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President’s Message
by
Judge Richard Walters
CBCA

The BCABA program year has been going swimmingly. Our
Spring BCABA/GW Colloquium, “Alternative Dispute Resolution in
Government Procurement: New Horizons,” was held at the GW Law
School Moot Court Room on April 19, 2007. The Colloquium was very
well attended, and the program was superb. Moderated by GW
Professors Yukins and Lees and Associate Dean Schooner, the panel of
presenters included Civilian Board of Contract Appeals (CBCA) Board
Judge Allan H. Goodman, Judge Marian Blank Horn of the U.S. Court
of Federal Claims, and two former Board Judges of the Armed Services
Board of Contract Appeals (ASBCA), Ruth C. Burg, a private mediator
of considerable repute, and Donald P. Arnavas, who is now a Mediator/
Acrbitrator with the McCammon Group. Program materials from the
2007 Colloquium are now posted on the Members Only page of our
website.

The May 16, 2007 Annual BCA Judges’ Reception, which
BCABA co-sponsors each year, along with the D.C. Bar and Federal
Bar Association, was thoroughly enjoyable, particularly the lively and
enlightening discussion that was offered by the panelists, CBCA
Chairman Stephen Daniels, CBCA Board Judges Anthony Borwick and
Patricia Sheridan, ASBCA Vice Chairman Eunice Thomas, DCCAB
Chairman Jonathan Zischkau, and Gibson and Dunn Partner Joseph
West. Many thanks to our Board member Susan Warshaw Ebner for
chairing and coordinating the whole event — something Susan has
graciously done now for many years. The seminar and reception always
proves to be a special program.

Below are some brief descriptions of what lies ahead for the
balance of the year.

Executive Policy Forum

This summer, at a date we soon will schedule and announce,
BCABA will have its Executive Policy Forum, a program open to our
Gold Member Firm and Government agency lawyers. At this year’s
Forum, we hope to address, among other topics:

* Technology and Electronic Filing
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President’s Message (cont’d):

* Lack of uniformity of rules between ASBCA and the CBCA
* Other ASBCA and CBCA Differences

2007 Annual Program

Please mark your calendars for our BCABA Annual Program, which we are planning for Thursday,
October 25, 2007. We have reserved a wonderful space at the M Street Hotel, 1143 New Hampshire Avenue,
NW, Washington, D.C., which has undergone a $20 million renovation and is now a truly first-class facility.
This year’s Program Chair (and our Vice President/President Elect) Mike Littlejohn and his Program Task
Force are busy assembling terrific panels. This year’s program promises to be among our very best, ever.
Stay tuned for details.

The Clause

The Clause, BCABA'’s on-line publication, as you will see is truly remarkable for its depth and the
wide variety of topics covered. Pete McDonald, the Editor, would like to remind you that, because we publish
it online, there are no limitations imposed on article length or on the numbers of articles that can be included
in an issue. The quality of our articles has been consistently good and, because of its web-based distribution,
contributing an article for publication in The Clause is worthy of your serious consideration. Pete would also
appreciate hearing from anyone who would like to assist in editing The Clause. Pete can be reached at
pete.mcdonald@rsmi.com.

The BCABA Website

Please monitor the BCABA Website (http://www.bacaba.org) for information on all our future
BCABA programs.

Our “user friendly” website has been further upgraded. Our Members-Only Page not only contains
the online BCABA Directory, with the mailing and e-mail addresses and telephone and fax numbers for all of
our members, but now holds all of our archived issues of The Clause, and a number of other helpful resource
links and documents, including program materials from this year’s Trial Practice Seminar and BCABA/GW
Law Colloquium.

Membership in BCABA clearly has its advantages — and the price of membership is still unusually low
(%45 for private sector members; $30 for Government members).

Quarterly Meetings

| invite you to join us at the remaining quarterly meetings of our BCABA Board of Governors, which
are scheduled to be held at the offices of Holland & Knight LLP, 2099 Pennsylvania Avenue, N.W.,
Washington, D.C., on the following dates (both Thursdays): June 21, 2007; and September 20, 2007.
Reservations are needed, so that we may make adequate arrangements for the numbers who will attend.

BCABA programming continues to be first rate. | invite you all not only to participate in our
stimulating activities but to become more involved in their planning. Your ideas and your help are always
welcome. Feel free to get in touch with me or with any of our officers. My new e-mail address at the new Ci-
vilian Board of Contract Appeals is Richard.Walters@gsa.gov. Let me hear from you.

Best regards,

President
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Two Important New Rules Affect Service Contractors
by
Christopher C. Bouquet
and

Richard B. Oliver

[Note: “Two Important New Rules Affect Service Contractors” by Christopher C. Bouquet and Richard B.
Oliver, published in The Procurement Lawyer, Volume 42, No. 3, Spring 2007. Copyright © 2007 by the
American Bar Association. Reprinted with permission.]

Procurement lawyers concerned with contracting for services with federal agencies should take
heed of two new rules that will affect time and materials (T&M) and labor-hour contracts. One of the rules
concerns T&M and labor-hour contracts for “commercial services,”” i.e., services that meet the definition
of a “commercial item” set forth in Federal Acquisition Regulation (FAR) 2.101.% The other rule primarily
concerns T&M and labor-hour contracts for “noncommercial services.”® This article summarizes key fea-

tures of these rules, which became effective for new acquisitions on February 12, 2007.*

Background
T&M contracts typically provide for the acquisition of direct labors at specified fixed hourly rates

and for materials at cost.” Labor-hour contracts also provide for acquiring direct labor hours at fixed rates,
but the contractor does not supply materials.® In a recent study of contracting practices in the commercial
marketplace, the Office of Federal Procurement Policy (OFPP) made three main findings concerning these
types of contracts. First, companies commonly sell services on a T&M and labor-hour basis when the cus-
tomer has not been able to define its requirements in detail and has determined that the risk of contracting
on a T&M or labor-hour basis is manageable through oversight of company invoicing and performance.
Second, companies also commonly sell these same services on a fixed-price basis. Third, a limited number
of types of services are sold in the commercial marketplace predominantly on a T&M and labor-hour basis,
e.g., emergency repair services. The OFPP study found that the nature of emergency repair services makes
them “difficult to capture in a well-defined scope of work.” Therefore, OFPP found that these types of ser-
vices “are not generally conducive to purchase on a fixed-price basis.”’ Based on these findings, the draft-
ers of these new rules decided not to limit the application of T&M contracts to particular categories of ser-
vices, but to make the use of T&M contracts available to any type of service.?

T&M and labor-hour contracts are increasingly popular in the government marketplace. Indeed,
federal dollars obligated to T&M contracts increased from $6.6 billion in fiscal year (FY) 1999 to $16 bil-
lion in FY 2005.° The Federal Government’s increasing use of T&M contracts has been controversial be-
cause many believe that this contract type is “extremely disadvantageous” to the Government.® The FAR
officially acknowledges these disadvantages, stating that a T&M contract “provides no positive profit in-
centive to the contractor for cost control or labor efficiency. Therefore appropriate government surveil-
lance of contractor performance is required to give reasonable assurance that efficient methods and effec-
tive cost controls are being used.”** Despite these disadvantages, in these days of the global war on terror
when government requirements are constantly evolving to meet rapidly changing threats, T&M and labor-
hour contracts offer the Government badly needed flexibility to acquire critical services from the private
sector.

Rule Concerning Commercial Services Contracts
The new rule concerning commercial services contracts implements certain provisions of the Services
Acquisition Reform Act (SARA)* that expressly authorize federal agencies to use T&M and labor-hour

(continued on next page)



Two Important New Rules Affect Service Contractors (cont’d):

contracts to acquire “commercial services.” Prior to the issuance of the rule, agencies were required to use
firm fixed price (FFP) contracts for the acquisition of commercial services. The new rule adds provisions to
FAR 12.207 that permit federal agencies to use T&M and labor-hour contracts to procure commercial ser-
vices under certain circumstances. A key precondition to the use of this authority is the cognizant contract-
ing officer’s (CQO’s) execution of certain determinations and findings (D&Fs) stating that an FFP arrange-
ment is not appropriate because it is not possible to accurately estimate the extent or duration of the work or
to anticipate costs with any reasonable degree of certainty. Another key precondition is that the agency uses
a competitive process to award the contract or task order.*®

The implementation of SARA is significant because it should make the government marketplace
more attractive to commercial services contractors who have previously been unwilling to run the risk of
cost overruns, losses, and costly disputes on FFP contracts where government requirements were poorly de-
fined. The streamlined acquisition procedures available for commercial items acquisitions may offer addi-
tional incentives to such contractors. For existing government contractors, the authorization to use T&M
and labor-hour contract types also should open up new opportunities for less risky work. Although use of
the new authority is ultimately up to the discretion of the Government, companies can promote its use in at
least two ways: (1) in exchanges with federal agencies prior to the issuance of solicitations that are con-
ducted in accordance with FAR 15.201 and (2) in commenting on draft solicitations issued by agencies for
industry comment that do not reflect use of the authority. Of course, any recommendation for use of the
authority should be accompanied by an explanation of how the agency can satisfy the regulatory precondi-
tions for its use, including the D&Fs that the CO must make.

In addition to implementing SARA, the rule addresses the Government’s audit rights under T&M
and labor-hour contracts for commercial services. Under the rule, the CO not only will have access to time
records, but also may interview employees whose time has been included in invoices, for the purpose of
verifying that the employees have worked the hours shown on the invoice. The government contracting
community has criticized this new provision as an “unprecedented,” “unreasonable,” and “intrusive” expan-
sion of the Government’s traditional audit rights.** The community has also stated that this type of audit
right is contrary to customary commercial practice. Although not denying that the new rule is contrary to
commercial practice, the Government believes that it has the right to interview employees under noncom-
mercial T&M and labor-hour contracts.15 Accordingly, the Government disagrees that the new rule in-
volves an expansion of its audit rights.

Finally, the rule contains detailed prescriptions for pricing and payment under T&M and labor-hour
contracts for commercial services. One of these new rules requires that the CO specifically list in T&M
contracts each element of “other direct costs” (e.g., travel and computer usage charges) that will be reim-
bursed. If an element is not listed, the Government will not reimburse the contractor for that type of cost.'®
Another rule concerns indirect costs such as material handling and subcontractor administration costs, pro-
viding that the contractor must charge the Government a fixed price for indirect costs. This price may be
invoiced on a pro-rata basis over the period of contract performance.17 The rule drafters adopted this rule
because they were concerned that a fixed rate would violate the statutory prohibition against cost-plus-a-
percentage-of cost contracting.®

In summary, although the new rule provides new business opportunities, it also may open contrac-
tors up to new audit scrutiny.

Rule Concerning Noncommercial Services Contracts
This new rule primarily concerns how service contractors price and are paid on T&M and labor-hour

(continued on next page)



Two Important New Rules Affect Service Contractors (cont’d):
Contracts for “noncommercial services.” The key changes affect pricing and payment for labor supplied by
subcontractors and for materials.*®

Subcontract Labor

The rule adds new instructions for pricing and payment of subcontract labor.

Pricing Instructions. On acquisitions of “noncommercial items” that are based on adequate price
competition,?® offerors may propose labor rates in one of three ways. First, offerors may propose
“blended” (i.e., composite) rates under which labor hours will be paid at the same rate, regardless of
whether the individual performing the labor works for the prime contractor; a division, subsidiary or affili-
ate of the prime contractor under common control (“affiliate™); or a subcontractor. Second, offerors may
propose different sets of rates for individuals employed by the offeror, affiliates and subcontractors. Third,
offerors may propose any combination of separate and blended rates for each category of labor to be pro-
vided. szlauthorized by agency procedures, the CO may mandate a single method from among these three
options.

By mandating that proposals contain separate fixed hourly rates for the offeror, affiliates and sub-
contractors, agencies can eliminate the risk of bad publicity that might result from permitting prime contrac-
tors to bill the government for subcontract labor at blended rates that are significantly more expensive than
the rate at which the prime contractor pays the subcontractor. Indeed, the Department of Defense (DoD)
has already issued such a mandate for all acquisitions of noncommercial items that are based on adequate
price competition. DoD indicated that it selected this option because of recent “significant” oversight ac-
tivities and the high dollar value of DoD’s T&M and labor-hour contracts.? In addition, DoD believes that
most of its contractors already have the necessary systems to establish separate rates without “undue admin-
istrative burden.”® Apparently, the high visibility of its T&M and labor-hour contracts has made DoD pro-
curement officials quite sensitive to the risk of bad publicity. Given that adequate price competition typi-
cally produces a reasonable price to the government, it could be argued that DoD’s global mandate was an
overreaction.

On acquisitions not based on adequate price competition, offerors have no options; they must pro-
pose separate individual labor hour rates for prime contractor employees, employees of each subcontractor
and employees of affiliates.* The fixed hourly rates for services of affiliates that meet the definition of
commercial item at FAR 2.101 may be the established catalog or market rate when (1) it is the established
practice of the transferring affiliate organization to price inter-organizational transfers at other than cost for
commercial work of the contractor or any affiliate and (2) the CO has not determined the price to be unrea-
sonable. Otherwise, the fixed hourly rates for services of affiliates may not include profit for the transfer-
ring organization (but may include profit for the prime contractor).”®

Payment Instructions. In addition to the changes described above, FAR 52.232-7, Payment Under
Time and Material and Labor-Hour Contracts, has been revised to specify that the appropriate fixed hourly
rates in the contract “shall be paid for all labor performed on the contract that meets the labor qualifications
specified in the contract.”?® This provision clarifies that, regardless of whether an individual is an employee
of the prime contractor, a subcontractor or an affiliate, the government must pay for his labor at the appro-
priate fixed hourly rate specified in the contract, rather than simply a pass-through of the prime contractor’s
cost.

For example, assume that an agency awards a contract based on adequate price competition and that
the prime contractor offered a single “blended rate” covering prime contractor and subcontractor labor sup-
plied for the “Network Specialist” labor category. As long as subcontractor personnel meet the specified

(continued on next page)



Two Important New Rules Affect Service Contractors (cont’d):

labor category qualification criteria (e.g., concerning required education, experience and certifications), the
Government must pay for their labor at the fixed hourly rate specified for Network Specialists, even if the
subcontractor charges the prime considerably less than the prime charges the government for that labor.
However, if the agency did not obtain adequate price competition (e.g., in the case of a sole source award
based on “urgent and compelling” circumstances), the contract would contain separate rates for Network
Specialists provided by the prime contractor, affiliates of the prime and each subcontractor.

T&M contracts containing separate labor rates for contractors, subcontractors and affiliates will
present certain contract administration challenges to the parties. As performance proceeds, prime contrac-
tors often need new subcontractors that were not anticipated at the time the proposal was submitted. For
contracts requiring separate hourly rates for each subcontractor named in the proposal, there would not be
“appropriate” labor categories for employees of the new subcontractor. Thus, the contract would need to
be modified to establish new billing rates. As the promulgation comments for the rule indicate, it is within
the Government’s sole discretion to issue such modifications.?’

Despite these challenges, these changes concerning the pricing and payment of subcontract labor
provide additional clarity to a clause that a distinguished professor in government contract law had de-
scribed as “problematical at best.”?® Prior to the change, there was a controversy among procurement law-
yers concerning whether prime contractors should be paid for subcontractor labor at the fixed hourly rates
for the appropriate labor category or at the rates charged to the prime by the subcontractor. Some main-
tained that the former clause permitted payment to the prime contractor of the fixed hourly rate for all sub-
contract labor. Others, including the Defense Contract Audit Agency,” maintained that the former clause
only permitted payment to the prime at the rates charged to the prime by its subcontractors. To the relief of
many practitioners, the new rule has ended this controversy.

Materials

Another key change involves the pricing and invoicing for materials under T&M contracts for non-
commercial services. The rule changes the FAR to specify that COs must include FAR 52.216-7, the Al-
lowable Cost and Payment Clause, in such contracts. That clause, which provides that the Government
will only pay the contractor in amounts that are allowable under the contract and the “cost principles” set
forth in FAR Subpart 31.2, is only applicable to the portion of the contract that provides for reimbursement
of “materials” at actual cost and related indirect costs. Under the new rules, “materials” includes direct
materials that are used or consumed directly in connection with the furnishing of the service, subcontracts
for “incidental services” for which there is not a labor category specified in the contract, other direct costs
and applicable indirect costs.®

If the contractor furnishes its own materials that meet the definition of a “commercial item” in FAR
2.101, the price to be paid by the Government for such materials shall not exceed the contractor's estab-
lished catalog or market price, adjusted to reflect (1) quantities being acquired and (2) actual cost of any
modifications necessary because of contract requirements.®* Otherwise, the government will reimburse the
contractor for the allowable cost of the materials. Contractors may only include allocable indirect costs
and other direct costs in invoices to the extent that they are “clearly excluded” from the hourly rates, allo-
cated in accordance with written or established accounting practices, and are not applied to subcontracts
that are paid at the specified hourly rates.

Finally, the new rules make clear that the Government generally will not pay profit or fee to the
contractor on materials. There are two exceptions. The first was mentioned above, i.e., when the contrac-
tor furnishes its own materials that meet the definition of a commercial item. The second is for materials

(continued on next page)



Two Important New Rules Affect Service Contractors (cont’d):

that are sold or transferred between the prime contractor and an affiliate. Those materials may be invoiced to
the government at price if (1) it is the established practice of the transferring organization to price interorgani-
zational transfers at other than cost for commercial work of the contractor or any affiliate and (2) the item be-
ing transferred qualifies for an exception under FAR 15.403-1(b) from the cost or pricing data submission re-
quirements of the Truth in Negotiations Act and the CO has not determined the price to be unreasonable.*

Similar to the new rules on subcontract labor, the new rules concerning materials provide both needed
clarity and additional administrative burden. Most of the additional clarity comes in the new provisions con-
cerning the invoicing of commercial items. Most of the new burdens come with the inclusion of the Allowable
Cost and Payment clause in these contracts.

Conclusion

The new rules dramatically change and clarify the pricing and payments rules for the increasingly
popular T&M contracts. The commercial services rule provide both new business opportunities and new lev-
els of audit scrutiny. The non-commercial service rule adds both needed clarity and additional administrative
burden.

* - Christopher C. Bouquet is of counsel in the Washington, D.C. office of McKenna Long & Aldridge LLP;
Richard B. Oliver is partner in the Los Angeles office of the firm.

Endnotes

1-71 Fed. Reg. 74667 (December 12, 2006).

2 - Under the definition of a “commercial item” at FAR § 2.101, goods (other than real property) can qualify as commercial items if
they are of a type customarily used by the general public or nongovernmental entities for nongovernmental purposes and have been
sold, or offered for sale to the general public. Certain goods can also qualify if they have evolved from or are modified versions of
such items, even if they have not been offered for sale to the general public. Services can qualify as commercial items if the services
are: (1) in support of a good that qualifies as a "commercial item" under the definition in FAR § 2.101; or (2) of a type offered and
sold competitively in the substantial quantities in the commercial marketplace under standard commercial terms and conditions
based on established catalog or market prices for specific tasks performed or specific outcomes to be achieved.

3 - 71 Fed. Reg. 74656 (December 12, 2006).) “Non-commercial services” are services that do not meet the definition of a
“commercial item” set forth in FAR §2.101.

4 - The new rules make several other changes to the rules for T&M and labor hour contracts. Individuals involved in pricing and
payment should become thoroughly familiar with all aspects of the new rules.

5- FAR 16.601(b).

6 - FAR 16.602.

7 - 71 Fed. Reg. 74467, 74668 (December 12, 2006).

8 - Section 1432 of the Services Acquisition Reform Act of 2003 (SARA), Pub. L. No. 108-136, limits use of streamlined acquisi-
tion procedures for T&M and labor-hour contracts for commercial services to contracts for (1) commercial services procured for
support of a commercial item, as described in 41 U.S.C. 8403(12)(E), and (2) any other category of commercial services that is des-
ignated by OFPP on the basis that—(a) the commercial services in such category are of a type of commercial services that are com-
monly sold to the general public through use of T&M or labor-hour contracts; and (b) it would be in the best interests of the Federal
Government to authorize use of T&M or labor-hour contracts for purchase of the commercial services in such category. OFPP’s
study was performed in accordance with this statutory mandate to “designate” categories of eligible service contracts. In essence,
OFPP found that all categories of services are eligible, provided the Contracting Officer makes the determinations and findings dis-
cussed below.

9 - Data supplied by Eagle Eye, Inc., from analysis of Federal Procurement Data System records.

10 - See Vernon J. Edwards, The Time and Materials Contract: the Time Has Come for a Long Hard Look (Jan. 2004), at
www.wifconcom/analtandm.htm, at n. 2.

11 - FAR 16.601(c)(1).

12 - Section 1432 of Pub. L. No. 108-136.

(continued on page 19)



Bored of Contract Appeals
(a.k.a. The Editor’s Column)
by
Peter A. McDonald
C.P.A., Esq.

(A nice guy ... basically.)

In this issue, we have an article by Christopher Bouquet and Richard Oliver that should be of great
interest to those who perform service contracts. We also have Steven Feldman’s rebuttal to an earlier
article on affirmative misconduct done by Karen Manos, and her reply to his rebuttal is included as well.
Peter Merrill then cogently discusses how disputes under large construction contracts can be effectively
handled. If you have small business clients (and even if you don’t), you should be aware of an important
change to progress payments procedures, a subject discussed in the insightful and crisply written article
Progress Payment Perils. (This is REALLY good — don’t miss it. | know. I’m a co-author.) (1) My article
involving DCAA'’s recent guidance on pension costs rounds out the selection.

Although The Clause itself is not copyrighted, we will reprint, with permission, previously published
and copyrighted articles that deserve further exposure and welcome those and other original articles that will
be of interest to government contracts practitioners. But remember everybody: You shouldn’t take all this
government contract stuff too seriously. And as usual, we received articles that were not suitable for
publication, such as: “Pete on D.C. Madam’s List! (A ‘Preferred Customer’!)”; “Study: Court Reporters
Earn More Than Government Lawyers!!”; and “ASBCA Sanctions Pro Se!!l”.

BCABA Dues Procedures

= Dues are $30 for government employees, and $45 for everyone else.

= An annual dues notification is emailed to all members in the first week of August.
= Dues are payable NLT September 30, 2007.

= There are no written notices and no second notices.

= Firms that have all their government contract practitioners join are listed as Gold Medal firms.
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Affirmative Misconduct
As An Element of Estoppel
Against the Government:
A Different Point of View

by
Steven W. Feldman®

[Note: This material is reprinted from GOVERNMENT CONTRACT COSTS, PRICING & ACCOUNTING REPORT,
VoL. 2, IssUE No. 1, JANUARY 2007, and appears here with the permission of the publisher, Thomson/West.
Further use without the permission of West is prohibited. For more information or to subscribe, call
1.800.344.5009.]

(CP&A Editor’s Note: CP&A RePORT received the following letter in response to my [Karen Manos’]
article, Estoppel Against the Government: What Does ‘Affirmative Misconduct’ Have To Do With It?,
1 CP&ARep. T 1.)

Dear Karen:

Recently, | read your article on estoppel against the Government. It is an interesting piece, and it
prompted me to research the issues behind your argument. 1 respectfully suggest your reasoning and con-
clusion are not supported, as stated below.

Your basic proposition is that, contrary to the asserted dicta in the two recent Federal Circuit deci-
sions, United Pacific Ins. Co. v. Roche? and Rumsfeld v. United Tech. Corp.,* the element of affirmative Gov-
ernment misconduct has “no applicability whatsoever” to equitable estoppel cases involving authorized acts
of Government agents. Initially, you reference older Federal Circuit and Court of Claims decisions following
the traditional four-part test for equitable estoppel. These decisions lack an affirmative misconduct prerequi-
site. You state that cases such as Office of Personnel Mgmt. v. Richmond (OPM)* and Fed. Crop Ins. Corp. v.
Merrill (Merrill)® “make clear” that they address the application of estoppel only when the agent is not acting
within the scope of his authority. Based on precedents from the Ninth, Tenth and Eleventh circuits, you indi-
cate that if a Government agent has acted within his or her authority, then equitable estoppel should
“routinely” apply against the agency when (1) the traditional elements of estoppel are met and (2) the Gov-
ernment operated within its proprietary rather than its sovereign capacity.

The Nature of Equitable Estoppel

My first point in rebuttal is that you do not mention key features of equitable estoppel. An affirma-
tive defense, equitable estoppel bars a party from raising a defense or an objection that it otherwise would
have or from instituting an action to which it is entitled.® Equitable estoppel is a “disfavored” legal doc-
trine whether enforced against a private entity’ or a public one, and is “rarely successful.”®

The reason for this status stems from the nature of equitable estoppel. As the U.S. Supreme Court has
long recognized, “estoppels, which preclude the party from showing the truth, are not favored.”® Because
equitable estoppel can suppress the truth and preclude a party’s right to present a meritorious claim or de-
fense, this doctrine should receive a strict, rather than lenient, definition. A formulation of equitable estoppel
requiring the high bar of affirmative Government misconduct advances the preferred construction of this
“disfavored” doctrine.

Public Policy Considerations
Second, you give insufficient weight to the strong public policies favoring a strict definition of
(continued on next page)
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Affirmative Misconduct As An Element of Estoppel (cont’d):

equitable estoppel. In Phelps v. Fed. Emergency Mgmt. Agency, the First Circuit observed,

The Supreme Court ... from its early decision in Lee v. Munroe & Thornton, 11 U.S. (7 Cranch)
366, 3 L.Ed. 373 (1813), to its most recent decision in Heckler v. Community Health Services of
Crawford County Inc., [467 U.S. 51 (1984)], has consistently refused to apply the equitable es-
toppel doctrine against the government, no matter how compelling the circumstances. Justifica-
tion for this refusal rests primarily upon considerations of sovereign immunity and constitutional
Prounds—the potential for interference with the separation of governmental powers between the
egislative and executive. Thompson, Equitable Estoppel of the Government, 79 CoLUM. L. REV.
551, 565 (1979). There is also a vital concern for public policy. Heckler v. Community Health
Services, supra, 467 U.S. at 63, 104 S. Ct. at 2225. In a complex government with thousands of
agencies and departments, and innumerable employees, there is a very real need to protect the
Government against binding commitments by improper conduct of its agents, which might pro-
mote fraud or collusion. “Fear of uncontrollable liability and crippling Ios§es to the public treas-
ury have also played a role in sustaining the rule.” Thompson, supra at 557.™

Requiring governmental affirmative misconduct ensures that the injustice to an individual or entity
caused by the Government’s conduct is sufficiently severe to outweigh the countervailing public interest
not to be unduly damaged by the imposition of equitable estoppel.*! These policies have the same force
irrespective of whether the agent has acted within his or her authority. Simply put, equitable estoppel
may be imposed against the Government only with the “utmost caution and restraint.”

Dicta or Something Else?

Third, you term as “dicta” the Federal Circuit’s statements in United Pacific Ins. Co."* and Rumsfeld"
imposing affirmative misconduct as an element of equitable estoppel. “Dicta” is a discussion unnecessary
to the decision in the case or something stated in passing in an opinion.™® A review of the decisions, how-
ever, does not support your characterization.

In United Pacific, the pertinent part of the court’s opinion reads,

Our own precedent dictates ‘that if equitable estoppel is available at all against the government
some form of affirmative misconduct must be shown in addition to the traditional requirements of
estoppel.’Zacharin v. United States, 213 F.3d 1366, 1371 (Fed. Cir. 2000). The evidence is un-
disputed that the incorrect recital in the “Whereas’ clause was the result of unintentional mathe-
matical errors, not affirmative misconduct.

Again, in Rumsfeld, the court observed,

Beyond a mere showing of acts giving rise to an estoppel, Pratt must show ‘affirmative miscon-
duct [as] a prerequisite for invoking equitable estoppel against the government.” Zacharin v.
United States, 213 F.3d 1366, 1371, 55 USPQ2d 1047, 1051 (Fed. Cir. 2000).

In both cases, the Federal Circuit stated the affirmative misconduct element is central to the doctrine.
The court specifically ruled that the plaintiff had to establish this element as part of its equitable estoppel de-
fense. In no sense was the discussion of affirmative misconduct unnecessary to the Federal Circuit’s deci-
sions or mere passing commentary. Indeed, Professor Ralph Nash in his analysis of these same decisions
strongly indicates that this language reflects a legal requirement and not dicta. Professor Nash opined, “It can
be seen that this ‘affirmative misconduct’ language has become standard language that the court is using to
indicatge6 its understanding of the Supreme Court cases dealing with equitable estoppel against the Govern-
ment.”

Proprietary v. Sovereign Functions
Fourth, citing the above-mentioned courts of appeals decisions, you indicated that, assuming the tra-
ditional elements of estoppel are present and the Government agent acted within his or her authority,

(continued on next page)
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equitable estoppel should “routinely” apply against the Government when it acts in its proprietary rather
than its sovereign capacity.

An agency operates in its proprietary capacity when it engages in a business-like venture such as entering
into a contract or being an employer. It functions in its sovereign capacity when it serves the public at large.
These concepts overlap and, as a result, this distinction has been criticized as contributing “only ambiguity and
confusion” to the field of Government contracts.’” Indeed, as the First Circuit stated in Phelps, “the Supreme
Court ... found no merit in this distinction in Federal Crop Insurance v. Merrill (where the Government was in
the business of selling insurance) ....”*® More recently, in the Supreme Court’s OPM decision, the Court deter-
mined that the Government was acting in its proprietary capacity as an employer when the Government agent
gave a retired employee misleading advice about disability benefits. Yet in mentioning the possibility that af-
firmative misconduct could establish equitable estoppel, the Court never referenced the proprietary/sovereign
capacity distinction as a factor.”® Therefore, based on Merrill and OPM, the rules for applying equitable estop-
pel are the same in either the proprietary or sovereign capacity setting, to the extent these labels have any value.

Acting Within or Without the Scope of the Agent’s Authority: Does It Matter?

Fifth, just as the U.S. Supreme Court has given no weight to the proprietary/sovereign function dis-
tinction for equitable estoppel, there is no indication that the Court will carve out an exception to the af-
firmative misconduct prerequisite simply because the agent acted within his or her authority. Although
you posit that no federal appellate court has held that affirmative misconduct is necessary to establish es-
toppel when a Government official has acted within his authority, several state and federal decisions have
done so.

In Tosco Corp. v. Hodel,? after a thorough canvassing of Supreme Court and lower court decisions,
the court observed in the context of a mining claim, “We conclude that for the estoppel doctrine to be ap-
plied against the government, the conduct must be within the scope of the agent’s authority and must be an
affirmative act which, on a balance of all the equities, amounts to ‘unconscientious or inequitable’ behav-
ior.” Courts in other jurisdictions have expressly approved this formulation.?* Then again, in Burstein v.
Retirement Account Plan for Employees of Allegheny Health Education and Research Foundation,? the
district court observed in considering an Employee Retirement Income Security Act of 1974 claim, “Taken
together, the caselaw demonstrates that estoppel can only lie against [the Pension Benefit Guaranty Corp.]
if one of its agents, acting within the scope of his or her authority, engaged in affirmative misconduct that
was relied upon by plaintiffs.” The Third Circuit expressly approved the district court’s resolution of the
equitable estoppel issue.?® Thus, at least one federal appellate court other than the Federal Circuit has rec-
ognized that affirmative misconduct is necessary for an equitable estoppel claim against the U.S. if the
agent acted within his or her authority, even though you claim otherwise.

Contrary to your analysis, it does not follow that because (a) various cases accept affirmative miscon-
duct as an exception to the rule that the Government is not bound by the unauthorized acts of its agents,
then (b) affirmative misconduct is not an element if a party asserts equitable estoppel regarding an agent
acting within his or her authority. Given the strong public policy considerations behind a strict application
of equitable estoppel against the Government in all circumstances, the test should be the same irrespective
of the agent’s authority.

Conflict with Earlier Precedents—A Reconciliation

Sixth, you emphasize that until recently, precedent within the Federal Circuit followed the traditional
four-part test for equitable estoppel without mention of affirmative misconduct. Citing Federal Circuit
(continued on next page)
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Rule 35, you contend that the Federal Circuit’s recent dicta to the contrary violates the requirement that
only an en banc court may overrule a binding precedent.

You accurately cite the earlier decisions, as well as Federal Circuit Rule 35, but you omit a well-
settled case law exception to the en banc limitation. In European Cmty. v. RJR Nabisco, Inc.,?* the Second
Circuit observed, “We recognize an exception to this general rule when there has been an intervening Su-
preme Court decision that casts doubt on our controlling precedent.” Federal Circuit case law is to the
same effect, and OPM is that intervening Supreme Court decision. In JANA, Inc. v. U.S.,” the court ques-
tioned whether its pre-OPM precedent is still valid. After JANA, no Federal Circuit decision has approved
the traditional four-part test. In this respect, your main Federal Circuit decision, Burnside-Ott Aviation
Training Ctr., Inc. v. U.S.,?® does not address the pre-OPM test for equitable estoppel or analyze whether
the current standard includes affirmative misconduct.

Case law has analyzed the issue you raise. The contractor in Gen. Elec. Co. v. U.S.?’ relied upon the
pre-OPM precedent from the Federal Circuit and argued that affirmative misconduct is not required. The
General Electric court dismissed the argument in a footnote, commenting that the current test is otherwise
in the Federal Circuit.?® The Armed Services Board of Contract Appeals in United Tech. Corp., Pratt &
Whitney® cited General Electric with approval, along with other Court of Federal Claims cases requiring
affirmative misconduct. Accordingly, the Federal Circuit has not violated its own Rule 35 in stating the
elements for equitable estoppel.

Comparison to Private Contract Litigation

Lastly, you correctly cite the Supreme Court’s admonition in Mobil Oil Exploration and Producing
Southeast, Inc. v. U.S. that “[W]hen the United States enters into contract relations, its rights and duties
therein are governed generally by the law applicable to contracts between private individuals.”* In this
regard, affirmative misconduct is a familiar principle for equitable estoppel in private contract litigation.
The U.S. Court of Appeals for the Eighth Circuit said, “Under the doctrine of equitable estoppel, the party
requesting the estoppel must show that the defendants have engaged in affirmative conduct ... that was de-
signed to mislead or was unmistakably likely to mislead a plaintiff.”** The Redman case illustrates that an
affirmative misconduct element for equitable estoppel in public contract cases is consistent with the doc-
trine for private-sector contracts litigation.

Conclusion

From its earliest decisions, the Supreme Court has recognized that equitable estoppel will not lie
against the Government as it does against private litigants. Enforcement of an affirmative misconduct ele-
ment for equitable estoppel maintains that distinction and advances the important public policy considera-
tions favoring a strict view of this disfavored doctrine. The Federal Circuit in United Pacific and Rumsfeld
properly invoked the affirmative misconduct aspect of the equitable estoppel rule without concern for
whether the agent has acted within his or her authority. Other courts have done the same. So, in answer to
your question, “Estoppel Against the Government: What Does ‘Affirmative Misconduct’ Have to Do With
It?,” | say—Everything!
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Editor’s Reply
[by Karen Manos]

| appreciate Steve Feldman’s thoughtful response to my article, and hope that CP&A RePORT will be-
come a forum for precisely this type of discussion. It probably is not surprising that | do not agree with
Steve’s analysis or conclusion. | will address each of Steve’s points in the order in which he raised them.

First, | do not disagree with Steve’s point about the nature of equitable estoppel. However, as Steve’s
article acknowledges, estoppel is as much a “disfavored” legal doctrine for private litigants as it is for public
litigants. Consequently, nothing in the nature of estoppel supports requiring an extra element to establish es-
toppel in litigation against public litigants that is not required in litigation against private litigants.

Second, | agree that there are strong public policy reasons for why the Government should not be bound
by the unauthorized acts of its agents. It is for that reason that the Supreme Court repeatedly has held
(continued on next page)
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that estoppel will not lie against the Government as it does against other litigants. Steve cites no authority, and
I am not aware of any, for his contention that “[t]hese policies have the same force irrespective of whether the
agent has acted within his or her authority.” Contrary to Steve’s assertion, the cases themselves have empha-
sized that public policy is to protect the Government from the unauthorized acts of its agents. For example, in
OPM, the Court provided the following summary of its estoppel decisions leading up to the seminal case of
Fed. Crop Ins. Corp. v. Merrill:

From our earliest cases, we have recognized that equitable estoppel will not lie against the
Government as it lies against private litigants. In Lee v. Munroe & Thornton, 7 Cranch 366,

3 L.Ed. 373 (1813), we held that the Government could not be bound by the mistaken
representations of an agent unless it were clear that the representations were within the scope

of the agent’s authority. In The Floyd Acceptances, 7 Wall. 666, 19 L.Ed. 169 (1869), we held
that the Government could not be compelled to honor bills of exchange issued by the Secretary
of War where there was no statutory authority for the issuance of the bills. In Utah Power &
Light Co. v. United States, 243 U.S. 389, 408-409, 37 S.Ct. 387, 391, 61 L.Ed. 791 (1917), we
dismissed the argument that unauthorized representations by agents of the Government
estopped the United States to prevent erection of power houses and transmission lines across a
public forest in violation of a statute: “Of this it is enough to say that the United States is neither
bound nor estopped by acts of its officers or agents in entering into an arrangement or agreement
to do or cause to be done what the law does not sanction or permit.”*

In describing the holding of each case, the Court was careful to note that the case involved the unauthor-
ized acts of Government agents. Similarly, Merrill, the Court took care to note that the Government agent on
whose erroneous advice Farmer Merrill relied was acting outside his authority. Indeed, that was the basis for
the Court’s holding in Merrill. The Court stated:

Whatever the form in which the Government functions, anyone entering into an arrangement with
the Government takes the risk of having accurately ascertained that he who purports to act for

the Government stays within the bounds of his authority. The scope of this authority may be
explicitly defined by Congress or be limited by delegated legislation, properly exercised through
the rule-making power. And this is so even though, as here, the agent himself may have been
unaware of the limitations upon his authority.

The Third Circuit case quoted at length in Steve’s article similarly involved unauthorized representations
by a Government employee.? On the other hand, the Supreme Court has long held that the Government is
bound by the authorized acts and representations of its agents, even if those acts are negligent or erroneous.
For example, the Court held in Cooke v. U.S., “Generally, in respect to all commercial business of the govern-
ment, if an officer specially charged with the performance of any duty, is authorized to represent the govern-
ment ir31 that behalf, neglects that duty, and loss ensues, the government must bear the consequences of his ne-
glect.”

Steve’s third point misconstrues the meaning of dicta. That the Federal Circuit in Rumsfeld v. United
Tech. Corp. and United Pacific Ins. Co. v. Roche “stated the affirmative misconduct element as a central part
of the doctrine” does not mean that the court’s statements were not dicta. What matters in determining
whether something is dicta is whether it was necessary to the decision in the case. The Federal Circuit’s state-
ments that affirmative misconduct is a necessary element of estoppel were completely unnecessary to the
court’s decision in either United Tech. or United Pacific. In United Tech., the Federal Circuit disagreed with
the Armed Services Board of Contract Appeals’ determination that UTC’s revenue sharing payments were

(continued on next page)
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not costs and, on that basis, reversed and remanded to the board. The ASBCA did not even address UTC’s
estoppel argument. The Federal Circuit’s statements about estoppel were, therefore, both gratuitous and
wholly unnecessary to the court’s decision. In fact, it was for that reason that the ASBCA concluded that
the Federal Circuit’s statements were not the “law of the case” and were not binding on the board. In this
regard, the ASBCA stated:

We agree with Pratt that the CAFC’s comments about the elements required to establish
equitable estoppel, and in particular the application of the affirmative misconduct standard,
were not necessary to its decision regarding CAS compliance and could be characterized as
dictum. Further, the comments had nothing to do with the merits of the estoppel defense
and are not the law of the case, a doctrine limited ‘to issues that were actually decided,
either explicitly or by necessary implication, in the earlier litigation.”*

United Pacific arose out of claims asserted by a surety that took over performance of a construction
contract. The surety claimed, in pertinent part, that it was entitled to recover the contract balance stipu-
lated in the takeover agreement’s “Whereas” clauses, which the surety conceded was inaccurate. Before
the ASBCA, the surety argued, among other things, that “the government expressly agreed to pay it the
amount specifically set forth in the Takeover Agreement.” Applying black letter contract law, the AS-
BCA found that the “Whereas” clauses “cannot create any right beyond those arising from the operative
terms of the document,” and “[t]he operative terms of the Takeover Agreement do not include a specific
amount, but refer, for example, to ‘sums now due and payable and to become due and payable upon the
CONTRACT, including all unearned Contract balances.” ”® Consequently, the ASBCA’s discussion of
estoppel was not necessary to its decision on the surety’s contract balance claim. On appeal, the Federal
Circuit agreed with the board that the “Whereas” clause was a recital of fact and only part of the takeover
agreement that set out a specific dollar amount for the balance, and that the operative terms of the takeover
agreement entitled the surety to “all sums now due and payable and to become due and payable” under the
contract.” Because the “Whereas” clauses do not create substantive rights beyond those arising from the
operative terms of the takeover agreement, the Federal Circuit’s findings were sufficient to deny the surety
any relief, even without addressing the estoppel issue.

Fourth, I agree that, whether the Government is acting in its proprietary as opposed to its sovereign
capacity is not the relevant distinguishing factor, and said as much in my article. However, as a practical
matter, when the Government is acting in its proprietary capacity, individual Government employees—
such as a Government contracting officer—are more likely to have authority to bind the Government than
when the Government is acting in its sovereign capacity.

For his fifth point, Steve relies primarily on a 1988 decision by a district court in the Tenth Circuit,
which was subsequently cited in decisions by a bankruptcy court and an Alaska state court. However, not
only was the district court decision vacated on appeal, but its discussion of the elements of estoppel is con-
trary to the 1990 Tenth Circuit decision cited in my article. In Penny v. Guiffrida, the Tenth Circuit pro-
vided the following explanation of the law of estoppel:

Historically, equitable estoppel has been used to prevent a party from taking a legal posi-
tion inconsistent with an earlier statement or action that places his adversary at a disadvantage.
The purpose of the doctrine of equitable estoppel is to ensure that no one will be permitted to
“take advantage of his own wrong.” In private suits, the traditional elements of equitable
estoppel are: (1) the party to be estopped must know the facts; (2) the party to be estopped

(continued on next page)
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must intend that his conduct will be acted upon or must so act that the party asserting the
estoppel has the right to believe that it was so intended; (3) the party asserting the estoppel
must be ignorant of the true facts; and (4) the party asserting the estoppel must rely on the
other party’s conduct to his injury.

The law of estoppel against the government is considerably less clear. Of course, the
government is ordinarily bound by the authorized acts of its agents under traditional con-
cepts of agency or contract law. The difficulty comes when one seeks to hold the govern-
ment responsible for the unauthorized acts of its agents under estoppel concepts. Tradition-
ally, the Supreme Court has held that unauthorized acts of the government agents cannot be
the basis for estoppel. However, recent Supreme Court decisions have at least suggested
the possibility that unauthorized official conduct may give rise to an estoppel against the
government where the litigant makes out the requisites of private estoppel and additionally
shows the existence of “affirmative misconduct.” Nevertheless, no Supreme Court case has
ever actually applied estoppel against the government for the unauthorized acts of its
agents, and a 1984 Supreme Court case has made it clear that the Court still has not re-
solved whether estoppel may ever be applied against the government.®

In any event, the district court’s decision in Tosco Corp. v. Hodel provides little support for Steve’s
position. Indeed, in Tosco and in the two cases citing it, the courts applied estoppel against the Govern-
ment. The Tosco court reasoned that estoppel against the Government can apply only when the Govern-
ment agent is acting within the scope of his or her authority.? When one starts from that erroneous prem-
ise, it necessarily follows that if affirmative misconduct is an element of estoppel at all, it must be an ele-
ment when estoppel is applied to the authorized acts of a Government agent since, according to the Tosco
court, that is the only time estoppel can ever apply. Nevertheless, the Tosco court interpreted “affirmative
misconduct” so broadly that estoppel would apply whenever it would be inequitable to not apply it. The
Tosco court reasoned:

[W]e do not believe that the Supreme Court, in suggesting “affirmative misconduct” as an
element of estoppel, intended that a government agent must engage in an intentional misrep-
resentation or concealment before his conduct could estop the government. Such a require-
ment would be irreconcilable with the Court’s long-standing rule that the government can-
not be estopped by the unauthorized conduct of its agents. See Federal Crop Insurance
Corp. v. Merrill, supra. It is hard to imagine a situation where the conduct of an agent can be
both intentionally tortious and authorized by the government. Therefore, we conclude that
for the estoppel doctrine to be applied against the government, the conduct must be within
the scope of the agent’s authority and must be an affirmative act which, on a balance of eg-
uities, amounts to “unconscientious or inequitable” behavior.'°

Applying that test, the Tosco court held that the Department of the Interior was estopped from invali-
dating mining claims for the nonperformance of annual assessment work if the claimants had relied to
their detriment on the department’s long-standing policy of not contesting claims on such grounds. Citing
Tosco, the bankruptcy court in Kreidle v. Dep’t of the Treasury held that the Internal Revenue Service was
estopped from asserting or collecting any tax deficiency resulting from the debtor’s failure to make a tax
election because the IRS knew about the bankruptcy proceeding and that the tax liability would seriously
affect the rights and payments to be made to the other creditors, but nevertheless remained silent for three
years while the bankruptcy matter was proceeding.’* Thus, without deciding whether affirmative miscon-
duct is a requirement, the bankruptcy court held that “the behavior of the IRS in the instant case would
(continued on next page)
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meet the standard of affirmative misconduct, if affirmative misconduct were a requirement for estoppel against
the IRS pursuant to bankruptcy case law.”*? Similarly, the Alaska court in Tetlin Native Corp. v. State found
that “the actions of the Department of the Interior in both denying and granting easements constitute the au-
thorized affirmative conduct,” and therefore applied estoppel because it would be inequitable to permit an
agency to redetermine the validity of a grant.”

It is not the case, as Steve suggests, that the Third Circuit in Burstein v. Retirement Account Plan for Em-
ployees of Allegheny Health Educ. & Research Found. expressly approved the district court’s resolution of the
estoppel issue as against the Government agents. Burstein was an action on behalf of a group of employees
who were denied benefits under a partially terminated ERISA “cash balance” pension plan. The employees
brought claims against the plan trustees and the Pension Benefit Guaranty Corp. as a guarantor of the pension
benefits. The language Steve quotes is dicta by the district court after the court had determined that the plain-
tiffs were not entitled to benefits under the plan, and that any claim for benefits based upon PBGC’s guarantee
necessarily also must fail.”** The district court found that plaintiffs did not establish the requisite elements of
estoppel against either the plan trustees or the PBGC. The district court’s holding regarding the PBGC was not
appealed. The Third Circuit expressly stated that: “Burstein did not argue on appeal that equitable estoppel
applied to the PBGC.”™ Thus, the Third Circuit’s decision does not embrace the language quoted in Steve’s
article.

Steve’s sixth point erroneously contends that the Supreme Court’s decision in OPM v. Richmond is an
intervening contrary decision that justifies an exception to the requirement of Federal Circuit Rule 35 that only
an en banc court may overrule binding precedent. OPM is not an intervening contrary decision because it in-
volves reliance on an unauthorized representation by a Government agent. The decision falls squarely within
the rationale and holding of Fed. Crop Ins. Corp. v. Merrill, and is wholly inapposite to cases—including the
Federal Circuit’s pre-OPM Government contracts cases—involving acts and representations that are within the
scope of the agent’s authority.

Lastly, Steve erroneously contends that affirmative misconduct is required to establish estoppel in litiga-
tion between private parties. If affirmative misconduct were required in private litigation, there would be no
issue. However, Steve has confused the requirement for “affirmative conduct,” which is required by the
Eighth Circuit decision mentioned in Steve’s article, and “affirmative misconduct.” As the Tenth Circuit
stated in Penny v. Guiffrida,

In private suits, the traditional elements of equitable estoppel are: (1) the party to be estopped must
know the facts; (2) the party to be estopped must intend that his conduct will be acted upon or must so
act that the party asserting the estoppel has the right to believe that it was so intended; (3) the party as-
serting the estoppel must be ignorant of the true facts; and (4) the party asserting the estoppel must rely
on the other party’s conduct to his injury.*®

In summary, despite Steve’s enthusiastic support, the Federal Circuit’s recent dicta has muddied the law
and effectively created a Government contracts exception to the rule that the Government is bound by the au-
thorized acts of its agents.

Endnotes

1 - Office of Personnel Mgmt. v. Richmond, 496 U.S. 414, 419-20 (1990) (emphasis added).
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on overdue bills for T&M and labor-hour contracts. 71 Fed. Reg. 74656 (Dec. 12, 2006).

20 - Standards for adequate price competition are set forth in FAR §15.403-1(c)(1).

21 - 71 Fed. Reg. 74656, 74665 (Dec. 12, 2006).

22 - 1d. At 74469.

23-1d.

24 - The rule also provides that on acquisitions of commercial items, offerors must simply identify for each proposed labor-hour rate
whether the rate applies to prime contractor employees, subcontractor employees and/or employees from divisions, subdivisions or
affiliates of the offeror.

25 - 71 Fed. Reg. 74469 (Dec. 12, 2006).

26 - 1d.

27 - 1d.

28 - Vernon Edwards, Clarifying the Time and Materials Payment Clause: A Lost Clause? 19 Nash & Cibinc Report 172, 154.

29 - Memorandum for Regional Directors, Audit Guidance on Review of Orders Under GSA Schedule Contracts (April 9, 2004).
30 - 71 Fed. Reg. 74469 (Dec. 12, 2006).

31 - 1d. Under the prior rules, contractors could only bill their own materials at catalog or market prices in limited circumstances.
See FAR 16.601(b)(3)(2006).

32 -1d.; FAR 31.205-26(e).
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[© Copyright 2007, Peter G. Merrill. All rights reserved. For reprint permission of this article, please
contact Peter G. Merrill at 888-930-0011 or petermerrill@cdrslic.com.]

It is virtually impossible to complete a large construction project without any disputes developing
between any of the parties. Those who plan ahead will most likely be less adversely affected by the dis-
putes that might develop. Although Dispute Review Boards (DRB) have been around for many years, they
traditionally only offer advisory opinions upon which the parties should be able to resolve their dispute
through discussions based on those advisory opinions. If the parties can not resolve their dispute after con-
sidering the advisory opinion of the DRB, they would need to proceed on to an outside arbitration or to liti-
gation, whichever is specified in the construction contract, or Dispute Review Board Agreement, to reach a
final and binding resolution to the dispute.

According to the Rand Corporation, the average construction litigation case takes approximately 2
Y years to complete including appeals. During that time, the parties often continue working on the project
but may perform differently because of the pending dispute. If the dispute is between two major parties in
the construction project, a project may have to shut down until the dispute is settled. The comfort level of
the parties working together will diminish and the project will begin to see a different level of cooperation
between the disputing parties. Regardless of the nature of the dispute, the project most likely will be ad-
versely affected and will most likely run behind schedule and might run over budget due to the effects of
the dispute.

When a major sports event is scheduled to be run, a medical emergency crew, trained to handle
medical emergencies, usually stands by just in case someone is injured. Response time can mean life or
death in some instances. A construction project can utilize the same planning ideas. If you have construc-
tion-knowledgeable specialists available in the event that there is a construction dispute, the same emer-
gency treatment can be rendered by those construction experts to minimize the injuries to the construction
project. Better yet would be to have a team of construction experts meeting on a regular basis to not only
handle any disputes, but to help in the prevention of any disputes. That team of construction experts is
known as a Dispute Review Board (DRB).

DRBs have been utilized by the construction industry across the world for many years. A DRB
usually meets on a regular basis; every month, two months, quarterly or as specified in the DRB Agree-
ment. The DRB will review the progress of the project and will try to anticipate any possible future dis-
putes or will handle any disputes that have developed since their last meeting. All DRBs issue an
“Advisory Opinion” specifying how the DRB feels the issue should be handled by the parties to prevent or
settle the dispute. Each party to the dispute has an opportunity to present their case to the DRB for their
consideration. As the DRB has the success of the project in mind and acts as neutrals without representing
any of the parties, it renders its advisory opinion as to how the dispute should be handled for the betterment
of the project to keep the project on time and within budget.

As mentioned earlier, if the parties can come to an agreement through discussions based around the

(continued on next page)
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advisory opinion, the dispute will come to an end. If the parties do not come to an agreement, the dispute
will need to be referred to an outside arbitration or to litigation. Arbitration and especially litigation can
take several months to reach a final and binding decision from the arbitrator, judge and/or jury. It can eas-
ily take years for a dispute to come to a final settlement. Many parties, especially small subcontractors and
similar small companies go out of business waiting for a dispute to settle.

It would certainly be in the interest of the success of the project to have the dispute handled as
quickly as possible. It would be even better if all disputes could be handled quickly and inexpensively by
construction-knowledgeable neutrals. A traditional DRB that only offers advisory opinions can accom-
plish this only if the parties agree on how to handle the dispute as a result of an advisory opinion.

Instead of using a traditional DRB, an Extended Dispute Review Board (EDRB) can provide full
Alternative Dispute Resolution (ADR) including mediation and binding arbitration, which would insure
that all disputes can be handled and settled entirely “In-House”. In addition, an EDRB can provide its ser-
vices to all parties involved in the construction project including not only the Project Owner and the Gen-
eral Contractor, but all subcontractors, sub-subcontractors, material suppliers, service providers, etc. Tra-
ditional DRBs usually are very effective in helping to prevent or settle disputes between the Project Owner
and the General Contractor; however, any disputes between any other two parties would be outside of the
DRB responsibilities and would require those disputes to go on to outside arbitration or litigation. All par-
ties to the construction project under an EDRB are required to agree to utilize the three-step dispute resolu-
tion process including advisory opinions, mediation and if necessary, binding arbitration to settle all dis-
putes. Depending on the complexity of the dispute and the preparation time that a party might need to
make a proper presentation to the EDRB, a typical dispute can be completely settled in 30 — 60 — 90 days.
If a dispute is of a critical nature, the parties may mutually choose to skip the advisory opinion and/or me-
diation processes and proceed directly to binding arbitration to reach an expeditious final settlement to the
dispute. A major benefit of an EDRB is its flexibility which allows to parties to select the best process to
settle their dispute.

A recent development designed to assist a DRB or an EDRB and to lessen the costs of a DRB or
EDRB is a Construction Settlement Panel (CSP). On major construction projects it is not unusual to see
several DRBs each with its own specialization. On the “Big Dig” artery project in Boston, there were 49
different DRBs utilized through out the construction project. These DRBs each met on a regular basis to
review the progress of the project and to render advisory opinions as necessary to prevent or handle a dis-
pute. The use of the 49 DRBs was quite costly and several of the DRBs sometimes met as scheduled with-
out really having any important issues to handle. In an effort to provide the same expertise supplied by the
many DRBs, without the high costs related to those multiple DRBs, the CSP was developed. The CSP is
comprised of several construction-knowledgeable individuals, each with their own special expertise that
was supplied by the multiple DRBs, however, the CSP is available only on request and they do not meet on
a regular basis as did the DRBs. As an example, there may have been an “HVAC — DRB” that met on a
regular basis whether or not there were HVAC issues to handle. If those same individuals were on the CSP
rather than the DRB, they could be called upon by a General DRB who might need their expertise if an
HVAC related dispute was submitted to the General DRB to be handled. The expense of those HVAC
CSP Members would only be incurred when there was a dispute to be handled related to HVAC matters
rather than as incurred through the regular DRB meetings. CSP Members would serve as a panel of con-
struction specialists at the request of a General DRB. It would not be unusual to see both construction-
knowledgeable specialists and construction ADR specialists on a CSP.

(continued on next page)
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The members of a CSP would all have been individually selected by the Project Owner and the
General Contractor and all required paperwork including the “CSP Member Agreement” would have been
executed that would specify the expertise of the CSP Member and his/her required fees for his/her profes-
sional services. Keep in mind that all parties participating on the construction project would also have exe-
cuted the EDRB Agreements including an Agreement to Mediate and an Agreement to Arbitrate and re-
lated agreements, addendums and other required documents.

The flexibility of the EDRB program supported by a CSP allows any number of possible combina-
tions of EDRBs. The most popular scenario is to set up one, two or three General EDRBs depending on
the size and complexity of the construction project. If those EDRBs found that they were constantly call-
ing on the same CSP Members, it might be advisable for a new EDRB to be established including those
CSP Members who were being called upon on a regular basis. CSP members must rearrange their sched-
ules to accommodate the requests of the EDRB. If they were scheduled to meet on a regular basis, sched-
uling would not be a problem as they could plan far in advance for their meetings rather than trying to jug-
gle their schedule to accommodate the requests of the EDRB.

On more complex construction projects, it might be necessary to set up several specialized EDRBs
whose members were not experienced in ADR but who could call on CSP Members with ADR experience
to mediate or arbitrate a dispute if the advisory opinion rendered by the DRB was not accepted by the par-
ties to the dispute. In another scenario, there could be several specialized DRBs and one or two ADR
DRBs established to handle the mediation or arbitration requirements of the project.

A common misconception is that all DRBs or EDRBs are comprised of construction-technical indi-
viduals. It would not be unusual to see a “Financial Oversight EDRB” comprised of a forensic accountant
and two other individuals with construction estimating or construction accounting background whose re-
sponsibilities would be to analyze all invoices, change orders, addendums, etc. The likelihood of over-
charges, kick-backs, payments under the table, graft, corruption, etc. would be minimal if there was a DRB
with the responsibility of reviewing the financial matters of the project. As mentioned earlier in this arti-
cle, the EDRB possibilities are limited only to the imaginations of the major parties, especially the Project
Owner who formulates the initial DRB or EDRB program.

As most Project Owners are not experienced with the formulation of a DRB or EDRB program, it is
recommended that the Project Owner work with a National and/or International DRB provider firm such as
Construction Dispute Resolution Services, LLC (CDRS). That provider should be able to analyze the com-
plexity and requirements of the construction project and should be able to recommend several possibilities
for combinations of DRBs, EDRBs and a CSP to properly address the potential disputes of the construction
project.

A DRB provider can also coordinate all administrative aspects of the DRB or EDRB program. A
typical DRB is formed by an Owner, such as a municipality, putting out a Request for Proposal (RFP) for
the public to respond if they would like to get RFPs from individuals who would like to serve on their
DRB program. The Owner would have to review those RFPs, select the Members along with the General
Contractor and would individually contract with each DRB Member for their services. Those DRB mem-
bers would then have to make all of their own travel arrangements and would submit their expenses as in-
dividuals to the proper party for payment. A DRB provider, such as CDRS, can provide a National and/or
International Panel of DRB Members who have all been properly trained in the DRB and EDRB process.
In addition, the provider could handle the execution of all required documents including the DRB Member
Agreements, Party Participation Agreements, Agreements to Mediate, Agreements to Arbitrate, all CSP

(continued on next page)
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member agreements and other required documents and forms. At the end of each month, the provider would
bill the appropriate party for all three of the DRB, EDRB Members and for all fees and expenses of CSP Mem-
bers rather than looking to each DRB, EDRB or CSP Member to submit their expenses as individuals. There
is always a good amount of additional administrative functions required for each of the meetings of the EDRB
that could be handled by the DRB provider.

On large construction projects, bidders usually build in a “Litigation Contingency” into their bids to
cover the costs of any future disputes. It is purely a guess as to the future costs of litigations that might be re-
quired for dispute resolution. If the EDRB is established prior to the project going out to bid, which is the nor-
mal process, the cost of the EDRB would be available through the EDRB provider similar to the bid estimates
for the other aspects of the construction project. If the established EDRBs did not need any special meetings,
the costs related to EDRB program would be available at the time of the bid and contractors would not need to
allow for a litigation contingency. The costs for any special EDRB meetings, if required, are usually shared
equally by the parties involved in the dispute.

This article is titled “Plain Talk about Large Construction Project Disputes”. Let’s talk about some
other plain facts about construction disputes. If you were injured or became sick, you would go to a doctor or
a hospital for the best treatment. You would not go to a judge or a jury to decide how to administer to your
injury or illness. A doctor knows how you are built and how to remedy your medical problem. Likewise, a
construction-specialist knows how the project should be built and the best ways to correct a problem or a dis-
pute. If you bring a construction dispute before an arbitrator, judge or jury who are not familiar with construc-
tion, the parties, usually with the assistance of their attorneys make a presentation to convince the arbitrator,
judge or jury as to which party is correct in their position. The best and most convincing presentation usually
is the winner, not necessarily which presentation was right or wrong. As a result, CDRS highly recommends
that all parties to a construction project utilize construction-knowledgeable individuals to decide how to pre-
vent or settle a construction dispute. CDRS also recommends the use of attorneys on DRBs. An attorney,
with construction litigation or construction ADR experience can be a very effective DRB chair and will be able
to conduct the affairs of the DRB in a professional and organized manner.

Although there are fixed and variable costs related to the implementation of the DRB or EDRB pro-
gram, the direct costs of just one outside arbitration or litigation can be many thousands of dollars and the indi-
rect costs of a project delay or similar occurrence, while waiting for a dispute to be settled, would be impossi-
ble to estimate. If there were several major disputes that went on to outside settlement through arbitration or
litigation, the project would most likely experience unnecessary delays and additional non-budgeted expenses.
The existence of an EDRB program can also give the parties a “peace of mind” as to success of the project re-
lating to the proper handling of construction disputes. The EDRB program offers a type of insurance that vir-
tually guarantees the parties that they will never be involved in lengthy and costly litigations that can fester for
many months or even years before they are settled.

Additional information, including many of the required agreements, forms and documents
concerning the DRB, EDRB and CSP programs is available on the CDRS website:
www.constructiondisputes-cdrs.com or you can call CDRS toll-free at 888-930-0011.

* - Peter G. Merrill is the President and CEO of Construction Dispute Resolution Services, LLC a national
provider of construction ADR services with construction ADR Specialists located in all 50 states and selected
foreign countries. He was the "Builder of the Year" in 1996 in the state of New Mexico. He represented the
construction industry on a Federal Reserve Board Advisory Council from 2002-2005. He is an associate mem-
ber of the American Bar Association Dispute Resolution Section and is a well-known speaker and author on
Construction ADR procedures.
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Progress Payment Perils
by
Christyne K. Brennan
and
Peter A. McDonald*

[Note: This material is reprinted from GOVERNMENT CONTRACT COSTS, PRICING & ACCOUNTING REPORT,
VoL. 2, Issue No. 3, MAy 2007, and appears here with the permission of the publisher, Thomson/West.
Further use without the permission of West is prohibited. For more information or to subscribe, call
1.800.344.5009.]

The Progress Payments clause (FAR 52.232-16) is well-known to both government contractors and
government contract practitioners. This clause, which enables contractors to receive partial payments
during performance, has long been the most widely used form of contract financing. Recently, however,
there has been a little known development that addresses the Government’s security interest arising under
this clause and which may impose further administrative burdens on government contractors.

Subparagraph (d) Title of FAR 52.232-16 states:

(1) Title to the property described in this paragraph (d) shall vest in the
Government. Vestiture shall be immediately upon the date of this contract,
for property acquired or produced before that date. Otherwise, vestiture
shall occur when the property is or should have been allocable or properly
chargeable to this contract.

(2) “Property,” as used in this clause, includes all of the below-described
items acquired or produced by the Contractor that are or should be
allocable or properly chargeable to this contract under sound and generally
accepted accounting principles and practices.

(i) Parts, materials, inventories, and work in process;

(if) Special tooling and special test equipment to which the
Government is to acquire title under any other clause of this contract;
(iii) Nondurable (i.e., noncapital) tools, jigs, dies, fixtures, molds,
patterns, taps, gauges, test equipment, and other similar manufacturing
aids, title to which would not be obtained as special tooling under
subparagraph (ii) above; and

(iv) Drawings and technical data, to the extent the Contractor or
subcontractors are required to deliver them to the Government by other
clauses of this contract.

Under this subparagraph, the case law holds that the Government gains a title interest in the
contractor’s property that is allocable or properly chargeable to the contract. As a result, the Government
has successfully sought to enforce its interest in such property in bankruptcy proceedings of government
contractors. See In re American Pouch Foods, Inc., 769 F.2d 1190 (7th Cir. 1985); In re Verco Industries,
27 Bankr. 615 (Bankr. 9th Cir. 1982); In re Coated Sales, Inc., 112 B.R. 560 (Bankr. S.D.N.Y. 1988). But
see Marine Midland Bank v. United States, 687 F.2d 395 (Ct.Cl. 1982).

It would appear, then, unnecessary for the Government to require any further enhancement of its
rights to a contractor’s property under the Progress Payments clause. Nonetheless, the Defense Contract
Management Agency (DCMA) has prepared a standard Subordination Agreement (DCMA Form 1619),
(continued on next page)
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which is applicable to Department of Defense and NASA contracts. The Subordination Agreement is a
relatively new DCMA form created in February 2004, but not often utilized by the Government until
recently. The Subordination Agreement states, in pertinent part:

The contract or contracts include provisions for interim financing. Pursuant
thereto, the Debtor has requested interim financing, which the Government
is willing to grant in accordance with the terms of the contract clauses and
upon condition that [Insert Creditor’s Name] [Insert Creditor’s Description,
Address, etc.] hereinafter referred to as the Creditor, agrees to subordinate
all of its rights with respect to payments due or to become due from the
Debtor to the undersigned Creditor to the rights of the Government under
or arising out of existing and future contracts. The rights of the Creditor
on any and all, present and future, recorded or perfected liens under the
Uniform Commercial Code are fully subordinated to the Government with
respect to any property to which the Government has title under, or arising
out of, the aforementioned contracts and future contracts. The property to
which the Government has title pursuant to the contract clauses includes,
but is not limited to, parts, material, inventory, and work in process.

In addition, DCMA’s guidance concerning its use of the Subordination Agreement provides as
follows:

[W]hen a secured loan is found, the DCMA Analyst should assure that

before the Government makes [a] progress payment to a secured contractor

where the bank has inventory as part of the security, the bank sign a release

(Uniform Commercial Code Form UCC-3) for the progress payment

inventory and/or a Subordination Agreement which will subordinate the

bank’s right to inventory on which the Government has made progress

payments....The use of Subordination Agreements is appropriate to protect the Govern-
ment’s interest when working capital has been provided by way of loans during contract
performance. Specifically, the use of Subordination Agreements support the rights of the
Government by certain clauses that may be in the contract that give title. There is a basic
form for accomplishing this; it is DCMA Form 1619. [Emphasis added.]

In view of the rights accorded the Government under the Progress Payments clause, it
would appear that such a Subordination Agreement would be unnecessary. Indeed, DCMA’s own
guidance recognizes that the contract may already include such title-vesting clauses.

Furthermore, in addition to being seemingly unnecessary, such a form imposes a heavier
administrative burden on contractors who will need to identify specific property as being associated with a
government versus commercial contract. Specifically, the bank’s security interest under the U.C.C. may
extend to inventory and other property unrelated to the contract, while the Government’s security interest
would only be in property connected with the performance of the government contract. ldeally, this should
be two distinct groups of property. However, the burden of identifying the property will fall most heavily
on small businesses, who generally lack such administrative controls or the staff to operate them. Even
where knowledgeable staff is available, small businesses typically get by with inexpensive accounting
systems, while accounting software with integrated asset management capability costs more than most can

(continued on next page)
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Or are willing to pay. As a result, the paradox is that the use of DCMA Form 1619 may actually be an
obstacle for those that Progress Payment financing is most intended to assist.

At the very least, contractors affected by the use of DCMA Form 1619 are advised to obtain
guidance from knowledgeable counsel.

* - Christyne K. Brennan is a partner with the Washington, D.C. office of Gibson, Dunn & Crutcher LLP
specializing in government contracts . Peter A. McDonald, an attorney-C.P.A., is a director in the RSM
McGladrey Government Contracts practice.
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Viewpoint:
DCAA Audit Guidance Conflicts with the Pension Protection Act

by
Peter A. McDonald*

[Note: This article originally appeared in BNA Federal Contracts Report, Vol. 87, No. 21, pp.637-638 (May
29, 2007). Copyright 2007 by The Bureau of National Affairs, Inc. (800-372-1033), http://www.bna.com.]

On 1 May 2007, the Defense Contract Audit Agency (DCAA) issued a memorandum for regional
directors entitled “Audit Guidance on the Impact of the Pension Protection Act of 2006.” For reasons set forth
below, I believe this guidance may conflict with the Pension Protection Act and may be wanting in
authoritative support.

This DCAA guidance stated in pertinent part (see “DCAA Pension Act Guidance Continues Call for
Compliance with CAS 412, 413,” by Martha A. Mathews, BNA Federal Contracts Report, VVol. 87, No. 20,
May 22, 2007):

However, contractors are required to continue to comply with CAS [Cost Accounting
Standard] 412 and 413 for Government contract costing purposes. Auditors should
question any proposed pension costs in excess of the amounts calculated in compliance
with CAS 412 and 413.

The guidance also stated:

The Director, Defense Procurement and Acquisition Policy (DPAP), issued DoD policy
addressing the impact of the PPA on forward pricing (see Enclosure). The key provisions
of the DoD policy are that pension costs priced into contracts shall continue to comply
with CAS 412 and 413 and that contracting officers shall not negotiate any increase in
contract price or include a re-opener clause that would allow for a later adjustment for
pension costs in anticipation of a revision to CAS 412.

Finally, the guidance stated that pension plan contributions in excess of the Cost Accounting Standards
(CAS) are to be treated as “prepayment credits, as provided in CAS 412.50(a)(4).” Clearly, this guidance
concluded that only pension funding determinations done in accordance with CAS were allowable. | disagree.

In August 2006, the Pension Protection Act (PPA) made numerous changes to the legal requirements
applicable to defined benefit plans. The PPA increased minimum funding levels, made actuarial changes (such
as interest rate and mortality assumptions), imposed stricter accounting, and significantly enhanced the
recordkeeping and reporting requirements applicable to plan sponsors (see “The Pension Protection Act of
2006: A Primer for Government Contractors and Grantees,” by Peter A. McDonald, BNA Federal Contracts
Report, Vol. 86, No. 10, September 19, 2006). Only the largest DOD contractors (as defined in the PPA) were
permitted delayed implementation.

One result of the Pension Protection Act created a particular dilemma for some government
contractors. Specifically, depending on the type of pension plan involved, the demographic profile of the work
force, and other factors, the minimum pension funding amount determined in accordance with the Employee
Retirement Income Security Act (ERISA) as amended by the PPA, could materially differ from the minimum
pension funding amount determined in accordance with the CAS. Section 106(d) of the Pension Protection

(continued on next page)
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Act recognized this problem, and rather than supplying a solution the Act provided as follows:

Cost Accounting Standard Pension Harmonization Rule - The Cost Accounting Standards
Board shall review and revise sections 412 and 413 of the Cost Accounting Standards (48
CFR 9904.412 and 9904.413) to harmonize the minimum required contribution under the
Employee Retirement Income Security Act of 1974 of eligible government contractor
plans and government reimbursable pension plan costs not later than 1 January 2010. Any
final rule adopted by the Cost Accounting Standards Board shall be deemed the Cost
Accounting Standard Pension Harmonization Rule.

Clearly, the Pension Protection Act does not state that the cost allowability of pension funding
differences are to be resolved by the Director, Defense Procurement and Acquisition Policy (DPAP), or
even by DCAA guidance. To the contrary, the Act specifically requires PPA funding differences to be
resolved by the Pension Harmonization Rule. Unambiguously, that rule is to be determined by the Cost
Accounting Standards Board, not the DPAP and not DCAA (indeed, DCAA lacks rule making authority).
In short, the reference in the DCAA guidance to a “requirement” that only CAS pension funding
determinations are allowable appears to contravene the Pension Protection Act by effectively creating a rule
DCAA has no authority to make.

Legislative Intent. There is another reason why the DCAA audit guidance conflicts with the
PPA. Consider what the Pension Harmonization Rule was intended to accomplish. As quoted above, the
Pension Harmonization Rule stated that CASB “shall review and revise sections 412 and 413 . . . to
harmonize the minimum required contribution under the Employee Retirement Income Security Act of 1974. .
" [Emphasis added.] This language can be construed as the legislative intent for CASB’s Pension Har-
monization Rule to raise the CAS thresholds to the new ERISA levels. As a federal statute, the PPA is a
higher form of law than a regulation, such as CAS 412 and 413. 1 believe that Congress would not have
directed the Pension Harmonization Rule “to harmonize [with] the minimum required contribution under
ERISA” unless the ERISA-determined amounts were to be allowable.

Accordingly, the DCAA guidance, which states that “contractors are required to continue to comply
with CAS 412 and 413 for Government contract costing purposes,” relies on regulations that were at least
implicitly superseded by this provision of the PPA. Keep in mind that the legislative intent was for all plan
sponsors to be liable for increased ERISA amounts. As shown by the italicized language above, the PPA’s
Pension Harmonization Rule is to revise the CAS minimum contribution amounts to be consistent with the
new ERISA minimum requirements. Therefore, the Pension Harmonization Rule appears to contradict the
DCAA guidance that “contractors are required to continue to comply with CAS 412 and 413.”

| also disagree with the statement in the May 1 audit guidance that the “key provisions of the DoD
policy are that pension cost[s] priced into contracts shall continue to comply with CAS 412 and CAS
413" (note the compulsory word “shall””). There is no such language anywhere in the DPAP policy letter of
December 22, 2006. Even if there were, it would make no difference as the DPAP lacks authority to create
policy that violates federal law, such as the PPA. On the question of whether the DPAP policy requires that
contractors “shall continue to comply with CAS 412 and CAS 413,” the DPAP letter actually states:

1. Proposed Increased Pension Costs Using Current CAS Rules

When contractors propose increased pension costs based on the current Cost Accounting

Standards (CAS) and the PPA, contracting officers shall contact their cognizant

Administrative Contracting Officer (ACO) and/or Defense Contract Audit Agency (DCAA)
(continued on next page)
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auditor for assistance in reviewing these costs before negotiating the contract price.
[Emphasis supplied.]

In my view, the requirement that contracting officers “shall contact” their ACO and/or DCAA
auditor is decidedly not a requirement that pension costs priced into contracts “shall continue to comply
with CAS 412 and CAS 413,” as stated in the DCAA guidance. To reinforce the point that COs were only
to internally coordinate, the DPAP policy letter repeated it:

In summary, if the contractor proposes increased pension costs as a result of the PPA,
contracting officers shall consult with the cognizant ACO and auditor before determining
whether to include any proposed costs relating to the contract price or FPRs. [Emphasis
added.]

In sum, the assertion in the DCAA audit guidance, that “contractors are required to continue to
comply with CAS 412 and 413 for Government contract costing purposes,” is not supported by the
wording of the DPAP policy letter of December 22, 2006.

It now appears that the Pension Harmonization Rule will not be soon forthcoming. Accordingly,
affected contractors will have to make their pension funding determinations in the absence of rules
clarifying the ERISA/CAS minimum funding differences. To ascertain the minimum funding requirements
of the Pension Protection Act, a contractor must determine its minimum funding in accordance with
ERISA (as amended by the PPA). In my opinion, those ERISA-determined pension costs are fully
allowable even where such costs exceed the amount of CAS-determined pension costs because the Pension
Protection Act requires both determinations for government contractors, and the Pension Harmonization
Rule (when made) will require the CAS-determined amounts to agree with the ERISA-determined
amounts. Recall also that the DPAP policy letter does not state that ERISA-determined pension costs are
unallowable. As shown above, where a contractor’s minimum pension costs exceed the CAS-determined
amount, DPAP policy only requires contracting officers to contact their ACO and auditor.

Finally, I was disappointed that the DPAP policy letter, as well as the May 1 DCAA audit
guidance, ignored the fact that for some pension plans the PPA applies retroactively. Also ignored was the
issuance by the Financial Accounting Standards Board (FASB) of Statement of Financial Accounting
Standard No. 158, Employers” Accounting for Defined Benefit Pension and Other Postretirement Plans.
Each of these developments make accounting for pension costs more difficult, and are among the many
complexities in this area that any new guidance will need to address.

From my review of the relevant sources, | conclude that the May 1 DCAA audit guidance appears
to conflict with the Pension Protection Act, and is not supported by the DPAP policy letter of December
22, 2006.

* - Peter A. McDonald, attorney-C.P.A., is a director in the Government Contracts practice of RSM
McGladrey in Bethesda, Maryland, and is a member of the BNA Federal Contracts Report editorial
advisory staff.




