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2.5.2 Contract Types
The Procuring Contracting Officer (PCO) selects the contract type for any given procurement, basing his/her decision, in part, on information provided by the Program Office. Understanding both the factors considered in contract type selection and the various flavors of contract types will help Program Offices appreciate a) the importance of providing complete and thorough documentation and b) the possibilities with which you might ultimately procure the supplies or services in your requirement. 
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As discussed in FAR 16.104, the PCO considers many factors when selecting and negotiating contract types: 
(a) Price competition. Normally, effective price competition results in realistic pricing, and a fixed-price contract is ordinarily in the Government's interest. 

(b) Price analysis. Price analysis, with or without competition, may provide a basis for selecting the contract type. The degree to which price analysis can provide a realistic pricing standard should be carefully considered. 

(c) Cost analysis. In the absence of effective price competition and if price analysis is not sufficient, the cost estimates of the offeror and the Government provide the bases for negotiating contract pricing arrangements. It is essential that the uncertainties involved in performance and their possible impact upon costs be identified and evaluated, so that a contract type that places a reasonable degree of cost responsibility upon the contractor can be negotiated. 

(d) Type and complexity of the requirement. Complex requirements, particularly those unique to the Government, usually result in greater risk assumption by the Government. This is especially true for complex research and development contracts, when performance uncertainties or the likelihood of changes makes it difficult to estimate performance costs in advance. As a requirement recurs or as quantity production begins, the cost risk should shift to the contractor, and a fixed-price contract should be considered. 

(e) Urgency of the requirement. If urgency is a primary factor, the Government may choose to assume a greater proportion of risk or it may offer incentives to ensure timely contract performance. 

(f) Period of performance or length of production run. In times of economic uncertainty, contracts extending over a relatively long period may require economic price adjustment terms. 

(g) Contractor's technical capability and financial responsibility.

(h) Adequacy of the contractor's accounting system. Before agreeing on a contract type other than firm-fixed-price, the contracting officer shall ensure that the contractor's accounting system will permit timely development of all necessary cost data in the form required by the proposed contract type. This factor may be critical when the contract type requires price revision while performance is in progress, or when a cost-reimbursement contract is being considered and all current or past experience with the contractor has been on a fixed-price basis. 

(i) Concurrent contracts. If performance under the proposed contract involves concurrent operations under other contracts, the impact of those contracts, including their pricing arrangements, should be considered. 

(j) Extent and nature of proposed subcontracting. If the contractor proposes extensive subcontracting, a contract type reflecting the actual risks to the prime contractor should be selected. 

(k) Acquisition history. Contractor risk usually decreases as the requirement is repetitively acquired. Also, product descriptions or descriptions of services to be performed can be defined more clearly. 
The selection of a contract type will also vary according to the specific needs of the Program Office. Successful planning includes forecasting needs to ensure that the resulting procurement(s) will do the following: 
• Support the acquisition mission of the Program Office in a timely manner.
• Support the financial objectives and availability of budgeted funds.
• Adhere to the appropriate laws and regulations.
• Identify acceptable risks and tradeoffs.
What are the most commonly used contract types? CMPG 2.5.2.2 explains Fixed Price and Cost Reimbursement Contracts. To explore other contract types, including Indefinite Delivery, Time-and-Materials, and Letter Contracts, visit CMPG 2.5.2.3. And to gain an understanding of Basic Ordering Agreements and Other Transactions, visit CMPG 2.5.2.4. 
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A wide selection of contract types is available to the Government to allow for flexibility in accommodating the vast variety and volume of supplies and services that the Government procures. 

Basic contract types are grouped into two broad categories: Fixed Price (FAR 16.2) and Cost Reimbursement (FAR 16.3). Within these categories, specific contract types vary according to (a) the degree and timing of the responsibility assumed by the contractor for the costs of performance and (b) the amount and nature of the profit incentive offered to the contractor for achieving or exceeding specified standards or goals. (FAR 16.4).

FIXED PRICE (FP) CONTRACTS 

Explanation: The Government agrees to pay a fixed amount for a product or service. 

Use When: 

•    Requirements and specifications are reasonably well defined. 

•    Contractors are experienced in meeting the requirement. 

General Advantages: 

•    Provides maximum incentive for the contractor to control costs and perform effectively. 

•    Ensures that all costs and resulting profit or loss are the full responsibility and risk of the contractor. 

Disadvantages: 

•    Must have a reasonably definitive functional or detailed specification package. 

•    Proposed prices may contain pricing for unknown risks. 

•    May scare off potential offerors who do not want to assume the risk of cost overruns. 

•    Full funding is required. 

Varieties of Fixed Price Contracts: 

•    Firm Fixed Price (FFP) - The most common of the FP contracts. Provides a firm fixed price that includes profit for each line item or grouping of line items. 

•    Fixed Price Incentive (FPI) - Contains a ceiling price, target cost, target profit, and a profit sharing formula that motivates the contractor to control costs and meet stated objectives. Use when labor or material requirements are moderately uncertain, such as in the production of a major system based on a prototype. 

•    Fixed Price Award Fee (FPAF) - A firm fixed price with standards for evaluating performance and procedures for calculating a fee based on performance against the standards. A typical application would be for installation support services. 

•    Fixed Price Economic Price Adjustment (FP-EPA) - Provides for upward and downward revision of the stated contract price upon the occurrence of specified contingencies within the areas of established prices, actual costs of labor/material, or cost indexes of labor/material. Use when the stability of the market or labor conditions during an extended period of performance is uncertain and contingencies that would otherwise be included in the contract price can be identified and covered separately in the contract. 

•    Fixed Price Level of Effort (FP-LOE) - The Government agrees to pay a fixed dollar amount for a specified level of effort over a stated period of time. Suitable for investigation or study in a specific research and development area. 

•    Fixed Price Award Term (FPAT) - Rewards a contractor for excellent performance by extending the term of the contract; poor performance may result in a deduction(s) to contract period. 
o Use when requirements will remain stable and extend five years or more and sufficient competition exists.
o Advantages: Can be used in combination with other contract incentives and types; potentially fosters strong long-term working relationships with contractors who demonstrate good performance. 
COST REIMBURSEMENT (CR) CONTRACTS

Explanation: The Government pays for allowable costs incurred, to the extent prescribed in the contract, usually with some type of profit arrangement. 

Use When: A fixed-price type contract is inappropriate due to the immaturity of the product or uncertainties in the nature of the work required. 

Advantages: 

•    Does not require firm Specifications. 

•    Can be incrementally funded. 

Disadvantages: 

•    No real incentive for the contractor to control costs. 

•    Government assumes risk of cost overruns. 

•    Typically requires more Government oversight or involvement than fixed-price type contracts. 

Varieties of Cost Contracts: 

•    Cost Plus Fixed Fee (CPFF) - Negotiated fee fixed at inception of contract. 

•    Cost Plus Incentive Fee (CPIF) - Initial negotiated fee to be adjusted later by a formula that relates total costs to total target cost. Contractor is incentivized to control costs and meet performance objectives to realize a higher fee. 

•    Cost Plus Award Fee (CPAF) - Award fee amounts established at contract award and paid out at periodic intervals based on contractor meeting performance standards (to motivate contractor to achieve excellent performance). 

•    Cost Plus Award Term (CPAT) - Rewards a contractor for excellent performance by extending the term of the contract; poor performance may result in a deduction(s) to contract period. 
o Use when requirements will remain stable and extend five years or more and sufficient competition exists.
o Advantages: Can be used in combination with other contract incentives and types; potentially fosters strong long-term working relationships with contractors who demonstrate good performance. 
Cost Risk and Contract Type 

Cost risk varies in concert with the level of requirements definition. An assessment of this relationship between cost risk and requirements definition will help you identify the preferred contract type for your acquisition. The following figure uses the stages of a major system acquisition to demonstrate how contract type alternatives typically change as contract requirements become better defined and the work needed to complete the contract becomes more certain. 


Contract Type Selection. The following table describes six acquisition situations and the appropriate contract type for each situation.
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INDEFINITE DELIVERY (FAR 16.5)

Explanation: Allows acquisition of supplies and/or services when the exact times and/or exact quantities of future deliveries are not known at the time of contract award. Indefinite-delivery indefinite-quantity (IDIQ) contracts are also known as delivery order contracts or task order contracts. Requires the contracting officer (to the maximum extent possible) to give preference to multiple awards of ID/IQ contracts under a single solicitation, meaning that all multiple awardees must be given a fair opportunity to compete for task orders after contract award unless exception exists.

Use When: 
• Delivery schedule is uncertain. 

• Quantity of supplies or services is uncertain. 

• A minimum and maximum quantity can be identified. 

• A recurring need is anticipated. 

Advantages: 
• Allow the Government to procure an indefinite quantity of supplies or services (within stated limits) during a fixed period. 

• Allow Government stocks to be maintained at minimum levels. 

• Allows flexibility in both quantities and delivery scheduling. 

• Permits ordering of supplies or services after requirements materialize. 

Disadvantage: 
• Program Office must have sufficient funds to obligate the minimum at time of contract award. 

Varieties of Indefinite Delivery Contracts: 
• Definite-Quantity - (FAR 16.502) - Provides for delivery of a definite quantity of specific supplies or services for a fixed period, with deliveries or performance to be scheduled at designated locations upon order. Use when it can be determined in advance that a definite quantity of supplies or services will be required during the contract period and the supplies or services are regularly available or will be available after a short lead time. 

• Indefinite Quantity - (FAR 16.504) -Provide for delivery of an indefinite quantity, within stated limits, of supplies or services during a fixed period. The Government places orders for individual requirements. Quantity limits may be stated as number of units or as dollar values. Contracting officers may use an ID/IQ contract when the Government cannot predetermine, above a specified minimum (which is more than a nominal amount), the precise quantities of supplies or services that the Government will require during the contract period, and it is inadvisable for the Government to commit itself for more than a minimum quantity. Should be used only when a recurring need is anticipated. The contract must also state a reasonable maximum quantity that the contractor may be required to deliver.

TIME-AND-MATERIALS (T&M) (FAR 16.602) 

Explanation: Provides for acquiring supplies or services on the basis of direct labor hours at specified fixed hourly rates that include wages, overhead, general and administrative expenses, and profit; and materials at cost, including, if appropriate, material handling costs. 

Use ONLY When: It is not possible at the time of placing the contract to estimate accurately the extent or duration of the work or to anticipate costs with any reasonable degree of confidence. Advantages: Provides for the delivery of services at fixed hourly rates and for materials at cost (although a material handling fee may be applied). 

Disadvantages: Least desirable of all cost vehicles, as it provides no positive profit incentive to the contractor for cost control or labor efficiency; therefore, appropriate Government surveillance of contractor performance is required to give reasonable assurance that efficient methods and effective cost controls are being used. In addition, there is no guarantee that appropriate staffing levels will match fixed rates. 

Varieties of T&M Contracts: 

• Labor-hour - Materials are not supplied by the contractor.

LETTER (FAR 16.603)

Explanation: Written preliminary contractual instrument that authorizes the contractor to begin immediately manufacturing supplies or performing services. A Letter Contract is considered to be an undefinitized contract action for which price has not been agreed upon before performance has begun..

Use When: The Government's interests demand that the contractor be given a binding commitment so that work can start immediately and negotiating a definitive contract is not possible in sufficient time to meet the requirement. Should be as complete and definite as feasible under the circumstances. 

A Letter Contract can be used only after the Head of the Contracting Activity or designee determines in writing that no other contract is suitable. Letter Contracts shall not commit the Government to a definitive contract over the funds available at execution; be entered into without competition when competition is required by FAR 6; or be amended to add a new requirement. 

Advantages: Allows contractor to begin work immediately. Minimum documentation necessary for the Letter Contract are:

• Business Clearance Memorandum (BCM) 
• Head of Contracting Activity statement that no other contract is suitable
• Statement of Urgency Impact
• Funding Document

Disadvantages: 
• Schedule must provide for definitization of the contract within 180 days after the date of the letter contract or before completion of 40 percent of the work to be performed, whichever occurs first. 

• Cannot be used unless SPAWAR 02/02A concurs.

For additional guidance on policies and procedures for using a Letter Contract and for a sample template, please visit the SCPPM document Letter Contracts. 
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BASIC ORDERING AGREEMENT (BOA) (FAR 16.703) 

Explanation: A written instrument of understanding between the Government and a contractor that contains (1) terms and clauses applying to future contracts (orders) between the parties, (2) a description of supplies or services to be provided, and (3) methods for pricing; issuing; and delivering future orders under the BOA. 

Use When: You need to expedite contracting for uncertain requirements or when specific items, quantities, and prices are unknown at the time of agreement execution, yet you anticipate the purchase of a substantial number of the requirements listed in the agreement from the contractor. 

Advantages: May reduce administrative lead-time, inventory investment, and inventory obsolescence due to design changes.

Disadvantage: Requires the issuance of a J&A prior to issuing an order.

OTHER TRANSACTIONS FOR PROTOTYPES

Explanation: It is the policy of SPAWAR to encourage and foster aggressive use of the authority first granted by Congress in 1996 for military Service Secretaries to use "other transactions" (OTs) to enter into prototype projects. 

Use When: OTs may be used for basic, applied, advanced research and prototype projects when it has been determined that it is in the Government's best interest to enter into an agreement that is not a contract, grant, or cooperative agreement. 

Advantages: The OT is a non-FAR-covered contract. It is a highly flexible business tool, use of which requires application of astute business acumen to ensure smarter, more efficient acquisition of prototype systems for the Department of Defense. 

Disadvantages: Requires a minimum of at least one nontraditional defense contractor participating to a significant extent in the prototype project OR a cost sharing arrangement requiring that at least one-third of the cost of the OT come from non-Federal sources.

See SCPPM document Other Transactions (Prototypes) for further information, including SPAWAR policy and procedures, hyperlinks, approval levels, and a sample Determination and Findings (D&Fs) document. Also, see CMPG 2.6.3 for more information regarding D&Fs. 
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