Contract Formation

Activity 10: Types of Contracts

Description of the available contract types and factors to consider when selecting the appropriate contract
type.
Related Flow Charts: Flow Chart 10
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http://www.fai.gov/drupal/sites/default/files/CPSG_Activity10_Flowchart.pdf

Tasks

2. Consider if one of the fixed-price
contracts is appropriate for the
requirement.

2a. Determine if a firm-fixed-price
contract is appropriate for the
requirement.

2b. Determine if fixed-price contract
with economic price adjustment is
appropriate for the requirement.

FAR Reference(s)

FAR 16.2 Fixed-price contracts.

FAR 16.103(b) Negotiating contract
type.

FAR 16.202 Firm-fixed-price contracts
[fixed-price contracts].

FAR 16.203 Fixed-price contracts with
economic price adjustment [fixed-price
contracts].

Additional Information

contracts. In Muschany v. United States, 324 U.S. 49 (1044), the
Supreme Court explained: “The evil of such contracts is that the
profit of the other party to the contract increases in proportion to
that other party’s costs expended in the performance.”

Fixed-price contracts are beneficial because:

e The contractor bears the full responsibility for the
performance costs and resulting profit or loss;

e Contractor must deliver the product or perform the
service for a pre-set firm fixed price or ceiling established
in the contract. No price adjustments regardless of
performance costs; and

e Places least administrative burden on contracting officer.

A firm-fixed price-contract, which best utilizes the basic profit
motive of business enterprise, must be used when the risk
involved is minimal or can be predicted with an acceptable
degree of certainty. A firm-fixed-price contract is suitable for
acquiring commercial items or other supplies or services when
there are reasonably definite specifications, and fair and
reasonable prices can be established at the outset.

Used when the stability of market or labor conditions during an
extended period of contract performance is uncertain, and
contingencies that would otherwise be included in the contract
price can be identified and separately addressed in the contract.

The contracting officer must not use a fixed-price contract with
economic price adjustment unless he or she determines that a
price adjustment clause is necessary to protect the contractor
and Government against significant fluctuations in costs, or to
provide for price adjustment in the event of changes in the
contractor’s established prices.
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2d. Determine if a fixed-price contract FAR 16.401(e)(1) Application [incentive  Award-fee provisions may be used in fixed-price contracts when
with an award fee is appropriate for  contracts]. the Government wishes to motivate a contractor and other
the requirement. FAR 16.404 Fixed-price contracts with incentives cannot be usgd pecause contractor performance _
award fees [incentive contracts). c_annot pe njeasured objectively. §uch contracts mu_st es_tabll_sh a
fixed price (including normal profit) for the effort. This price will be
paid for satisfactory contract performance. Award fee earned (if
any) will be paid in addition to that fixed price.
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Tasks FAR Reference(s) Additional Information
incentive for the contractor to control costs; and

o The Government has a weak bargaining position
at redetermination because the contract is

complete.
2f. Determine if a firm-fixed-price, FAR 16.207 Firm-fixed-price, level-of- A firm-fixed-price, level-of-effort term contract is suitable for
level-of-effort term contract is the effort term contracts [fixed-price investigation or study in a specific research and development
appropriate for the requirement. contracts]. area estimated at $150,000 or less. This contract type may only

be used when:
e The work required cannot otherwise be clearly defined;

e The required level of effort is identified and agreed upon
in advance; and

e There is reasonable assurance that the intended result
cannot by achieved by expending the stipulated effort;
and

e The contract price is
A few major constraints of this contract type are:

e There is no guarantee that desired results will be
achieved; and

e There is a heavy technical administration burden to
ensure that the contractor makes the best possible effort
to achieve the desired results within specified level of
effort.
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3a. Determine if a cost-sharing contract FAR 16.303 Cost-sharing contracts A cost-sharing contract is a cost-reimbursement contract in which
is appropriate for the requirement. [cost-reimbursement contracts]. the contractor receives no fee and is reimbursed only for an

agreed-upon portion of its allowable costs. Little or no upfront
funding is required of the agency. A cost-sharing contract may be
used when the contractor agrees to absorb a portion of the costs,
in the expectation of substantial compensating benefits. This
contract type is typically used for IT improvements, to recover bad
debts, and for facility improvements.

A few major constraints of this contract type are:
e The contract must have measurable, clear goals;

e There is significant administrative monitoring required
from technical personnel; and

e The ceiling amount on the cost must be established at
time of award.
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3c. Determine if a cost-plus-award-fee FAR 16.305 Cost-plus-award-fee
is the appropriate cost contracts [cost-reimbursement

reimbursable contract for the contracts].
requirement.

incentive contracts].

FAR 16.405-2 Cost-plus-award-fee
contracts [cost-reimbursement

A cost-plus-award-fee contract is a cost-reimbursement contract
that provides for a fee consisting of a base amount fixed at
inception of the contract, and an award amount that the
contractor may earn in whole or in part during performance and
that is sufficient to provide motivation for excellence in the areas
of cost, schedule, and technical performance. The contractor’s
performance is measured against an award fee plan that
contains evaluation criteria.

Use this contract type when level of effort is known, mission
feasibility is established but measurement of achievement must
be subjective rather than objective.

A few major constraints are:

e The significant contract monitoring and administration
required by the Government; and

e The criteria for evaluating contractor performance and
the achievable performance ranges must be included in
the contract for the award fee to be earned.
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4. Consider if one of the indefinite- FAR Subpart 16.5 Indefinite-delivery There are three types of indefinite-delivery contracts: definite-
delivery contracts is appropriate for  contracts. quantity contracts, requirements contracts, and indefinite-
the requirement. quantity contracts. The appropriate type of indefinite-delivery

contract may be used to acquire supplies and/or services when
the exact times and/or exact quantities of future deliveries are
not known at the time of contract award.

All three types permit:

e Government stocks to be maintained at minimum levels;
and

e Direct shipment to users.

Indefinite-quantity contracts and requirements contracts also
permit:

e  Flexibility in both quantities and delivery scheduling; and

e Ordering of supplies or services after requirements
materialize.

Indefinite-quantity contracts limit the Government’s obligation to
the minimum quantity specified in the contract.

Requirements contracts may permit faster deliveries when
production lead time is involved, because contractors are usually
willing to maintain limited stocks when the Government will
obtain all of its actual purchase requirements from the
contractor.
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4b. Determine if an indefinite-quantity FAR 16.504 Indefinite-quantity An indefinite-quantity contract is a type of indefinite-delivery
contract is appropriate for the contracts [indefinite-delivery contracts].  contract that provides for an indefinite quantity, within stated
requirement. limits, of supplies or services during a fixed period. Quantity limits

may be stated as number or units or as dollar values. The
contract must require the Government to order and the
contractor to furnish at least a stated minimum quantity of
supplies or services. Any additional quantities ordered must not
exceed the stated maximum.

Use this contract type when:

e The Government cannot predetermine, above a specified
minimum, the precise quantities of supplies or services it
will require during the contract period;

e ltisinadvisable for the Government to commit to more
than a minimum quantity; and

e Arecurring need is anticipated.

One major constraint of this contract type is the terms and
provisions of an agreement may be changed only by modification
of the agreement and not by a contract incorporating the
agreement.
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5a. Consider whether a time-and- FAR 16.601 Time-and-materials A T&M contract is not a fixed-price contract. This contract type
materials (T&M) contract is contracts. requires a price ceiling that the contractor may not exceed except
appropriate for the requirement. at its own risk. It provides for acquiring supplies or services

typically on the basis of:

e Director labor hours at specified fixed hourly rates that
include wages, overhead, general and administrative
expenses, and profit; and

e Actual cost for materials.

Use this contract type only when no other contract type is suitable and it
is possible to estimate labor rates, including overhead and profit,
but not the number of hours or material required to complete the
contract.

Two major constraints of this contract type are:

e The heavy burden on technical personnel to perform
surveillance to avoid inefficiency; and

e The absence of a profit incentive for the contractor to
control costs.

6. Document the rationale for the FAR 16.103(d) Negotiating contract Prepare all required documentation, including any necessary
contract type selection. type. determination and findings.
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