the Total 
Planned Contlnuation Years Were Contracts Number Contracts contracts 
Excluffed From the Evaluation for the with Of with Number with Total 

lnltlal Award 
option option follow- of follow- continuation continuation 
years years on years on years years years 

excluded excluded excluded excluded excluded excluded 
Air Force 7 14.5 5 18 12 32.5 
A& 3 10.0 0 0 3 100 

N&y 
-_ ..--...- .- 

6 19.0 0 0 6 .I90 

Total 16 43.5 5 16 21 61.5 

We found a strong correlation between the pricing of options and their 
inclusion in the evaluation for the initial award. That is, of the 56 con- 
tracts with options, 

I ’ 

l 38 had only priced options that were included in the evaluation for the 
initial award and 

. 13 had unpriced options that were not included. 

However, two other contracts had only priced options that were not 
included in the evaluation for the initial award and another three con- 
tracts had unpriced options that were included. 

“Of these 16 contracts, 6 contained a mixture of evaluated and unevaluated option years. In all, for 
the six contracts, 125 option years were excluded from and 12 option years were included in the 
evaluations for the underlying contracts. For the remaining 10 contracts, all 31 option years were 
unevaluated at the time of the initial contract awards. Of the 43.6 unevaluated option years, 37.5 (or 
86 percent) were not priced at the time of the underlying contrat awards. Of these 37.5 unpriced 
option years, 30.6 were included in our analysis in ch. 2, but the other 7 were excluded from that 
analysis, because their underlying contracts were terminated before any of the options could be exer- 
cised (also see footnote 4, ch. 2). 
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Effects of Not Including Not evaluating all the options in awarding umbrella contracts, even 

Continuation Periods in the though a substantial likelihood exists that the unevaluated options will 

Evaluation for Award be exercised, means that (1) only contractor proposals relating to the 
initial evaluated period can affect the outcome of the competitive pro- 
cess and (2) the competitive pressures and incentives are not brought to 
bear to keep the option prices down. This raises questions about, 
whether the government has adequate assurance that prices paid to con- 
tinue contractor performance on umbrella contracts are fair and 
reasonable. 

Including priced options in the evaluation for the underlying contract 
award can help protect the government from awarding a contract on the 
basis of an unrealistically low offer for the period evaluated only to 
have it followed by unrealistically high prices for subsequent unevalu- 
ated periods.7 For example, it may help eliminate government losses due 
to a “buy-in”B on the initial contracting period. Although buy-ins are not 
illegal, JMR and FAR require the contracting officer to ensure that the 
contractor does not subsequently recover losses at the government’s 
expense. If option periods are not included in the evaluation, the likeli- 
hood of being able to enforce this requirement is reduced where the gov- 
ernment has a continuing need for the service and contract extension is 
expected. 

I I 

The practice in awarding the majority of umbrella contracts we 
reviewed has been to include all options in the evaluation for award. Of 
the 66 contracts with option provisions, 40 included all 98.17 option 
years in the evaluation for award; 34 of the 40 were awarded based on 
an evaluation of 2 or more offers. We tried to determine whether the 
award of these 34 contracts would have gone to a different contractor if 
the evaluation for award had been based on the proposed price for only 
the first contract period rather than all periods of the contracting cycle. 

Out of 16 contracts for which we had sufficient data to determine the 
offerors’ prices for the first contracting period compared to their total 
prices for the whole contracting cycle, we found three examples that 
demonstrated the potential for greater cost to the government if all 
years of the contracting cycle are not included in the evaluation for 

71n addition to the problems with unpriced options discussed in ch. 2, not pricing unevaluated options 
reduces the government’s visibility over potential problems of unrealistically low offen. 

s”Buying in” refen to the practice of attempting to obtain a contract award by knowingly offering a 
price or cost estimate less than the anticipated costs with the expectation of either (1) increasing the 
contract price or estimated cost during the period of performance on that contract or (2) receiving 
future follow-on contracts at prices high enough to recover any losses on the original buy-in contract. 
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Initial Award Evaluation Makes cOmpetltion 
Lees Effective . 

awarda In all three, a different contractor could have been selected if 
the effectiveness of the competition had been limited by basing the eval- 
uation for award on the price proposals for the initial contract period 
rather than on proposals for the entire contracting cycle. 

In one of the three examples we identified, the initial contract period 
was for 3 months, while the entire contracting cycle was for 4.33 years. 
As table 4.2 shows, if the government had awarded the contract based 
on the offer for only the initial period, the award would have been made 
to a firm that offered $165,654 less than the firm that actually received 
the award. However, over the entire 4.33-year cycle, the losing firm’s 
proposed price was $8,715,116 more (8.4 percent of the total price) than 
the offer actually selected. 

Table U.2: Proposed Prices for the 
Initial Period Versus All Period8 In the 
Contrrjctlng Cycle 

Proposed price for Proposed price for 
first period in the all periods in the 
contracting cycle contracting cycle 

Firm A $6,339,799 $10i,369.884a 
Firm B 6,174,145 l-1 3,085,OOO _..._ - .._...._.-. -.. ..--... ---.-- __-- . ..__ --.-...~~~ .--. _~_.. .~. 

(Firm B is $165,654 lower.) (Firm B is $8,715,116 higher.) 

BFirm A received the award, a firm fixed-price/award fee type contract. 

The other two examples we found, which are discussed in appendix III, 
follow a similar pattern. They demonstrate that evaluating the whole 
contracting cycle can make competition more effective, leading to pos- 
sible savings and greater assurance of fair and reasonable, prices. 

A similar demonstration was made in a prior report”’ in which we found 
that the Air Force might have saved $8.3 million (or 12.3 percent of the 
contract price) if it had been permitted to consider in the award evalua- 
tion each offeror’s first year proposal combined with subsequent option 
prices for the second and third years of the contracting cycle. 

‘These examples merely illustrate the potential problem when some planned trmtinuation periods arc 
not evaluated. Since all the option years were included in the evaluation for these 16 awards, we 
believe this should have reduced the likelihood for offerors to submit unrealistically low offers for 
the initial periods in these cases. 

l%tcntial Savings By Improving Evaluation of Competitive Proposals for Operation and Mainte- 
nance Contr act$ (11-162839, Apr. 26, 1969). 
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Regulatory An important reason that continuation periods were unevaluated was 

Requirements Need to 
that, as chapters 2 and 3 of this report show, many of them were not 
priced at the time of the initial contract awards. Of the 43.5 option years 

Be Revised that were not evaluated, 37.5 were unpriced at the time of the initial 
awards. All 18 of the planned years of noncompetitive follow-on con- 
tracts were also unpriced when the initial contracts were awarded. 

Although most of the priced options on the umbrella contracts we 
reviewed were included in the evaluations for the initial awards, the reg- 
ulations do not require such options to be evaluated. Consequently, the 
use of priced options, as recommended in chapters 2 and 3, will not nec- 
essarily result in the options being evaluated whenever appropriate in 
awarding umbrella contracts for base support services. However, we 
recognize that in other circumstances not involving base support service 
contracting, such as the use of options for additional quantities of prod- 
ucts that are unlikely to be exercised, it generally may not be appro- 
priate to evaluate the options. 

Because of the strong likelihood that options to extend umbrella base 
support service contracts will be exercised, pricing and including these 
options in the evaluations for the initial contract awards would gener- 
ally improve the effectiveness of competition and could result in saving 
the government money. FAR, as presently written, does not specifically 
address the evaluation of options to extend service contracts. IIowcver, 
FAK 17.206 does outline steps that must be followed if options for addi- 
tional quantities are to be considered in the evaluation for award. It 
states that before such an evaluation can occur, an authorized person at 
a level above the contracting officer must affirmatively determine that 
including options in the award evaluation would conform to expressed 
regulatory requirements. Although this requirement is appropriate for 
options that are generally not likely to be exercised, we believe FAR 
needs to be revised to specifically address the evaluation of options to 
extend service contracts. That is, FAR should provide that options to 
extend these contracts should generally be included in the evaluation for 
the initial award if there is a strong likelihood the option will be 
exercised. 

FAR 17.206 also limits its discussion of including option quantities in the 
award evaluation to certain types of contracts-firm fixed-price, fixed- 
price with economic price adjustment, and fixed-price incentive fee. 
Options to extend service contracts should not necessarily be excluded 
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from the evaluation for award when cost reimbursement type” con- 
tracts are used. In fact, we found that 22 of the 40 umbrella contracts 
that included all options in the evaluations for the initial awards were 
cost reimbursement contracts. Only five cost reimbursement contracts 
did not have all their options evaluated for the underlying contract 
awards. 

Cohclusions There was substantial likelihood that the need for the service would 
continue and that the incumbent contractor would be retained beyond 
the initial contracting period for the umbrella base support contracts we 
reviewed. However, we found 21 umbrella contracts in which the evalu- 
ation for the initial award was not based on contractor proposals cov- 
ering all the anticipated years in the contracting cycle. Because part of 
the planned contracting cycle was excluded from consideration, we 
believe that the effectiveness of competition was limited and that the 
government had reduced assurance that fair and reasonable prices were 
achieved in these contracts. 

Although FAR, as presently written, allows options to be included in the 
evaluation for award, we believe this practice is not emphasized 
strongly enough for service contract options which are likely to be exer- 
cised. This lack of emphasis was a primary factor contributing to the 
exclusion of options from the evaluation for initial award of base sup- 
port service contracts. FAR 17.206 outlines steps that must be followed if 
options for additional quantities are to be considered in the evaluation 
for the initial award. This provision, or the related DOD FAR Supplement 
provision, needs to be revised to require that before an option which is 
likely to be exercised to extend a service contract can be excluded from 
the evaluation for the initial award, such action must be justified as 
being in the government’s best interests. This regulatory provision b 

should address including options in the evaluation for the initial award 
of cost reimbursement as well as fixed-price service contracts. 

Recommendation We recommend that the Secretary of Defense take action to have FAR 
17.206 or the related provisions of the DOD FAR Supplement amended to 

“Including options in the evaluation for award of cost reimbursement contracts, as a practical 
matter, will have less significance than including them in the evaluation for award of firm fixed-price 
contracts. This is because (1) to the extent that options in cost reimbursement contrads are evaluated 
based on prices, only the fee is fixed and allowable costs are estimated at the time the options are 
evaluated, whereas for firm fixed-price contracts the total price to the government is known and (2) 
price is usually a less important factor in terms of the source selection evaluation criteria used in 
awarding cost reimbursement contracts. 
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require that, regardless of the type of contract used, all options which 
are likely to be exercised to extend any service contract be evaluated as 
part of the initial award, unless the contracting officer justifies in 
writing and receives higher level approval that not evaluating the 
options is more advantageous to the government. If the contracting 
officer has a reasonable basis for determining that the option is not 
likely to be exercised, then evaluating it should not normally be consid- 
ered more advantageous to the government. 

Agency Comments and DOD “partially concurred” with our recommendation, agreeing that all 

Oue Evaluation 
options which are likely to be exercised to extend base support service 
contracts, regardless of contract type, should be evaluated as part of the 
initial award, unless the contracting officer justifies in writing and 
receives higher level approval for not evaluating the options, DOD prom- 
ised to take action to revise FAR coverage consistent to this position. DOD 
noted that our recommendation should not automatically apply to all 
service contracts because the findings on which it is based pertain only 
to base support service contracts. However, MSD stated that it intends to 
examine FAR coverage pertaining to options for all types of acquisitions 
and will consider our position during that review. 

Although our examination of this subject was limited to umbrella con- 
tracts for base support services, we found that the lack of emphasis in 
procurement regulations on the practice of including service contract 
options in the evaluation for initial awards was an underlying cause of 
the problem. Therefore, the corrective action needed is to provide such 
regulatory coverage, and not limit it to only base support service con- 
tracts. If the regulatory coverage is limited to base support service con- 
tracts, those using it may feel justified in assuming that options likely to 
be exercised to extend service contracts other than base support ser- 
vices need not be evaluated. We believe that DOD'S upcoming examina- 
tion of FAR coverage pertaining to options for all types of acquisitions 
will confirm the need to apply our recommendation to all service 
contracts. 

The Office of Federal Procurement Policy commented that it generally 
agreed with the thrust of all the recommendations in this report. The 
Office also stated that it is considering developing a policy letter 
intended to include this recommendation in FAR. 
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Sixty-Four Umbrella Contracts Reviewed ’ ’ 
i ’ . 5m 

’ 

._- -._.. --_.-.--._ .^____ ~._ 
Contract number Military facility/location 
Army-l 1 contracts 

- 

1 -bAAE07,81 C.5002 

2 tiACA31 80 CO154 

3 bAAG60 81 C.0057 

4 bAA007-82-(X057 

5 bABT57.83.C-0009 

6 bAAG08-8 1 -C 000 1 
7 bAAJ09-80-C-5227a 

8 @AJ09.82-C-B9078 
9 QABTI 1-80.c-0100” 

10 bAKFO4.81 -C-0006” 
11 bAAA09-80.C.3011 

Navy/-l2 contracts 
12 N62474-8 1 C-85298 
13 h62474-82C.0051s 

14 /\J62474-77.C.241 Oa 

15 /J62474-81.C.8831a 

16 b62467.78.C-0694 

17 h62467-8OC.0277 

18 h162467-82.GO053 
19 h62467-82.COO 10 

20 +00140-83-C-1780 

21 WOO 140.82C5954 
22 UOOl40.83~C-1779 

23 ‘JO0 140-82-C-6888 

Air FDrCe-741 contra&o 
24 FO5604.82.C-0052 

25 F646Oj.83.COO50 

26 F23608-83.COO02 
27 1F61 101-80C-O0188 

28 F61101-83C-0015“ 

29 FO5604.78.C-0328 

30 1FO5604.82~C-0060 
31 ‘FO5604.78C-0327 

32 ‘FO5604.82-C-0055 

Selfndge AIM National Guard Base, Michigan 
Vent HIII Farms Station, Virginia 

U S Military Academy, West Point, New York 
Fort Monmouth, New Jersey 

Fort Eustls, Virginia 

Sacramento Army Depot, California 

St. LOUIS Area Support Center, lllinols .-. _ 
St LOUIS Area Support Center, lllinols 

Fort Gordon, Georgia 

Fort Irwin, Callfornla 

Hawthorne Aimy Ammunition Plant, Nevada 
_ 

Naval Weapons Center, China iike, California . _ -. 
Naval Weapons Center, China Lake, California 

Naval Submarine Base, Bangor, Washington _ 
Naval Submarine Base, Bangor, Washington 

Naval Submarine Base, Kings Bay, Georgia 

Naval Submarine Base, Kings Bay, Georgia --- 
Naval Air Station, Memphis, Tennessee 

Naval Air Station, Whiting Field, Flonda 
-_ ..~ ~- .~. 

Naval Inactive Ship Maintenance Facility; Bremerton, Washington 
.~~ 

Naval lnactlve Ship Mainten&ce Facility, Pearl Harbor, Hawaii 

Naval Inactive Ship Maintenance Facility, Philadelphia, Pennsylvania 

Naval Inactive Ship Maintena&F&ity, Portsmouth, Virginia .- 

Concrete Missile Early Warnins Siation, North Dakota 

.. .‘~. Wake Island Air Force Base 

Richards-Gebaur Air Force Base, Missouri 

Thule and Sondrestrom Air Force Bases, Greenland 
Thule and Sondrestrom Air Force Bases, Greenland 

. 

Ballistic Missile Early Warning System, Greenland and Alaska 
,~ 

Ballistic Missile Early Warning System, Greenland and Alasks 

Distant Early Warning Line, Alaska, Canada, and Greenland-. - -. _ ..- ..___... ..-.-. ..--. .-.~ 
Distant Early Warning Line, Alaska, Canada, and Greenland 
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Contrbct number 
33 

34 

35 

36 
37 

38 

39 
40 

41 

42 
43 
44 

45 
46 
47 

48 

49 

50 

51 

52 

53 

54 

55 

56 

57 

58 
59 

60 

61 
62 

63. 

F&l 546.76.C.0469 
F65517.77.C-0001 

F&517-82-C-0001 

Fb9607-77-D 0017 

F@9607.80.D-0006 
F41689-81.0-0007 Hondo, Texas 

F-81355-77.9.0013” Various sites, Turkey 

Fb4690-82.CO005 Sunnvvale Air Force Station, Californra 

Fb4690-82C.0003 Sunnyvale Air Force Station, California 

1 

.’ F 5604.78-C-0262 Cobra Dane, Alaska 

F 5604.77C.0235 Cobra Dane, Alaska 

F95604.81 C.0050 Cobra Dane, Alaska 

Fh 1 689.78-C-OO82a 

Fk 1 689~83-C-0045a 
Fhl689.82.C0047 

Fb8606-84-C-0001 

% 

_ -. ..-.. .~.~~~~~ ~.-~ 
Arnold Engineering Development Center, Tennessee F 0600~77-C-0003a 

F 0600.8 1 C-0004” 
Fb960 1.80.C-0046 

Arnold Engineering Development Center,Tennesee 

_--. .~~~ Holloman Air Force Base. New Mexico 

FiSSOO-81 C-0024 Nellts Air Force Base, New Mexico 
~~ .~-~.. ..--. --... -.. .~~ 

Fi6600.81 C-0060 Nellts Air E&e Base, New-Mexico 

Fij 13558 1 C-0008” Various sites, Turkey - 
1 355-83-C-OOO78 Various sites, Turkey 

.- ._.. ..- ~~-------... -.-.-.-~--~~~-~~--- ~. 

Military facility/location 
Karserslaulern, Germany 
Aircraft Control and Warning Stations, Alaska 
Arrcraft Control and Warning Stations, Alaska 

Moody Air Force Base, Georgia-. 
Moody Air Force Base, Georgia 

Vance Air Force Base, Oklahoma 

Vance Air Force Base, Oklahoma _-_ 
Sheppard Air Force Base, Texas 
Eastern Test Range (various sitesj 

Various sites, Spain 

Various sites, Spain -_-. 
Various sites, Greece 

Various sites, Greece 

Kaiserslautern, Germany 
Western Test Range (various sites) 

.- .---. - ..---... 

Eglin Arr Force Base, Florida .. 

Eastern Test Range (various &esj 

64 FQ4690-8 1 C-0004 Sunnyvale Air Force Station, California 

%ontracts of bases visited. 
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Appendix II I &’ 
Reasons for Deciding Not to Exercise Unibrdh’ ‘I 
Contract Options 

As of August 1984, umbrella contract extensions and renewals were 
awarded for 99 (or 91 percent) of the 109 continuation years that could 
have been awarded. The remaining 10 continuation years, which were 
all based on contract options, were contained in five contracts. The pri- 
mary reasons given by contracting officials for not exercising the 
options in these contracts were 

l a successful protest of the underlying contract award because the win- 
ning contractor was required to be, but was not, a small business (none 
of the 3 unpriced option years were exercised); 

l unsatisfactory contractor performance (neither of the 2 priced option 
years were exercised); 

. debarment of the contractor (2 of the 4 unpriced option years were not 
exercised); 

. the belief that there were too many contract changes to exercise the 
options and higher level advice not to exercise based, in part, on the 
noncompetitive nature of the unpriced contract options (2 of the 4 
unpriced option years were not exercised); and 

9 sufficiently stabilized political conditions in a foreign country which 
allowed competition based on a new solicitation in place of the originally 
noncompetitively awarded contract (1 of the 2 priced option years was 
not exercised). 

I ’ 
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II Appendix III 

’ TivO Additional Examples Demonstrating the 
P&e&&l for Greater Cost to the Government If 
Al) Years of the Contracting Cycle Are 
Ndt Included in the Initial Awaxd Evaluation . . . . ..--.-...-..-_-_ -~. 

We found two additional examples that demonstrated the potential for 
greater cost to the government if all years of the contracting cycle are 
not included in the evaluation for award.’ For these two examples (see 
table IILl), a different contractor may have been selected if the evalua- 
tion for award had been based on the price proposals for only the first 9- 
month contract period rather than on proposals for the entire con- 
tracting cycle of nearly 3 years.” During the initial period, the govern- 
ment could have saved $37,903 (4.9 percent of the first period cost) for 
one contract and $62,175 (9.3 percent) for the other. However, over the 
entire contracting cycle, the government would have had to pay 
$137,794 (4.8 percent of the total cost) and $97,977 (4 percent) more, 
respectively, than the offers actually selected. This demonstrates that 
making more effective use of competition, by evaluating the whole con- 
tracting cycle, can lead to savings and greater assurance of fair and rea- 
sonable prices. 

Table l(l.l: Two Addltional Examples: 
Propojed Prices for the lnitlal Periods 
Versus! All Periods In the Contracting 
Cyclesj 

Example 1: 
Firm A 

Firm B 

Proposed price for 
initial period in the 

contract cycle 

$768,802 .. ~~~-- _ .~~~______ 
730.899 

Proposed price for 
all periods in the 

contract cycle 

$2,845,771” 

2.983565 

(Firm B is $37,903 lower.) (Firm I3 is $137,794 higher.) 

Example 2: -__ :--..-~--. .--_. -~-. ____ .._ ~~- - ..~ 
Firm A $668,761 $2,455,351” 

Firm B 606.586 2c553.328 

(Firm B is $62,175 lower.) (Firm B is $97,977 higher.) 

‘In each example, Firm A was awarded a cost plus fixed-fee type contract 

‘One example is shown in chapter 4. 

2Since both of these contracts were cost plus fixed-fee type contracts and the source selection evalua- 
tion criteria gave only 10 percent weight to price factors, the results of the evaluation of all nonprirv 
factors among the responsible offerors would have to have been roughly equivalent before price 
would have become a significant factor in determining who actually received the contract awards. 
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DOD Comments 
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Note GAOcomments 
suppl&menhng those In the 
report text appear at the 
end of this appendix 

See Comment 1 

~coUIIITION AND 
L001sTlCs 

(DASO(P)CPA) 81 JAN m 

ASSISTANT SECRETARY OF DEFENSE 

WA,"INGTON. D c '20301.0000 

Mr. Frank Conahan 
DIrector 
National Security and International 

Affairs Division 
United States General Accounting Office 
Washington, O.C. 20548 

Dear Mr. Conahan: 

This is the Department of Defense (000) response to the 
General Accounting Office (GAO) Draft Report, "Practices Used to 
Award, Extend, and Renew 000's Umbrella Base Support Contracts Need 
Revision," dated December 3, 1985, GAO Assignment Code 942197. OS0 
Case 6891. 

The GAO report is both Informative and constructive. The 000. 
however, has several concerns with the report. Principal among 
these concerns is the potential for inadvertent application of the 
recommencllations to contracts and contracting methodologies other 

*than base support service contracts. While the GAO audit concerned 
the use of umbrella contracts for base support services only, it 
made certain of the recommendations applicable to all service 
contracts and others could be interpreted as applying to contracts 
for systems or supplies. The Department intends to examine FAR 
coverage pertaining to options for all types of acquisitions and 
will consider your conclusions during this review. An additional 
concern Is that the definition of "priced" options provided In the 
draft report requires change to be complete. 

Detailed responses to each of the findings and recommendations 
In the draft report are enclosed. 

Enclosure 
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Now +I p. 2/pp. 8 to 10. 

GAO DRAFT REPORT - DATED DECEMBER 3,198s 
(GAO CODE 942197) - OSD CASE 6891 

“PRACTICES USED TO AWARD, EXTEND, AND RENEW DOD’S 
UMBRELLA BASE SUPPORT CONTRACTS NEED REVISION” 

DOD RESPONSES TO GAO 
FINDINGS AND RECOMMENDATIONS 

* t l * * 

FINDINGS 

FINDING A: Use of Umbrella Contractin The GAO found that the Services 
used 64 “umbrella“ contracts, valued at 3.5 billion, for SUDDO~~ services on 
military bases during FY 1977 through FY 1983. The GAd ‘noted that (1) 
under this contracting approach, a contractor supplies a wide range of services 
rather than just a single service, (2) by using an umbrella contract, a military 
base can reduce the number of contracts it needs to award and administer, 
and (3) a military base can concentrate the responsibility for the work on a 
single contractor. The GAO further found that the umbrella contracts 
revrewed usually were corn 
extension or renewal throug r: 

etitively solicited and contained provisions for 
options or follow-on contracts. The GAO noted 

that an option gives the Government the right to extend a contract at a price 
agreed upon at the time the initial contract was awarded; a follow-on 
contract is a separate, new contract for which the price is noncompetitively 
negotiated with the incumbent contractor. The GAO also found that, for the 
64 umbrella contracts in effect between FY 1977 and FY 1983, 61 had 
provisions for extension or renewal. The GAO concluded that in keeping with 
the increased use of umbrella contracting for base support services over the 

E 
ast 7 years, the number of bases usin 
etween FY 1984 through FY 1988, and t 8 

such contracts could nearly triple 
e dollar amounts involved could be 

sizeable. (pp. i-ii, Executive Summary, pp. 1-4, GAO Draft Report) 

DOD RESPONSE: Concur. 

FINDING 6: Unpriced Options Are Not Valid Options. The GAO reported 
that the Defense Acquismon Regulation (DAR) and the Federal Acquisition 
Regulation (FAR) allow options to be included in service contracts if there is an 
antici 

P 
ated need for a similar service beyond the initial contract period. The 

GAO ound that, although these re ulations do not specifically state an option 
must be priced at the time the un CT erl 
provisions that at least implicitly so in cr 

ing contract is awarded, they contain 
icate. In addition, the GAO found that 

the Comptroller General’s decisions interpreting the procurement regulations 
clearly indicate that options must be priced at the time the underlying contract 
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DOD Comments 

Now ‘0 n pp. 14 to 16 

.- 

is awarded. Based on these Comptroller General decisions, the GAO 
concluded that, (1) if a contract option is to be valid, its essential terms 
(including price) must be agreed upon at the time the underlying contract is 
awarded, (2) if an option price is negotiated after the underlying contract is 
awarded, such a negotiation constitutes a resolicitation of the contract on a 
sole-source or noncompetitive basis and, therefore, the requirements relating 
to sole-source contracts’ apply, and (3) regulations in effect for all the 
contracts reviewed require examining the reasons for the procurement being 
noncompetitive, justifying the sole-source award in writing, and taking steps 
to foster competitive conditions for subsequent procurements. The GAO 
defined a “priced ” option as a ContraCtor’s guarantee, made at the time of 
the underlying contract award, to perform specified work under a contract 
option for 

-a specific dollar amount, in the case of a firm fixed-price 
contract; 
-an amount to be determined by applying provisions (or a 
formula) provided in the original contract but not including 
rene otiation of the price for this work, in the case of other 
fixe 2 -price contracts; or 
-a fee to be determined by applying a formula provided in the 
original contract, in the case of a cost-reimbursement type 
contract. 

The GAO further concluded that, to eliminate misinterpretation, the 
regulations should be revised to require contract options to be priced at the 
time of the underlying contract award. (pp. 8-11, GAO Draft Report) 

DOD RESPONSE: ;;zdally Concur. The POD $sagrees with the GAO’s 
defmrtlon of ’ * 

%-- 
“. 

extended to inclu 
The definition priced ,as a minimum, should be 

e options that are subect to: a ceiling price for specific work 
with downward negotiations only, an economic price adjustment provision, 
and changes to prevailing wage rates established by the Department of Labor. 
The Defense Acquisition Re ulatory Council will develop the required 
definition for use throughout t e DoDduring calendar year 1986. 4 

FINDING C: Manv Contracts Contain Unpriced Options. The GAO reported 
that as of August 1984 54 (2 were excluded) of the umbrella contracts 
contained option provisions for a total of 143.67 years. The GAO found that 
39 contracts ( 72 percent) had all priced options, and 15 had either all unpriced 
options or a mixture of priced and unpriced options. GAO also found that 
these 15 contracts contained provisions for 36.5 unpriced option years-25 
percent of the total number of option ears-and the estimated value of these 
unpriced option years could total $80 i million. The GAO fufiher found that 
the reasons most frequently offered by contracting officials for not pricing 
their options at the time of the underlying contract award were (1) the 
contract’s rtatement of work could not be sufficiently defined, or (2) the 
options were planned too far in the future. In addition, contractin offkialo 
believed that procurement regulations permitted the use of unpric J options. 
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Now oh pp. 16 to 21. 

The GAO noted that exercising an unpriced option after award of the 
underlyin contract is, in effect, a noncompetitive (or sole-source) contract 
award an % the regulations require such awards to be justified in writing. The 
GAO found, however, that the required written justification supporting a 
sole source award was not prepared for 19 of the 21 unpriced options 
reviewed. Even though written justifications were not prepared in most 
instances, the GAO recognized that the circumstances surrounding a 
noncom 
that if t It 

etitive awaid may have justified it. However, the GAO concluded 
e contract options could not be priced at the time of the underlying 

award, the option provisions should have been excluded from the solicitations 
and the contracts. The GAO further concluded that the requirement to price 
all contract options at the time of the underlyin 
understood, as evidenced by (1) the existence o 3 

contract award is not clearly 
unpriced option provisions in 

umbrella base su port service contracts, (2) the failure to justify the exercise 
of these unprice cf options as noncompetitive awards, and (3) comments from 
contracting officials. The GAO also concluded that as a result, the important 
benefits competition is intended to achieve were foregone without 
appropriate justification. (pp. 12-19, GAO Draft Report) 

DOD RESPONSE: Partially Concur. The DOD generally agrees with the finding 
as written. However, some change could occur if a more complete definition 
of “priced” were applied. (See response on Finding 8.) 

FINDING 0: Noncompetitive Follow-On Contracts Should Be Avoided. The 
0 found that for five umbrella contracts offlclals within the Air Force 

acarded preplanhed, noncompetitive followIon contracts as a means of (1) 
renewin 

R 
contracts initially awarded competitively and (2) continuing the 

relations ip with the incumbent contractors. The GAO reported that the five 
contra& involved a total of 18 planned years of noncompetitive follow-on 
contracts with a value conservatively estimated at $246 million, and as of 
August 1984, 11 had been awarded after noncompetitive ne otiations with 
the incumbent contractor. The GAO further found that t it ese follow-on 
contracts were awarded based on a 
developed within the Air Force, 

olicy of extended contractual coverage 
w !I ich permits elimination of competitive 

soiicitation for up to four additional l-year periods after the initial 
competitive award, and does not require the contracting officer to prepare a 
noncompetitive justification, as required by procurement regulations, for any 
of the future four l-year periods. The GAO pointed out that the Federal 
Procurement Data System classifies such contract actions as noncompetitive. 
The GAO concluded that each follow-on contract negotiated with the 
incumbent, after the initial competitive contract has been awarded, is a 
noncompetitive sole-source award and labeling a contract as ‘follow-on after 
competition’doer not make it competitive. The GAO further concluded that 
instead of using this policy to convert such followon contracts to competitive 
ones, priced options or other authorized procurement techniques should be 
considered that include all planned continuation years in the contracting 
cycle. The GAO also concluded that if a noncompetitive follow-on contract is 
awarded because these other techniques are determined inappropriate, then 
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, I 

Now on pp, 3 and 41 
pp. 26 to 29. 

Now ion pp. 32 to 38. 

a written justification for using other than competitive procedures must be 
prepared. (p. iv, Executive Summary, pp. 20-25, GAO Draft Report) 

DOD RESPONSE: Concur in general. The DOD agrees with the content of the 
findIng as applied w to base support service contracts. 

FINDING E : Excludino ’ Continuation Periods From The Initial Award 
B Makes Competition Less Effective. The that the 
j the support services provided 
under umbrella contracts; therefore, the ‘Services generally use contracting 
practices that enable them to retain contractors for longer than one year. 
Although the Services have 
contractors’ initial contracts, R 

enerally extended or renewed incumbent 
t e GAO found 21 initial awards of umbrella 

support service contracts for which some or all of the out-years of the planned 
contracting cycle were excluded from the evaluation for the initial award. The 
GAO conservatively estimated the value of these unevaluated continuation 
periods to be $1 billion. The GAO further found that by not evaluating all of 
the options in awarding umbrella contracts, even though a substantial 
likelihood exists that the unevaluated options will be exercised, means (1) 
only contractor proposals relating to the initial evaluated period can affect the 
outcome of the competitive process and (2) the competitive pressures and 
incentives are not brought to bear to keep the option prices down. Several 
examples were cited to demonstrate that evaluating the whole contracting 
cycle can make corn etition more effective, leadin to possible savings and 

it 
reater assurance 0 P fair and reasonable prices. 3 he GAO concluded that 
ecause part of the planned contractin 

consideration in 21 umbrella contracts, the e w 
cycle was excluded from 

ecbveness of corn etition was 
limited and the Government had reduced assurance of fair an B reasonable 
prices in these contracts. (pp. 26-34, GAO Draft Report) - 

DOD RESPONSE: Partially Concur. See response to Recommendation 4. This 
findmg should be applied only to base support service contracts and should 
permit contracting officers to justify not evaluating options for base support 
services on the ground that such evaluation cannot be adequately structured 
to avoid contractorgaming. 
offlcen are require by FA 

Further, as is indicated in the report, contracting 
17.207(d) to determine that exercise of any option 

is in the best interest of the government through a marketplace comparison or 
by the issuance of a solicitation. This requirement adequately 
Government’s interests. 

protects the 

FINDING F: Requlatorv Requirements Need To Be Revised. The GAO found 
that an Important reason why continuation periods were unevaluated was 
that many of them were not priced at the time of the initial contract award. 
The GAO also found that, although most of the priced options on the umbrella 
contracts were included in the evaluations for the initial awards, the 
regulations do not require such options to be evaluated. GAO conduded, 
therefore, that the use of priced options will not necessarily result in the 
options being evaluated whenever appropriate in awarding umbrella 
contracts for base support services. The GAO also concluded that, because of 
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Now oh pp. 39 and 40. 

Now o 1 p. 21. 

Now on pp. 21 and 22. 

-- 

the strong likelihood of exercisin 
contracts, pricing and including t i? 

options to extend umbrella su 
P 

port service 
ese options in the evaluations or the initial 

contract awards would generally improve the effectiveness of competition 
and could result in saving the Government mone 

r 
. The GAO noted that the 

FAR presently does not specificall 
dy 

address the eva uation of options to extend 
service contracts, although it oes outline steps that must be followed if 
options for additional quantities are to be considered in the award evaluation. 
In addition, GAO found that FAR also limits its discussion of includin 
quantites in the award evaluation to certain types of contracts and 1 

option 
oes not 

include reimbursement type contracts. The GAO concluded that although FAR 
presently allows o tions to be included in the evaluation for award, this 
practice is not emp I! asized strongly enough for service contract options which 
are likely to be exercised. The GAO further concluded that this lack of 
emphasis ma be a primary factor contributing to the exclusion of options 
from the eva uation for initial award of base support service contracts. The r 
GAO finally concluded that FAR should also address including options in cost 
reimbursement as well as fixed price service contracts. (pp. 34-37, GAO Draft 
Report) 

DOD RESPONSE: Partially Concur. The DOD agrees to initiate action to revise 
the FAR to address the matter of including options in cost reimbursement as 
well as fixed price base support service contracts. ( See prior response on 
Finding E.) 

RECOMMENDATIONS 

RECOMMENDATION 1: The GAO recommended that the Secretary of 
Defense take action to have the FAR amended to clearly require all contract 
options to be priced at the time the initial underlying contract is awarded. (p. 
9, GAO Draft Report) 

DOD POSITION: Partially Concur. The DOD agrees that the FAR should be 
changed to require base support service contract options to be “priced”. The 
DOD does not agree, however, that the GAO definition of *priced” is 
adequate. At a minimum, the definition should be revised to include options 
that are subject to: economic price ad’ustment provisions, changes to 
prevailin b 
price wit it 

wage rates established by the epartment of Labor or a ceiling 
downward negotiation only. The DOD will provide a definition of 

‘priced” for DOD wide use and inclusion in the FAR. 

RECOMMENDATION 2: The GAO recommended that the Secretary of 
Defense take the action needed to ensure, for contracts currently containing 
unpriced and unexercised options, written noncompetitive justifications have 
been properly supported and approved before the unpriced options are 
exercised. (p. 19, GAO Draft Report) 
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. L 

Now:on p. 29. 

Now pp. 40 and 41, 
I 

DOD POSITION: Concur. We agree to issue a general policy statement to the 
Military Departments and Defense A encies to this effect. We also agree to 
process a FAR change through the De ense Acquisition Regulatory Council. 8 

RECOMMENDATION 3: The GAO recommended that the Secretary of the 
Air Force not permit the use of preplanned, noncompetitive, follow-on 
contracts based on the extended contractual coverage provisions. Instead, the 
Secretary of the Air Force should require all planned continuation periods 
(follow-on years) for base support service contracts to be included in the initial 
contracts by means of multiyear contracts and/or priced options. If the scope 
of work for these continuation periods is so uncertain as to preclude 
reasonable pricing at the time of initial contract awards, such periods should 
not be included m the contracting cycle; instead, procurements for such 
periods should be based upon competitive resolicitation, unless a sole-source 
award is justified and approved in accordance with legal requirements. (p. 25, 
GAO Draft Report) 

DOD POSITION: Partially concur. This recommendation should be clearly 
worded to Indicate that it does not extend beyond base support service 
contracts. Further, what the GAO has recommended is basic policy for base 
support service contracts. It will be remphasized by letter to the Military 
Departments and Defense Agencies. 

RECOMMENDATION 4: The GAO recommended that the Secretary of 
Defense take acbon to have FAR 17.206 or the related provisions of the DOD 
FAR Supplement amended. The amended provision should require that all 
options which are likely to be exercised to extend service contra’cts, re ardless 
of contract 

3; 
pe, be evaluated as part of the initial award, un ess the P 

contracting o icer justifies in writing and receives hi her level approval that 
not evaluating the options is more advantageous to t it 
GAO Draft Report) 

e Government. (p. 37, 

DOD POSITION: Partially concur. The DOD agrees that all options likely to be 
exercised to extend base support service contracts, regardless of contract 
should be evaluated as part of the initial award, unless the contracting o x 

pe, 
icer 

justifies in writin 
options. The GA 8 

and receives higher level approval for not evaluating the 
findings leading to this recommendation, however, pertain 

to base support service contracts, not all service contracts. The DOD, therefore, 
does not agree that this GAO recommendation automatically applies to all 
service contracts. The DOD will review the matter and take action to revise the 
FAR consistent with the DOD and GAO findings. 
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GAO’Comment 1. The subject report’s title has been revised. 
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Comments 

Note GAO comments 
supplementing those In the 
report text appear at the 
end of this appendix 

See Comment 1 

NG~ on p, 29. 

No 
1 

on pp, 21 and 40. 

I 
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-‘y($;;i EXZCUTILE OFFICE OF ThE PRESIDENT 

‘C . . 
.,*-. *:‘, 

OF;lCE CF ~WANAGEWEUT A,\3 BLDGET 

’ . ~/,:rASHl NGTCN 5 c 21503 
2 . 

OCCICL OC FEDERAL 
CROCURLMLNT 

POLICY 

Mr. Frank C. Conahan 
Director, National Security and 

International Affairs Division 
U.S. General Accounting Office 
Washington, DC 20548 

Dear Mr. Conahan: 

Thank you for sending me copies of your draft report entitled, “Practices Used to 
Award, Extend, and Renew DOD’s timbrclla Base Support Contracts Need 
Revision.” 

Members of my staff have reviewed the report, and, generally, we agree with the 
thrust of your recommendations. Our one suggestion is that you consider directing 
the recommendation on page 25 to talc Secretary of Defense instead of the 
Secretary of the Air Force. This would conform to the recommendations on pages 
19 and 37 to amend and clarify the FAR. All of the recommendations appear 
appropriate for inclusion in the FAR. To help accomplish this, WC are considering 
the development of an OFPP policy letter to address the areas covered by tie 
respective recommendations. 

Your cooperation in rquesting our review of the draft report is appreciated. It 
appears to be a good report with sound conclusions. 

Sincerely, 

$gLig@&~ . . 

AC-&~ Administrator 
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