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The Federal government obligated about $7.642 billion on time-and-materials contracts in Fiscal Year 2002, according to the Federal Procurement Data System’s annual report for that year.
 While this is a small part of the $234.9 billion in total obligations in that fiscal year, it is not an inconsequential amount, especially not to persons who are critical of the growing popularity of time-and-materials contracts. The use of time-and-materials contracts by government agencies has long been controversial because they are considered to be extremely disadvantageous to the buyer, and some government officials and critics of government contracting have opposed any measure that would lead to greater use of them.
 Nevertheless, the Services Acquisition Reform Act of 2003 (SARA), which was signed into law on November 24, 2003, authorizes agencies to use time-and-materials contracts for the acquisition of commercial services, so their use will undoubtedly increase.

In order to implement SARA, the FAR Council must revise Federal Acquisition Regulation (FAR) Part 12, and provide guidance about the use of time-and-materials contracts in the acquisition of commercial services.
 Time-and-materials contracts are common in the commercial sector. A search for “time and materials” at Google.com produced approximately 112,000 hits, and a review of the first 25 pages of hits showed that the majority were commercial websites. Descriptions of commercial uses included mainly short-term acquisitions of services such as equipment maintenance and repair, home remodeling and repair, software development and support, information technology system maintenance, and consulting. 

My purpose in writing this article is to consider some of the issues associated with time-and-materials pricing and to analyze the government’s payment terms for time-and-materials contracts, as set forth in FAR § 52.232-7, Payments under Time-and-Materials and Labor-Hour Contracts (Dec 2002). I believe that the current policy about time-and-materials contracts, as set forth in the payment clause and in FAR § 16.601, reflects an out-of-date paradigm — the acquisition of services to perform short-term (days, weeks or a few months), simple (single task), small scale (few workers), blue collar projects, or consulting services, in which subcontractors play relatively minor roles. Today, a time-and-materials contract might be for long-term (one to five years), complex (many functions and tasks), large scale (many workers), white collar services that require a contractor to keep a full-time workforce at the government’s disposal and in which subcontractors perform significant portions of the principal contract work. I believe that the time-and-materials payment clause is maladapted to this modern paradigm and that its terms are needlessly complex and often obscure. Finally, I believe that the FAR Councils should consider revising the clause to make it simpler, clearer and better suited to modern uses, and that it should also consider providing more extensive guidance to contracting officers about the negotiation and management of time-and-materials contracts.
I. Time-and-Materials Contracts Generally

Federal agencies use time-and-materials contracts to buy a wide variety of services. A search of synopses posted at FedBizOpps
 which was conducted on December 27, 2003, produced 12 pages of announcements for both competitive and sole source acquisitions in which agencies plan to use a time-and-materials contract or a combination time-and-materials and fixed-price or cost-reimbursement contract. Many agencies plan to award indefinite-delivery-indefinite-quantity contracts that will provide for the issuance of time-and-materials task orders.

It is unlikely that anyone has identified the first acquisition in which a government agency used a time-and-materials contract, but government agencies have used them in one form or another for a very long time. Time-and-materials pricing is a practical solution to the problem of pricing jobs like equipment repairs when the nature and extent of the needed repairs are unknown. The customer agrees to pay the contractor by the hour to find out what is wrong and to fix it, but tells the contractor not to spend more than a certain amount without prior approval. The Armed Services Procurement Regulation Manual for Contract Pricing, Edition of 15 September 1975, explained the use of time-and-materials contracts in the following passage:

This arrangement is designed for situations where the amount or duration of work cannot be predicted and, as a result, where the costs cannot be estimated realistically. These are the conditions under which we sometimes buy repair and overhaul services, situations where you cannot predict with confidence the condition of items to be repaired.

A college textbook about purchasing in the commercial sector describes the time-and-materials contract as follows:

In certain types of contracts, such as those calling for repairs to machinery, the precise work to be done cannot be predicted in advance. For instance, it cannot be known exactly what must be done to a large malfunctioning pump aboard a ship until it is opened and examined. Perhaps only a new gasket is required to put it in good working order. On the other hand, its impeller could require a major job of balancing and realignment. The time and materials contract is one method of pricing this type of work. Under this type of contract, the parties agree on a fixed rate per labor hour that includes overhead and profit, with materials supplied at cost… A variation of the time and materials contract type of contract is the labor-hour contract. In this type of contract, materials are not supplied by the seller; however, other costs are agreed to as in time and materials contracts.

The Department of Defense Contract Pricing Reference Guides describe the “typical application” of a time-and-materials contract as “Emergency repairs to heating plants and aircraft engines.”

Those descriptions reflect the long-standing paradigm for the use of time-and-materials contracts: relatively short-term, single task, small scale blue collar jobs in which the nature and extent of the work are unknown; and short-term consulting.
 However, present-day use by government agencies includes a much broader spectrum of services. Recent examples of acquisitions in which agencies plan to use time-and-materials contracts include: depot level maintenance, overhaul and field support; information technology support for laboratory and clinical research; maintenance and support of a data warehousing and business intelligence information system; program management support; design, development and pilot testing of training courses; power transformer test, inspection and repair; engineering design and system evaluation; construction management; operations and maintenance of test sites; management of fuel storage tanks; architect-engineer services; refurbishing, transporting, installing, testing, and maintenance of meteorological monitoring equipment; office administrative support; system engineering; tree trimming; pre-system development and demonstration for a tactical radio; software maintenance; demonstration testbed support; and development of survey questionnaires.
The list in the preceding paragraph shows that agencies are using time-and-materials contracts to buy a variety of long-term white collar services, which often do not produce tangible outcomes and for which it is often difficult to monitor work progress and quality. The following excerpt from a synopsis recently posted at FedBizOpps shows in more detail the kinds of services for which agencies now use time-and-materials contracts:

The contractor will be expected to carry out program and administrative support to the [agency name deleted] through the provision of personnel, office space, equipment, tools, materials, supervision and other items and services necessary to manage and perform the required tasks… The estimated personnel to carry out this contract for [deleted] include nine management/core staff, 20 administrative assistants, 28 program assistants, and four regional assistants. In addition, the contract will have an option to accommodate other [deleted] buy-ins to obtain the services of up to eight administrative assistants to provide support services. The contract will also include sufficient flexibility for up to 10 additional staff to cover future requirements should [deleted] programs experience an unanticipated increase in funding and/or activity that may create a need for additional administrative and/or program assistants. The contract will also fund space, equipment, supplies and other needs consistent with the personnel LOE. While all staff will need security clearances to enter the [deleted] offices, space and security restrictions allow for only 10 staff to work full-time on-site in [deleted] offices. Other staff will need to be housed off-site within two blocks of [deleted] offices for easy access and availability to carry out required assignments. The period of performance of the resultant contract will be one year with four (4) one year options. The Government anticipates a time and materials contract. 

This contract will require the establishment and maintenance of a workforce of up to 79 employees to perform tasks that will be specified on an ad hoc basis. The employees will work in the government’s offices and at an especially maintained site nearby. This is a relatively large-scale, long-term, multifunction service with a physically dispersed workforce doing many different tasks; efficiency, work progress and work quality will be difficult to monitor.

FAR § 16.601 describes the time-and-materials contract, states its appropriate application, and limits its use. FAR § 16.601(c) (1) says that agencies may use time-and-materials contracts only after a contracting officer has determined “that no other contract type is suitable,” which makes the time-and-materials contract the least preferred of all the contract types described in FAR Part 16. It is the only type for which a contracting officer must execute a determination and findings to justify its use. Thus, cost-reimbursement contracts are preferable to time-and-materials contracts. FAR § 16.601(b)(1) advises agencies that “appropriate Government surveillance of contractor performance is required to give reasonable assurance that efficient methods and effective cost controls are being used.” This is because the time-and-materials contract makes a labor hour a unit of sale, but does not make efficient or successful performance a condition of payment, which is somewhat like agreeing to buy a product whether it works or not.

Three passages in three different paragraphs of the time-and-materials payment clause combine to establish the most troubling features of the contract:

FAR § 52.232-7(a)(1): The amounts [which the government will pay the contractor] shall be computed by multiplying the appropriate hourly rates prescribed in the Schedule by the number of direct labor hours performed. The rates shall include wages, indirect costs, general and administrative expense, and profit. 

FAR § 52/232-7(c): It is estimated that the total cost to the Government for the performance of this contract shall not exceed the ceiling price set forth in the Schedule and the Contractor agrees to make its best efforts to perform the work specified in the Schedule and all obligations under this contract within such ceiling price. 

FAR § 52.232-7(d): [T]he Contractor shall not be obligated to continue performance if to do so would exceed the ceiling price set forth in the Schedule, unless and until the Contracting Officer shall have notified the Contractor in writing that the ceiling price has been increased… . 

These features reward a contractor for inefficiency, since the more hours the contractor sells the more profit it makes and the contractor does not have to complete any work in order to get paid.
 In addition, the inspection clause for time and materials contracts, FAR § 52.246-6, requires that the government pay the contractor at the hourly rates, less profit, for replacing or correcting defective services; and the termination clause, FAR § 52.249-6, Alt. IV, provides that if the contractor is terminated for default the government must pay the contractor at the hourly rates, less profit, for all hours spent in performing defectively.
 

So why would an agency want to pay by the hour for five years of program and administrative support? Because, among other reasons: (1) Time-and-materials pricing is adaptable to a wide variety of service needs and circumstances, which makes it attractive when an agency expects service requirements to emerge on short notice and wants to have a contractor already on hand. (2) Time-and-materials pricing facilitates ad hoc specification of the work as it proceeds, without extensive advance planning, specification, and price negotiation, and without the administrative costs and delays associated with numerous source selections, formal change orders, and supplemental agreements. (3) It does not require as much auditing as cost-reimbursement contracts. 
 In short, time-and-materials pricing is “flexible” and administratively expedient.

II. The Time-and-Materials contract Payment Clause.


FAR § 52.232-7, Payments under Time-and-Material and Labor-Hour Contracts (Dec 2002), has been revised five times since the FAR became effective on April 1, 1984, the most significant revision being the elimination of the “paid cost rule” for subcontracts. The clause begins with the following introductory sentence: “The Government will pay the Contractor as follows upon the submission of invoices or vouchers approved by the Contracting Officer,” which is followed by seven main paragraphs, entitled as follows:
(a) Hourly rate,
(b) Materials and subcontracts,
(c) Total cost,
(d) Ceiling price,
(e) Audit,
(f) Assignment, and

(g) Refunds.
FAR provides two alternate versions of the standard clause, both of which modify paragraph (b), “Materials and subcontracts.” The first alternate is for use in contracts that require the contractor to furnish material that it regularly sells to the general public and the second is for use in labor-hour contracts, under which the contractor is not reimbursed for materials. The rest of this article will focus on paragraphs (a) and (b) of the clause, which pertain to the contract hourly rates and to the terms of reimbursement for materials and subcontracts.

A. Hourly Rates

Paragraph (a) of the payment clause, “Hourly rate,” contains three subparagraphs, the first of which begins as follows:
(a)(1) The amounts shall be computed by multiplying the appropriate hourly rates prescribed in the Schedule by the number of direct labor hours performed. The rates shall include wages, indirect costs, general and administrative expense, and profit. Fractional parts of an hour shall be payable on a prorated basis. 
The rest of paragraph (a) describes invoicing procedures, payment withholding, and overtime charges. “Amounts” refers to the amounts payable to the contractor for its labor. Neither the clause, nor FAR § 2.101, nor FAR § 16.601 define direct labor hour. However, it seems reasonable to define it as a labor hour devoted to a particular contract or task order and to no other.
 The hourly rates include wages, indirect costs and profit; thus an hourly rate is a fixed unit price for an hour of labor.

The term “hourly rate” can mean either a rate for an hour of work performed by a person in a specific labor category or a rate for an hour of work devoted to a specific type of activity. For example, a contract for computer programming might prescribe either an hourly rate for a “computer programmer” or an hourly rate for “computer programming.” The distinction might be contractually significant. If a contract prescribes an hourly rate for a “computer programmer,” and if a person whose job title is “computer programmer” performs for an hour that is properly allocable
 to the contract, then the government must pay the contractor at the hourly rate specified in the contract for a computer programmer, no matter what the person did during the hour. The person may not have done any programming during the hour; he or she may only have listened in during a telephone conference call without saying a word or attended a meeting without participating. Nevertheless, if the hour is allocable to the contract the government must pay the contractor at the hourly rate for a computer programmer. But if the contract prescribes an hourly rate for “computer programming,” then the contractor might be entitled to payment only for hours spent engaged in programming, as defined by the contract.

An hour of labor is a quantity of input to a work process, rather than a quantity of work output.
 However, an hour is not a unit in the sense that every hour performed by a worker is uniform with respect to the kind, amount or quality of the output. A computer programmer may have written code during one hour and attended an unproductive meeting during another, but unless the contract provides otherwise the government must pay the contractor at the same rate for both activities. A programmer may have been highly productive during one hour and entirely unproductive during another, but the government must pay the contractor at the prescribed hourly rate for both hours. Two computer programmers may have written code, one for a more important and difficult software module than the other, but the government must pay the contractor at the same rate for both programmers. Two computer programmers may have written code for similar software modules, but even if one programmer was significantly more productive than the other the government must pay the contractor at the same rate for both programmers. For these reasons, an hourly rate is not necessarily indicative of the nature, amount or quality of the work performed in an hour, and a buyer cannot make sound quality-price tradeoffs and determine best value based on hourly rates.

Labor category rates seem to be the most commonly used type, so direct labor hour usually refers to an hour performed by a person who has a certain job title. A request for proposals (RFP) recently posted at FedBizOpps describes an indefinite-delivery-indefinite-quantity/time-and-materials contract for “anticorruption” services.
 The two-and-one-quarter-page statement of work describes the “typical activities” of the contractor as follows:

Typical activities could include but may not be limited to:

1. Conducting assessments and designing strategic responses to corruption in a country;

2. Conducting service delivery or corruption diagnostic surveys;

3. Advising on how to carry out anti-corruption public education campaigns;

4. Sponsoring investigative journalism workshops and study tours;

5. Holding integrity workshops at the local or national level;

6. Training and provision of information to civil society organizations (CSOs) on advocacy and monitoring, strategic planning, organization, funding or other needs;

7. Training government officials in best practices to limit discretion, improve competition, strengthen accountability, and realign incentives in government institutions;

8. Training to host country officials on oversight, ethics, conflict of interest, disclosure or other anti-corruption related functions;

9. Providing advisory services pertaining to drafting and enforcement of anti-corruption laws; and

10. Assisting in the development of strategies, programs, and activities that optimize linkages between governmental integrity and other sector areas.

The RFP specifies the following eight labor categories for which competing offerors must propose hourly rates: (1) Anti-Corruption Specialist/Public Administration/Social Scientist; (2) Program Development/Implementation/
Monitoring/Reporting Specialist; (3) Financial Management Specialist; (4) Attorney; (5) Training Specialist; (6) Information Technology Specialist; (7) Media/Communications Specialist; and (8) Administrative Support/Grant Administration. The RFP describes the kinds of work to be done by persons in each of the labor categories; for example, the typical duties of an Anti-Corruption Specialist/Public Administration/Social Scientist are to be as follows:

Provides analysis, advice and/or implementation assistance on the subjects of anti-corruption, public administration, privatization, regulatory reform, public procurement, access to information, government ethics regimes, inspector general/ombudsmen offices, complaint mechanisms and whistle-blower protections, open budget processes and financial management, tax and customs administration, legislative oversight, political party financing, corruption surveys and integrity workshops, public-private partnerships to combat corruption, and civic advocacy.

The RFP describes three skill levels for each of the eight labor categories: (a) senior, (b) mid-level, and (c) junior, as described in the table below, which appeared in the RFP.
	Level
	Academic Degree*
	Plus Approximate Years of Relevant** Work Experience
	Including Years of Experience in Int'l Development
	Relevant Regional Experience
	Relevant Language Fluency

	Senior
	PhD
	8
	as specified in task order
	as specified in task order
	as specified in task order

	
	JD/ABD
	10
	
	
	

	
	MS, MA, MBA 
	12
	
	
	

	
	BS, BA
	15
	
	
	

	
	less than Bachelor's
	20
	
	
	

	Mid-level
	PhD
	3
	as specified in task order
	as specified in task order
	as specified in task order

	
	JD/ABD
	5
	
	
	

	
	MS, MA, MBA
	6
	
	
	

	
	BS, BA
	8
	
	
	

	
	less than Bachelor's
	12
	
	
	

	Junior
	PhD
	0
	as specified in task order
	as specified in task order
	as specified in task order

	
	JD/ABD
	0
	
	
	

	
	MS, MA, MBA
	0
	
	
	

	
	BS, BA
	2
	
	
	

	
	less than Bachelor's
	4
	
	
	

	*      Highest degree obtained must be related to work being performed.

**    Relevant Work Experience is required for the levels indicated.


Firms competing for the contract must propose an hourly rate for each skill level within each labor category, thus the contract will contain 24 labor category hourly rates, three for each of the eight main labor categories. The determining factor in distinguishing skill levels is the combination of employee education and experience. This reflects the agency’s apparent belief that capability and productivity are functions of education and experience, and so the price of an hour of labor should be based on a worker’s education and the time he or she has spent engaged in a particular kind of activity in the past. A person with a Ph.D. and eight years of relevant experience is presumed to be more capable and productive than a person with an MS, MA, or MBA and six years of experience. Yet, the RFP does not specify different duties or standards of productivity or output quality for each of the various skill levels.
What is most noteworthy about this RFP and all that are like it is that the government must pay the contractor on the basis of the job title of the employees whose time is being charged to the contract, not on the basis of what the employees did or accomplished during that time. Thus, if a Senior Anti-Corruption Specialist/Public Administration/Social Scientist does anything in an hour that is allocable to the contract — traveling to or from a meeting, waiting for a meeting to begin, looking up telephone numbers, whatever — the government must pay the contractor at the prescribed hourly rate, including the same rate of profit. It follows that an hourly rate does not necessarily reflect the nature, amount, or quality of the output that a contractor has produced or will produce during any particular hour.

Another concern about hourly rate pricing is that the contractor might pay the various employees in a given labor category higher or lower wages and benefits depending on their seniority or other qualifications. If so, a contractor can economize to its own benefit by using the lower-paid employees whenever possible. The Armed Services Procurement Regulation Manual for Contract Pricing, Edition of 15 September 1975, warned of this possibility on page 2C26, as follows:

T-M also may be abused if the contractor uses lower graded labor than was priced-out in the hourly rate. This may benefit the contractor in two ways. One, it gives him a favorable differential in rates. Two, less skilled laborers may take more hours to do the job.

The Armed Services Pricing Manual (1986), Volume 1, contained the identical warning on page 1-30.

An alternative approach to establishing hourly rates would be to link them to activities instead of labor categories. Activity rates might, for example, provide for payment at a higher rate for an hour spent writing software code than for an hour spent in a meeting, traveling, or performing routine administrative tasks. This might be accomplished by varying the amount of profit included in the rates. A limited example of this approach can be found in a time-and-materials contract for consulting services awarded by the Codes and Standards Technology Institute of the American Society of Mechanical Engineers (ASME). It provided for the payment of different rates for hours of technical work than for hours spent traveling, as follows:

Fees. For all services to be rendered by the Independent Consultant to ASME, as required by ASME, the Independent Consultant will receive fees as follows: the Independent Consultant’s fee for Committee Support Services shall be $<hourly rate> per hour. The Independent Consultant shall be paid fees for time spent traveling from the airport nearest his residence to his destination. The Independent Consultant’s fee for travel and layover time shall be $<travel rate> per hour. The maximum travel time that may be charged in any twenty-four hour period shall not exceed eight hours.

This approach might be too unwieldy for use in multi-activity contracts, and it would not solve the problem of indeterminate productivity. There is no easy solution to the problem of hourly rate input pricing.
Hourly rate pricing should enable a contractor to recover the cost of an hour of labor and to earn a profit at the cost-volume-profit breakeven point, but it cannot guarantee that the customer will receive value commensurate with its investment. Worse, it puts the contractor in the business of selling hours to make a profit without having to complete any task or deliver any work product, and cost-volume-profit analysis shows that after reaching the breakeven point a contractor will increase its profit with each additional hour that it sells and that after selling a certain number of hours the contractor could actually increase its rate of profit.
 Since a time-and-materials contract demands only a contractor’s “best efforts” and rewards it for inefficiency, hourly rate pricing is highly risky to the customer. Any assertion that a time-and-materials contract is less risky than a cost-reimbursement contract because the hourly rates are fixed simply will not bear scrutiny.
B. Materials and Subcontracts

Paragraph (b) of the time-and-materials payment clause, “Materials and Subcontracts,” 
 contains five subparagraphs. A close reading of paragraph (b) raises some interesting questions about its proper interpretation. The paragraph seems simple and clear at first glance, but it is actually complex and more than a little befuddling, and even several readings leave the reader uncertain as to its proper meaning.
Paragraphs (b)(1) and (b)(2) of the payment clause read as follows:

(1) The Contracting Officer will determine allowable costs of direct materials in accordance with Subpart 31.2 of the Federal Acquisition Regulation (FAR) in effect on the date of this contract. Direct materials, as used in this clause, are those materials that enter directly into the end product, or that are used or consumed directly in connection with the furnishing of the end product.

(2) The Contractor may include reasonable and allocable material handling costs in the charge for material to the extent they are clearly excluded from the hourly rate. Material handling costs are comprised of indirect costs, including, when appropriate, general and administrative expense allocated to direct materials in accordance with the Contractor's usual accounting practices consistent with Subpart 31.2 of the FAR. 

Note that those paragraphs do not say that the government will reimburse the contractor for the costs of direct materials; that intention is only implicit.

Paragraph (b)(1) explains that the government will determine the allowability of the costs of direct materials in accordance with FAR Subpart 31.2 and that  direct materials are materials that enter directly into the end product or are used or consumed during performance, but neither the clause nor FAR § 2.101 defines materials. FAR § 31.205-26, which prescribes rules for the allowability of “material costs,” provides as follows:
Material costs include the costs of such items as raw materials, parts, sub-assemblies, components, and manufacturing supplies, whether purchased or manufactured by the contractor, and may include such collateral items as inbound transportation and intransit insurance.

Paragraph (b)(2) explains that the government will also determine the allowability of material handling costs in accordance with FAR Subpart 31.2 and that material handling costs are indirect costs. Note that neither paragraph (b)(1) nor (b)(2) mentions services.

The next paragraph is (b)(3), which reads as follows:

(3) The Government will reimburse the Contractor for supplies and services purchased directly for the contract when the Contractor— 

(i) Has made payments of cash, checks, or other forms of payment for these purchased supplies or services; or 

(ii) Will make these payments determined due— 

(A) In accordance with the terms and conditions of a subcontract or invoice; and 

(B) Ordinarily within 30 days of the submission of the Contractor's payment request to the Government. 

Note that paragraph (b)(3) uses the word supplies instead of materials. FAR § 2.101 defines supplies as follows:

“Supplies” means all property except land or interest in land. It includes (but is not limited to) public works, buildings, and facilities; ships, floating equipment, and vessels of every character, type, and description, together with parts and accessories, and equipment; machine tools; and the alteration or installation of any of the foregoing.

The reason for and significance of the different terminology in paragraphs (b)(1) and (b)(2) and paragraph (b)(3) are not clear. Do materials and supplies intentionally refer to different things? Is the change in terminology meaningful or inconsequential? After all, if we rely on FAR § 31.205-26 for our understanding of what materials are, then all materials are supplies and some supplies are materials.
 Also, note the first mention of “services.”

It is in paragraph (b)(3) that the clause says for the first time that the government will reimburse the contractor for something. The paragraph says: (1) that the government will reimburse the contractor “for supplies and services purchased directly for the contract,” and (2) that it will do so either when the contractor has paid its subcontractors or when it will pay them in accordance with the terms of the subcontracts or invoices and ordinarily within 30 days from the date that it requests reimbursement. Paragraph (b)(3) does not establish any rule about the allowability of the costs of purchased supplies or services. Thus far, the only statements in the clause about cost allowability are in paragraphs (b)(1) and (b)(2), and pertain to the costs of direct materials and material handling.
Paragraph (b)(4) of the payments clause reads as follows:
(4)(i) The Government will reimburse the Contractor for costs of subcontracts that are authorized under the subcontracts clause of this contract, provided that the costs are consistent with paragraph (b)(5) of this clause. 

(ii) The Government will limit reimbursable costs in connection with subcontracts to the amounts paid for supplies and services purchased directly for the contract when the Contractor has made or will make payments determined due of cash, checks, or other forms of payment to the subcontractor— 

(A) In accordance with the terms and conditions of a subcontract or invoice; and 

(B) Ordinarily within 30 days of the submission of the Contractor's payment request to the Government. 

(iii) The Government will not reimburse the Contractor for any costs arising from the letting, administration, or supervision of performance of the subcontract, if the costs are included in the hourly rates payable under paragraph (a)(1) of this clause. 

FAR § 44.101 and the subcontracts clause for time-and-material contracts, FAR § 52.244-2, Subcontracts (August 1998), define subcontract as follows:

Subcontract means any contract as defined in Subpart 2.1 entered into by a subcontractor to furnish supplies or services for performance of a prime contract or a subcontract. It includes but is not limited to purchase orders, and changes and modifications to purchase orders.

Paragraph (b)(4)(i) instructs the contractor to follow the purchasing policies and procedures described in paragraph (b)(5) if it wants to be reimbursed for subcontracts authorized by the government. Paragraph (b)(5) reads as follows:

(5) To the extent able, the Contractor shall—

(i) Obtain materials at the most advantageous prices available with due regard to securing prompt delivery of satisfactory materials; and 

(ii) Take all cash and trade discounts, rebates, allowances, credits, salvage, commissions, and other benefits. When unable to take advantage of the benefits, the Contractor shall promptly notify the Contracting Officer and give the reasons. The Contractor shall give credit to the Government for cash and trade discounts, rebates, scrap, commissions, and other amounts that have accrued to the benefit of the Contractor, or would have accrued except for the fault or neglect of the Contractor. The Contractor shall not deduct from gross costs the benefits lost without fault or neglect on the part of the Contractor, or lost through fault of the Government. 

Note that according to paragraph (b)(4)(i) paragraph (b)(5) does not apply to all subcontracts, but only to subcontracts “authorized under the subcontracts clause of this contract.”

The subcontracts clause for time-and-materials contracts requires authorization (i.e. “consent”) of subcontracts as follows:
(d) If the Contractor does not have an approved purchasing system, consent to subcontract is required for any subcontract that— 

(1) Is of the cost-reimbursement, time-and-materials, or labor-hour type; or 

(2) Is fixed-price and exceeds— 

(i) For a contract awarded by the Department of Defense, the Coast Guard, or the National Aeronautics and Space Administration, the greater of the simplified acquisition threshold or 5 percent of the total estimated cost of the contract; or 

(ii) For a contract awarded by a civilian agency other than the Coast Guard and the National Aeronautics and Space Administration, either the simplified acquisition threshold or 5 percent of the total estimated cost of the contract. 

(e) If the Contractor has an approved purchasing system, the Contractor nevertheless shall obtain the Contracting Officer's written consent before placing the following subcontracts: [to be completed by the contracting officer]. 
It is odd that the contractor is not required to follow what are little more than sensible purchasing practices in the negotiation of all subcontracts, and not just subcontracts that require government authorization. One would think that sound policy would require the contractor to always seek the most advantageous prices when buying materials, not just when the subcontract requires authorization, and to always pass the benefit of credits and rebates on to the government. But read paragraph (g) of the payment clause, “Refunds,” which provides as follows:

The Contractor agrees that any refunds, rebates, or credits (including any related interest) accruing to or received by the Contractor or any assignee, that arise under the materials portion of this contract and for which the Contractor has received reimbursement, shall be paid by the Contractor to the Government. The Contractor and each assignee, under an assignment entered into under this contract and in effect at the time of final payment under this contract, shall execute and deliver, at the time of and as a condition precedent to final payment under this contract, an assignment to the Government of such refunds, rebates, or credits (including any interest) in form and substance satisfactory to the Contracting Officer.

The main differences between paragraphs (b)(5)(ii) and (g) are that the former requires the contractor to behave in certain ways when negotiating and seeking reimbursement for subcontracts that must be authorized under the subcontracts clause, while the latter requires the contractor to behave in certain ways with regard to all subcontracts after it has been reimbursed and prior to final payment. Paragraph (g) makes the application of paragraph (b)(5) only to authorized subcontracts even more of a mystery. Why not apply the same rules to all subcontracts?
The qualifying phrase in paragraph (b)(4)(i), “authorized under the subcontracts clause of this contract,” does not appear in paragraphs (b)(4)(ii) and (b)(4)(iii). Since the three paragraphs are at the same organizational level within paragraph (b)(4), this should mean that the qualifying phrase does not apply to the subcontracts mentioned in paragraphs (b)(4)(ii) and (b)(4)(iii). Thus, the latter paragraphs apply to all subcontracts, without qualification, and not just to subcontracts authorized under the subcontracts clause. (The alternative to this interpretation would make paragraph (b)(4)(iii), which prohibits duplicate payments, applicable only to authorized subcontracts.
) Since all purchases of supplies or services for a contract are made under subcontracts, according to the definition of subcontract at FAR § 44.101 and in the subcontracts clause, this means that the purchases mentioned in paragraph (b)(3) are subcontracts and that paragraphs (b)(3) and (b)(4)(ii) effectively say the same thing — that the government will reimburse the contractor when the contractor has paid its subcontractors or when it will pay them in accordance with the terms of the subcontracts and ordinarily within 30 from the date that it requests reimbursement. It is not clear why the payments clause states that rule twice, instead of stating it only once in a single paragraph applicable to all subcontracts. 

Summing up with regard to the allowability of the costs of materials and services: Paragraphs (b)(1) and (b)(2) apply FAR Subpart 31.2 to the allowability of the costs of “direct materials” and “materials handling.” Paragraphs (b)(3), (b)(4) and (b)(5) of the payments clause do not state any rule about the allowability of subcontract costs. Paragraph (b)(3) states only that the government will reimburse the contractor for purchases of “supplies” and “services” and the point in time at which it will do so. Paragraph (b)(4)(i) instructs the contractor to follow certain purchasing practices with respect to subcontracts authorized pursuant to the subcontracts clause; paragraph (b)(4)(ii) states that the government will limit reimbursements for subcontracts to amounts that have been paid or that will be paid shortly in accordance with subcontract terms; and paragraph (b)(4)(iii) says that the government will not reimburse the contractor for certain costs twice. Paragraph (b)(5) commands the contractor to behave in certain ways when awarding subcontracts authorized under the subcontracts clause, but does not state any rule about cost allowability. Paragraph (d), “Ceiling price,” says that if the government increases the contract ceiling price, then amounts incurred in excess of the ceiling price before it was increased will be allowable. Paragraphs (a), (c) (e), (f) and (g) are silent about the allowability of the costs of materials and services. Thus the only rules in the clause about cost allowability are in paragraphs (b)(1) and (b)(2), which apply to direct materials and to material handling costs, but which are silent about the costs of services. So, what about the allowability of the costs of services? The clause is silent in that regard, unless services are to be considered “direct materials.” Does the apparent silence of the clause mean that FAR Subpart 31.2 does not govern the allowability of the costs of services and that there are no limits to the allowability of such costs other than that they must be purchased “directly” for the contract?
 If so, why is that the case? Historical analysis might cast some light on what seems to be a mystery. 
If the old paradigm described at the beginning of this article does in fact reflect the main uses of time-and-materials contracts in the past, then it is likely that there was not as much subcontracting for services under time-and-materials contracts in the past as in the present, especially not for the performance of principle parts of the contract work.
 In this regard it is interesting to note that paragraph (b) of the February 1997 version of the time-and-materials payment clause had read as follows: 
(b)(1) Allowable costs of direct materials shall be determined by the Contracting Officer in accordance with Subpart 31.2 of the Federal Acquisition Regulation (FAR) in effect on the date of this contract. Reasonable and allocable material handling costs may be included in the charge for material to the extent they are clearly excluded from the hourly rate. Material handling costs are comprised of indirect costs, including, when appropriate, general and administrative expense allocated to direct materials in accordance with the Contractor's usual accounting practices consistent with Subpart 31.2 of the FAR. The Contractor shall be reimbursed for items and services purchased directly for the contract only when cash, checks, or other forms of actual payment have been made for such purchased items or services. Direct materials, as used in this clause, are those materials which enter directly into the end product, or which are used or consumed directly in connection with the furnishing of the end product.

(b)(2) The cost of subcontracts that are authorized under the subcontracts clause of this contract shall be reimbursable costs under this clause; provided, that the costs are consistent with subparagraph (b)(3) of this section. Reimbursable costs in connection with subcontracts shall be limited to the amounts paid to the subcontractor for items and services purchased directly for the contract only when cash, checks, or other form of payment has been made for such purchased items or services; however, this requirement shall not apply to a Contractor that is a small business concern. Reimbursable costs shall not include any costs arising from the letting, administration or supervision of performance of the subcontract, if the costs are included in the hourly rates payable under (a)(1) of this section.

(b)(3) To the extent able, the Contractor shall—

(i) Obtain materials at the most advantageous prices available with due regard to securing prompt delivery of satisfactory materials; and 

(ii) Take all cash and trade discounts, rebates, allowances, credits, salvage, commissions, and other benefits. When unable to take advantage of the benefits, the Contractor shall promptly notify the Contracting Officer and give the reasons. Credit shall be given to the Government for cash and trade discounts, rebates, allowances, credits, salvage, the value of any appreciable scrap, commissions, and other amounts that have accrued to the benefit of the Contractor, or would have accrued except for the fault or neglect of the Contractor. The benefits lost without fault or neglect on the part of the Contractor, or lost through fault of the Government, shall not be deducted from gross costs. 

Note that in paragraph (b)(1) of the February 1997 payment clause the sentence in which the phrase "items and services" appears is squeezed in between two sentences that discuss only materials. Perhaps under the old paradigm for time-and-materials contracts most subcontracts for services were for tasks such as valve jobs for engine overhauls and other parts refurbishments, which were best done by machine shops that specialized in such work. Such purchases might have been considered tantamount to remanufacturing. Thus, it is conceivable that “materials,” as used in the February 1997 version of the clause, encompassed both “items and services.” Maybe the authors of older version of the clause had simply lumped “services” in with “items” as “materials,” and FAR Subpart 31.2 applied to the costs of both. Note, too, that the function of the “items and services” sentence was to say that the government would reimburse the contractor for “items and services,” but that it would do so only after the contractor had paid for them, a condition known as the “paid cost rule.” The February 1997 clause did not say that the government would reimburse the contractor for the costs of “direct materials” or “materials,” only for the costs of “items and services.” The “items and services” sentence said nothing about cost allowability.
Paragraph (b)(2) of the February 1997 payment clause pertained only to “subcontracts that are authorized under the subcontracts clause…,” not all subcontracts. It established four rules for authorized subcontracts: First, it said that the costs of such subcontracts would be reimbursable. Second, it applied the paid cost rule to the subcontract costs, thereby limiting the amount that the government would have to pay to the amounts that the contractor had actually paid to its subcontractors, but provided that small business contractors were exempt from that rule. Third, by reference to paragraph (b)(3) it required the contractor to get the best prices that it could and to take advantage of any rebates, credits and such and pass them on to the government. And fourth, it told the contractor that the government would not pay twice for the administrative costs of subcontracting. Like the sentence about “items and services” in paragraph (b)(1), paragraph (b)(2) did not prescribe any rule about cost allowability. Thus, the only rule about cost allowability in paragraph (b) of the February 1997 clause was in paragraph (b)(1), which made FAR Subpart 31.2 applicable to the costs of direct materials and materials handling.
Federal Acquisition Circular (FAC) 97-16, issued on March 27, 2000, revised paragraph (b) of the February 1997 payment clause in order to make the paid cost rule inapplicable to reimbursements for subcontracts authorized under the subcontracts clause.
 It reorganized paragraph (b) of the February 1997 clause into the five subparagraphs which we know today, and read as follows:

(b) Materials and subcontracts. (1) The Contracting Officer will determine allowable costs of direct materials in accordance with Subpart 31.2 of the Federal Acquisition Regulation (FAR) in effect on the date of this contract. Direct materials, as used in this clause, are those materials that enter directly into the end product, or that are used or consumed directly in connection with the furnishing of the end product. 

(2) The Contractor may include reasonable and allocable material handling costs in the charge for material to the extent they are clearly excluded from the hourly rate. Material handling costs are comprised of indirect costs, including, when appropriate, general and administrative expense allocated to direct materials in accordance with the Contractor's usual accounting practices consistent with Subpart 31.2 of the FAR. 

(3) The Government will reimburse the Contractor for items and services purchased directly for the contract only when payments of cash, checks, or other forms of payment have been made for such purchased items or services. 

(4)(i) The Government will reimburse the Contractor for costs of subcontracts that are authorized under the subcontracts clause of this contract, provided that the costs are consistent with paragraph (b)(5) of this clause. 

(ii) The Government will limit reimbursable costs in connection with subcontracts to the amounts paid for items and services purchased directly for the contract only when the Contractor has made or will make payments of cash, checks, or other forms of payment to the subcontractor-- 

(A) In accordance with the terms and conditions of a subcontract or invoice; and 

(B) Ordinarily prior to the submission of the Contractor's next payment request to the Government. 

(iii) The Government will not reimburse the Contractor for any costs arising from the letting, administration, or supervision of performance of the subcontract, if the costs are included in the hourly rates payable under paragraph (a)(1) of this clause. 

(5) To the extent able, the Contractor shall— 

(i) Obtain materials at the most advantageous prices available with due regard to securing prompt delivery of satisfactory materials; and 

(ii) Take all cash and trade discounts, rebates, allowances, credits, salvage, commissions, and other benefits. When unable to take advantage of the benefits, the Contractor shall promptly notify the Contracting Officer and give the reasons. The Contractor shall give credit to the Government for cash and trade discounts, rebates, scrap, commissions, and other amounts that have accrued to the benefit of the Contractor, or would have accrued except for the fault or neglect of the Contractor. The Contractor shall not deduct from gross costs the benefits lost without fault or neglect on the part of the Contractor, or lost through fault of the Government. 

This revision moved the “items and services” sentence which had been in paragraph (b)(1) of the February 1997 clause to a new paragraph (b)(3). Under the new paragraph (b)(3) the paid cost rule still applied to subcontracts that did not require government authorization (“items and services purchased’), but the new paragraph, (b)(4)(ii) made the rule inapplicable to authorized subcontracts. The new paragraphs (b)(3) and (b)(4) did not establish any rule about cost allowability. On September 18, 2000, the FAR Council announced that the failure to make the paid cost rule inapplicable to reimbursements for all subcontracts had been inadvertent, and proposed a rule to “completely” eliminate the paid cost rule and to add the 30 day payment requirement that we now see in paragraphs (b)(3) (ii)(A) and (b)(4)(ii)(A).
 FAC 2001-10 finalized the proposed rule on November 22, 2002.
 It further changed paragraph (b)(3) by replacing the word items with supplies.
Is it possible that the current paragraph (b) obscures what seems to have been clearer in the February 1997 version of the clause — that “direct materials” included both “items” (supplies) and “services”? If so, then perhaps the reference to “direct materials” in paragraph (b)(1) of the current clause is meant to encompass both “supplies” and “services,” and so FAR Subpart 31.2 governs the allowability of the costs of both. This is admittedly speculative and may be wrong. It may be that the FAR Council consciously decided to make FAR Subpart 31.2 inapplicable to the costs of subcontracted (purchased) services. It is clear that the plain text of the current payment clause does not apply FAR Subpart 31.2 to the allowability of the costs of purchased/subcontracted services.
But wait, there is a twist: The various rules about cost allowability are in FAR Part 31 — Contract Cost Principles and Procedures. FAR § 31.000, “Scope of part,” says:

This part contains cost principles and procedures for—

(a) The pricing of contracts, subcontracts, and modifications to contracts and subcontracts whenever cost analysis is performed (see 15.404-1(c)); and

(b) The determination, negotiation, or allowance of costs when required by a contract clause.

Thus FAR § 31.000 (b) covers the “materials and subcontracts” portion of time-and-materials contracts — paragraph (b) of the time-and-materials payment clause. Continuing to read in FAR Part 31, § 31.103, “Contracts with commercial organizations,” provides as follows:
This category includes all contracts and contract modifications for supplies, services, or experimental, developmental, or research work negotiated with organizations other than educational institutions (see 31.104), construction and architect-engineer contracts (see 31.105), State and local governments (see 31.107) and nonprofit organizations (see 31.108) on the basis of cost.
(a) The cost principles and procedures in Subpart 31.2 and agency supplements shall be used in pricing negotiated supply, service, experimental, developmental, and research contracts and contract modifications with commercial organizations whenever cost analysis is performed as required by 15.404-1(c). 

(b) In addition, the contracting officer shall incorporate the cost principles and procedures in Subpart 31.2 and agency supplements by reference in contracts with commercial organizations as the basis for- 

(1) Determining reimbursable costs under— 

(i) Cost-reimbursement contracts and cost-reimbursement subcontracts under these contracts performed by commercial organizations and 

(ii) The cost-reimbursement portion of time-and-materials contracts except when material is priced on a basis other than at cost (see 16.601(b)(3)); 

(2) Negotiating indirect cost rates (see Subpart 42.7); 

(3) Proposing, negotiating, or determining costs under terminated contracts (see 49.103 and 49.113); 

(4) Price revision of fixed-price incentive contracts (see 16.204 and 16.403); 

(5) Price redetermination of price redetermination contracts (see 16.205 and 16.206); and 

(6) Pricing changes and other contract modifications. 

Thus, FAR § 31.103(b)(1)(ii) commands contracting officers to incorporate FAR Subpart 31.2 and agency supplements into contracts as the basis for determining reimbursable costs under the cost reimbursement portion of a time-and-materials contract. Presumably, this is done by including a clause to that effect in the contract. If the reimbursements described in paragraph (b) of the time-and-materials contract payment clause constitute the “cost-reimbursement portion” of a time-and-materials contract, then a contracting officer’s compliance with FAR § 31.103(b)(1)(ii) will make FAR Subpart 31.2 applicable to the allowability of the costs of services purchased for the contract, even though the payment clause itself does not.
 But an examination of several RFPs for time-and-materials contracts that were recently posted to FedBizOpps revealed that none of them included a clause that incorporates FAR Subpart 31.2 into the contract as the basis for determining cost allowability under the cost-reimbursement portion of the contract.
 Moreover, I was unable to find any standard clause in agency FAR supplements for that purpose.
III. Paying for subcontracted services—
Questions and Confusion

In addition to the question about the applicability of FAR Subpart 31.2 to the costs of subcontracted services, another question about the proper interpretation of the time-and-materials payment clause is whether the contractor may bill the government for subcontractor labor at the hourly rates prescribed for direct labor hours or may seek only reimbursement for those costs, without a profit allowance for the contractor. This question is sometimes put as whether or not the contractor is entitled to profit on subcontractor performance. Paragraph (a) of the payment clause, “Hourly rates,” does not mention subcontracts, but an hour of labor performed by a subcontractor directly for the contract is a direct labor hour and nothing in paragraph (a) expressly limits payment at the hourly rates to hours performed by the contractor’s own employees. 
The only mentions of subcontracts in the payment clause are in paragraphs (b)(3) and (b)(4), which speak of “reimbursement” for the costs of services purchased directly for the contract and for the costs of subcontracts for services. This would seem to bar payment for subcontract labor at the prescribed hourly rates. Nevertheless, some persons argue that the references to services in paragraphs (b)(3) and (b)(4) apply only to incidental services and not to services for the performance of principal parts of the contract work. They argue that it makes no sense to pay the contractor at the prescribed hourly rates for work done by its own employees yet insist that the contractor receive only reimbursement at cost for direct labor hours performed by a subcontractor. They say that a direct labor hour is just that, and ask what difference it makes whether a direct labor hour is performed by an employee of the contractor or an employee of a subcontractor. They say that it would be unfair to deprive the contractor of profit on direct labor hours, even if performed by a subcontractor, and they say that reimbursement for subcontract direct labor hours at cost might result in the government paying a higher rate for subcontract work than for work performed by the contractor. Opponents of that view say that the clause expressly provides only for “reimbursement” for the costs of subcontract services and that the prescribed hourly rates apply only to work done by the contractor’s own employees. These persons say that payment for subcontract direct labor hours at the prescribed hourly rates would allow a contractor to subcontract at low fixed prices or at lower rates than the rates prescribed in the contract and then bill the government at the higher prescribed rate, thus making a windfall profit.

The question is not merely academic. A search for “time-and-materials” at the Department of Defense’s Ask A Professor website shows that there is real world uncertainty over this issue.
 The following question was posted to Ask A Professor on September 12, 2001, under the heading “Profit on Subcontractor Labor”
:
The Scenario—

FAR Part 45 appears to define the term “Material” as “property that may be incorporated into or attached to a deliverable end item or that may be consumed or expended in the performance of a contract. The term includes assemblies, components, parts, raw and processed materials, and small tools and supplies that may be consumed in normal use in the performance of a contract.” This definition does not appear to include direct subcontract labor. Therefore, under a Time and Materials Contract, the prohibition against paying profit on material may not apply to direct subcontract labor.

The Question—

In your opinion, under a Time and Material Contract (T&M), do regulations permit a Prime Contractor and Government agency to negotiate fixed billing rates, including Prime Contractor, [sic]profit which can be used as the basis of T&M payments for direct subcontractor labor?

The complete answer was extended and apparently refers to some additional correspondence between the person who asked the question and the professor, but the gist of the professor’s answer was as follows:

The Answer—

No. Rationale: The Government does not pay the Prime Contractor profit on material under a Time and Materials type contract. In a service environment in which the subcontractor's employees performed the required service, the service should be priced out by including the subcontractor's direct and indirect costs plus their profit, and it would be passed through the Prime Contractor for the Prime's overhead costs, but no profit. Otherwise there would be a pyramiding of profit with no value added. Remember that the Contracting Officer had to execute a determination and findings that no other contract type was suitable [FAR 16.601(c)(1)], and that a Time and Materials contract is one of last resorts for the Government, due to the fact that it provides no positive profit incentive to the contractor for cost control or labor efficiency.

Ask A Professor received the following question under the heading, “Time and Material (Profit for subcontractors), on May 31, 2002
:

The Scenario—

I am working on a time and material solicitation. In a sample solicitation that I found, a note is in the solicitation that states. “Any labor which is subcontracted shall be treated as direct labor and will be reimbursed at the fixed labor rates provided in Section B of the basic contract for the year corresponding with the period of performance.”

The Question—

I am confused by the this [sic] statement. It is my understanding that the prime would only be entitled to the actual subcontractors [sic] cost plus overhead, and no profit is permitted. How can we reimburse a prime contractor at the fixed labor rates in the contract for subcontracting? Shouldn’t subcontracting be invoiced separately as Other Direct Costs?

No answer was ever given in response to that question. Ask A Professor received the following question under the heading, “Time and Materials – Profit on Subcontractor Costs,” on May 8, 2003
:
The Scenario—
I have a contract with a schedule of rates for labor categories quoted by a prime. In execution of time and material tasks on this contract, the prime is obtaining labor from subcontractors and billing at the prime labor rates quoted. The subcontractor costs invoiced to the prime in this arrangement are the subcontractor's fully burdened costs. These may be much lower than the prime's quoted rates.
The Question—
Is the Prime entitled to claim as profit the difference between the subcontractor costs actually invoiced to the prime and what the prime actually bills the Government or should this be considered an unearned profit? 
The Answer—

It looks like a variation of a make buy decision. If this is an infrequent event, I don't see a problem. I would be concerned if you noticed a pattern of this type of activity by the prime. Issues to consider would then include potential defective pricing. Also, if you consider this activity likely to recur on subsequent contracts, I would consider developing a decrement factor when negotiating with the prime. For example, if the subcontracting is reducing costs by 15%, then factor in the reduction when developing/negotiating the prime contract.

Then on August 14, 2003, I posed the following question to Ask A Professor under the heading, “What is the proper interpretation of FAR § 52.232-7,” and received the following answer, which I quote in full
:
The Question—

Can you shed any light on the intended meaning of the T&M payments clause, FAR § 52.232-7, in terms of intent of policy with respect to payment to the prime contractor for subcontracted work? May the prime contractor invoice the government at the hourly rates in the contract schedule, regardless of the amount that it actually paid to the subcontractor, or may it seek only reimbursement of its allowable costs?
The Answer—

Before answering this question, I felt it was important to spend time looking at the basics of when a T & M contract is appropriate. To summarize, It may be used 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. In this kind of environment one can surmise that the chosen contractor was selected by the government because they possessed the capabilities to fulfill the terms and conditions of the contract in this difficult environment. For these reasons the prime contractor normally performs the majority of the contract effort. Because the focus of this type of contract is on the duration (hours) and less so on materials, most subcontract work concerns materials.

The 52.232-7 Payment under Time-and-Materials and Labor-Hour Contracts is written to allow some judgment by the contracting officer/business advisor.

It could depend on what paragraph in the clause the CO was using as to whether the contractor could appropriately invoice the government at the hourly rates in the contract schedule or seek only reimbursement of its allowable costs.

For example, if according to paragraph (a)(4)(i) [sic] of the clause the prime contractor subs out materials that are authorized under the subcontracts clause of its contract, the government would reimburse the contractor for those costs provided the costs are consistent with paragraph (b)(5) of the clause. Because paragraph (b)(5) relates to materials this guidance is for subcontracts for material. 

Next I want to focus on (a) of the clause related to the hourly rate. I think this wrap-rate applies only to the prime contractor. My rationale for that conclusion is based on the documentation that the CO approves. The verbiage reads that the contractor shall substantiate vouchers by evidence of actual payment and by individual daily job timecards, or other substantiation approved by the CO. Other substantiation would be another system that was used by the contractor to accomplish what time cards accomplish. For this reason I believe that the (a) hourly rate only applies to the prime contractor. 

Lastly, I want to focus on (b)(3). This paragraph says the government will reimburse the contractor for items and services purchased directly for the contract....... [sic] This could refer to subcontracts for materials and hourly rates of effort to support the prime contractor.  In these situations, I believe the contractor would seek only reimbursement of what is actually paid the subcontractor pursuant to clause paragraphs (b)(3).
This is my take and does not necessarily represent the views of the DOD.

Boldface and underlining as in the original.

Ask A Professor provided no answer and three somewhat different answers to essentially the same question: May a contractor invoice the government for subcontract direct labor hours at the prescribed hourly rates? I put the question to Ralph C. Nash, Jr., professor emeritus at The George Washington University Law School and author and expert on government contracting. He answered in an article in The Nash & Cibinic Report and said that the answer is no. He expressed surprise that there was a question in that regard.
 

Case law and a casual review of RFPs posted to FedBizOpps indicate that some agencies have included special clauses in their time-and-materials contracts that permit or even require time-and-materials contractors to invoice the government for subcontract direct labor hours at the prescribed hourly rates.
 This raises the question of whether such a clause is a deviation that requires approval.
 This, too, is more than an academic question, because courts have declared clauses to be invalid that have departed from terms mandated in the FAR, and it is conceivable that a contracting officer who succeeds the contracting officer who awarded the contract might refuse to adhere to a clause that he or she believes deviates from the FAR without the approval required by FAR §§ 1.403 and 1.404.

Iv. Recommendations

Time-and-materials contracts are popular and are likely to become more so in the future, but they are now being used in ways that differ significantly from the old paradigm of short-term, simple, small scale, blue collar tasks such as equipment overhaul and repair, and short-term consulting, in which subcontractors played a relatively minor role. Agencies now make extensive use of time-and-materials pricing in contracts for long-term, complex, large scale white collar services, and subcontractors are playing a much larger role than they have in the past. The standard payment clause for time-and-materials contracts is unclear in its implementation of government policies and is not well-adapted to the new paradigm for the use of those contracts. Reviews of agency RFPs and correspondence among acquisition professionals indicate that interpretations and applications of the clause differ widely, and often significantly, from one agency to another.
There are two ways to think about all of this: One thought is that the FAR Council should do nothing and let contracting officers use time-and-materials contracts as they think best and interpret the payment clause in various ways appropriate to their needs, each in his or her own discretion. The other thought is that the FAR Council should decide what the policies are concerning time-and-materials contracts and then revise FAR §§ 16.601 and 52.232-7 to implement the decisions in clear language.

If the FAR Council decides that the latter thought indicates the better course of action, then I recommend that it consider revising FAR § 52.232-7 in the following ways: 

First, establish clear policies about reimbursements for the costs of both materials (supplies) and services purchased by the contractor for use in the performance of the contract. Among other things, make it clear whether or not FAR Subpart 31.2 governs reimbursement for the costs of subcontracted services.

Second, clearly state the policy about subcontracted services with regard to the question of whether contractors may bill the government for subcontracted labor at the prescribed hourly rates or seek only reimbursement for subcontract costs. Assuming that the current policy is that contractors may seek only reimbursement for the costs of subcontracted services, the FAR Council should — in consideration of current uses of time-and-materials contracts in which subcontractors perform significant amounts of the principal contract work — decide whether or not and under what conditions a contractor should be permitted to bill the government for subcontract hours at the prescribed hourly rates and make a profit on subcontracted labor. Perhaps the FAR could include alternate versions of § 52.232-7 in this regard and permit contracting officers to choose the appropriate alternate based on consideration of specified business criteria.

Third, combine paragraphs (b)(5) and (g) and require contractors to obtain the most advantageous prices available and to take and pass on to the government credits, discounts, rebates, etc., when making any purchase of supplies or services for the contract, not just when awarding subcontracts authorized under the subcontracts clause.
Fourth, consolidate the statements in paragraphs (b)(3) and (b)(4)(ii) that the government will reimburse the contractor for purchases of supplies and services either after the contractor has paid for them or when it will pay for them in accordance with the terms of purchase and ordinarily within 30 days of the date of its reimbursement invoice.

Fifth, make express provision for reimbursing contractors for travel costs — transportation, lodging and meals — and establish appropriate limitations on such reimbursements; either address travel costs separately or include them in services.

In addition to revising the payment clause, the FAR Council should consider making the following additional changes to the FAR:

First, revise FAR § 16.601(c)(1) to say that a time-and-materials contract may be used only after the contracting officer executes a determination and findings that (a) no other type of contract type is suitable and that (b) the government has adequate human resources to maintain appropriate surveillance of contractor performance, as required by FAR § 16.601(b)(1). 
Second, provide additional guidance in FAR § 16.601, or elsewhere, about negotiating hourly rates for direct labor. Perhaps FAR should suggest that contracting officers think about negotiating different labor category rates for technical work, administrative work and travel, and explain differences between labor category rates and activity rates. Perhaps FAR § 15.305(a)(1) should include guidance about using hourly labor rates when making best value tradeoffs during source selection. 
Third, revise FAR §§ 44.201-1 and 52.244-2 to require that a contractor performing under a time-and-materials contract obtain government consent before subcontracting the performance of any principle part of the contract work, whether or not the contractor has an approved purchasing system, unless the subcontract was identified in the contractor’s proposal and approved by the contracting officer.
Finally, perhaps the FAR Council should recommend that the Defense Acquisition University provide more instruction about the proper application, negotiation and management of time-and-materials contracts in its contracting courses.
V. Conclusions

It is likely that agencies will continue to obligate billions of dollars every year under time-and-materials contracts and will award even more of them now that they can use them to acquire commercial services. But it appears that the use of time-and-materials contracts for the acquisition of long-term, complex, and large scale white collar services has raised issues that ought to be resolved.

Some Federal agencies are paying contractors by the hour to keep a workforce at the ready to provide various kinds of “support” on short notice and to perform in response to ad hoc direction from government personnel. This raises an issue about personal services contracting. The use of time-and-materials contracts to acquire long-term white collar support services means that some contractors are receiving the same rates of profit for hours spent attending meetings and conferences and for traveling and performing routine administrative work as they are for hours spent performing technical work. This raises an issue about value for dollars. And agencies that complain about being shorthanded and forced to rely on an increasingly inexperienced acquisition workforce are making ever greater use of a type of contract which requires buyer know-how and vigilance in order to ensure that the contractor is working as efficiently as possible. This raises an issue about responsible acquisition management and cost control.
The time-and-materials payment clause, FAR § 52.232-7, is ambiguous and vague. It is especially unclear in its implementation of government policies about reimbursements to the contractor for the costs of materials and subcontracted services, whatever those polices may be, and contracting officers do not interpret or apply the clause uniformly. The clause is not well adapted to modern uses of time-and-materials contracts, in which subcontractors play a large role in the performance of principal parts of the contract work.

The Federal Acquisition Regulation and government training materials provide little guidance about how to negotiate and manage time-and-materials contracts, and the contracts merit scant attention in the Contract Pricing Reference Guides published by the Department of Defense. It is clear from a review of time-and-materials contract solicitations posted at FedBizOpps, correspondence at acquisition chat rooms, questions and answers posted at Ask A Professor, and acquisition case law that some government and industry contracting personnel are confused or uncertain about the workings and the proper use and administration of time-and-materials contracts.
The time has come for the FAR Council and agency acquisition managers to take a long, hard look at time-and-materials contracts and at the current ways in which they are being written and used, and to develop better policy and guidance for their sound application and management.
NOTES

� This statistic for time-and-material contracts is reported in the Federal Procurement Report for Fiscal Year 2002. The government obligated an additional $1.97 billion under labor-hour contracts in Fiscal Year 2002. The reports for Fiscal Years 2000, 2001 and 2002 are available at � HYPERLINK "https://www.fpds.gov/" ��https://www.fpds.gov/�. There has been a steady increase in the use of time-and-materials contracts over the course of the last three fiscal years. In Fiscal Year 2000 the government obligated $6.143 billion on time-and-materials contracts and $1.351 billion on labor-hour contracts. In Fiscal Year 2001 the government obligated $6.251 billion under time-and-materials contracts and $1.367 billion under labor-hour contracts. The increase in the use of time-and-materials contracts from Fiscal Year 2000 to fiscal year 2002, measured in obligated dollars, was 24.4 percent.


� Concerning the controversy about the government’s use of time-and-materials contracts, see: Dorobek, C. J., “Rule Would Stifle DOD Service Buys,” Federal Computer Week, June 24, 2002; Miller, J., “FAR Rule Proposal Sparks Feud,” Government Computer News, July 7, 2002; Kelman, S., “Avoid Overkill,” Federal Computer Week, August 5, 2002; Aronie, J. S., “The SARA Clause,” Federal Computer Week, March 17, 2003; Peckenpaugh, J., “Critics Assail Davis-Backed Procurement Reform,” Government Executive, June 9, 2003; Peckenpaugh, J., “Chief Acquisition Officer Proposal Wins Endorsement,” Government Executive Daily Briefing, June 17, 2003; and Peckenpaugh, J., “OMB Squares Off with Lawmaker, Agencies Over GSA Schedule Policy,” Government Executive Daily Briefing, July 3, 2002. For examples of “horror stories,” see: Department of Defense Inspector General, Time-and-Materials Contracts at the Defense Information Systems Agency, Report No. 96-032, December 1, 1995; and “Friel, B., “Human Resources: Outsource with Care,” Government Executive, April 15, 2003. During the past decade the Department of Defense Inspector General has issued a number of audit reports critical of the way defense agencies have used, awarded and managed time-and-materials contracts. See: Contracts for Professional, Administrative, and Management Support Services, Report No. D-2000-100, March 10, 2000; Time-and-Materials Contracts at the Defense Information Systems Agency, Report No. 96-032, December 1, 1995; Time-and-Materials Billings on Air Force Contract F33600-86-D-0295, Report No. 93-023, November 13, 1992; Final Report on the Audit of the Justification for Use of Time-and-Materials Contracts, Report No. 91-030, January 8, 1991; and Final Report on the Audit and Administration of Time-and-Materials Contracts at the U.S. Army Troop Support Command, Report No. 91-010, November 7, 1990.


� The Services Acquisition Reform Act of 2003 (SARA) was enacted into law as P.L. 108-136, Title XIV. Section 1432 authorizes the use of time-and-materials and labor-hour contracts to acquire commercial services.


� As of the end of calendar year 2003, FAR § 12.207 permitted the use of only firm-fixed-price and fixed-price contracts with economic price adjustment in acquisitions of commercial items. Nevertheless, a casual check of acquisition announcements at FedBizOpps reveals that some agencies were using time-and-materials contracts for the acquisition of commercial items before the law was passed. Perhaps they considered time-and-materials contracts to be firm-fixed-price contracts because the hourly labor rates are fixed. The FAR Council has opened FAR case 2003-027 to revise FAR Part 12 in order to implement P.L. 108-136 and permit the use of time-and-materials and labor-hour contracts for the acquisition of commercial services.


� The search at Google.com produced a number of interesting analyses of the pros and cons of time-and-materials pricing and comparisons of fixed-price, cost-plus and time-and-materials contracts. Some sites asserted that time-and-materials pricing was superior to fixed pricing while others claimed the opposite. A site for construction consulting, � HYPERLINK "http://www.markupandprofit.com/services/CostPlus.htm" ��http://www.markupandprofit.com/services/CostPlus.htm�, made the following rather startling claim: “Based on discussions with attorneys, and our work as an arbitrator, C+ or T & M jobs generate lawsuits at a rate of 2 or 3 to 1 and arbitrations at 9 to 1 over fixed figure contracts. There is ample evidence that the rate of lawsuits on C+ or T & M is probably closer to 3 out of 4 over fixed figure contracts.” However, � HYPERLINK "http://www.integrateddatabases.com" ��http://www.integrateddatabases.com�, a site for software development, said: “Hiring a contractor on an hourly basis is an act of faith, and this act tends to promote more cooperation between the two parties. Time and material projects are more likely to be characterized by the spirit of cooperation that a boss and employee may enjoy when working on a project they both want to see succeed.” The most frequently mentioned advantage of time-and-materials pricing was “flexibility.”


� FedBizOpps (Federal Business Opportunities), � HYPERLINK "http://www.fedbizopps.gov" ��http://www.fedbizopps.gov�, is the Governmentwide point of entry (GPE). See FAR §§ 5.003 and 5.102(a)(1). It has replaced the Commerce Business Daily.


� This paragraph about time-and-materials contracts appears in pages 2C25 – 2C26. It is virtually identical to a similar paragraph in the Armed Services Pricing Manual (1986), Volume 1, p. 1-30. 


� This description of a time-and-materials contract appears in Dobler, D.W. et al., Purchasing and Materials Management: Text and Cases, Fifth Edition (New York: McGraw-Hill Publishing Company, 1990). pp. 287-288.


� This description of the typical use of time-and-materials contract is in the Contract Pricing Reference Guides, Volume 1, Chapter 2, Section 2.2.1, in the table of comparisons of major contract types. Go to: � HYPERLINK "http://www.acq.osd.mil/dpap/contractpricing/vol1chap2.htm" ��http://www.acq.osd.mil/dpap/contractpricing/vol1chap2.htm�. 


� Time-and-materials contracts occasionally were used for large, complex jobs. John Cibinic, Jr., professor emeritus at The George Washington University Law School, author and expert in government contracting, and former government contracting officer, told me that he once converted a $6 million firm-fixed-price contract into a $37 million time-and-materials contract for work to install launching equipment in Titan I missile silos when unanticipated, massive and urgent changes were needed and there was no time to negotiate change orders. The government’s engineers were doing design changes as the work progressed and directing the contractor’s work. Mr. Michael Love questioned the historical accuracy of my old paradigm and observed that attorneys and engineers have long worked for the government under time-and-materials contracts. I think that my paradigm reflects the long-standing principal example of work for which time-and-materials contracts are most appropriate, as is reflected in the descriptions in the old DOD pricing manuals.


� The acquisition was cancelled without explanation shortly after publication of the synopsis. I have not identified the acquisition or the agency because I do not want to single out any agency for criticism. I have no doubt that if asked the agency would be able to state its reasons for deciding that the use of a time-and-materials contract was in the best interests of the government.


� It is interesting to note that more than one agency has labeled a prospective time-and-materials contract as “performance-based.” For example, one RFP included the following statement in the proposal preparation instructions: “The Government contemplates award of an Award Term Indefinite Delivery/Indefinite Quantity (IDIQ) Performance Based Service Contract (PBSC) with provisions for issuing Time and Material type task orders resulting from this solicitation.” (An award term incentive rewards a contractor for good performance with one or more additional terms of performance.) It is difficult to understand how any time-and-materials contract can be called “performance-based,” even with an incentive, since payment is not conditioned upon performance. 


� Not everyone understands the nature of time-and-materials contracts. For an example of an agency’s apparent confusion in this regard see: CACI, Inc.-Federal v. General Services Administration, GSBCA No. 15588, 2002 WL 31835736 (Dec. 13, 2002). The case is discussed in “Time-and-Materials and Labor-Hour Contracts,” in The Nash & Cibinic Report, 17 N&CR ¶ 9 (February 2003).


� In light of clause provisions that require the government to pay the hourly rates less profit under certain circumstances, contracting officers should negotiate advance agreements about the amount to be deducted from the hourly rates as profit, in order to avoid disputes in that regard; but a review of some solicitations posted to FedBizOpps showed that none included or referred to any such agreements.


� The less stringent requirement for auditing of time-and-materials contracts has been cited as one of the advantages of time-and-materials contracts over cost-reimbursement contracts. See: Love, M. K., “Labor-Hour and Time-and-Materials Contracting,” in The Nash & Cibinic Report, Vol. 13, No. 5 (May 1999). For a contrary opinion see my response to Mr. Love’s article in “Time-and-Materials Contracts: A Different View,” in The Nash & Cibinic Report, Vol. 13, No. 10 (October 1999).


� The discussion in this article about hourly rates is applicable to labor-hour contracts as well as time-and-materials contracts.


� This interpretation of the meaning of direct labor hour is based on FAR § 31.202, which defines direct costs.


� It is commonly said that the hourly rates in time-and-materials contracts are “fully burdened” or “loaded.”


� Cost allocability is governed by FAR § 31.201-4 and, if applicable, the cost accounting standards.


� I discussed the distinction between input prices and output prices in Edwards, V., “The New Rules for Multiple Award Task Order Contracting,” The Nash & Cibinic Report, 9 N&CR ¶ 35 (June 1995), under the heading, “The Pricing Problem.” See, too, the following related articles: “Evaluating Cost to the Government when Quantities Are Unknown: A Puzzlement,” in The Nash & Cibinic Report, 14 N&CR ¶ 10 (February 2000); and “Postscript: Evaluating Cost to the Government when Quantities Are Unknown,” in The Nash & Cibinic Report, 14 N&CR ¶ 18 (April 2000).


� An hour is a unit of time, not a unit of work if to work means to accomplish something. The fact that a person “worked” for an hour does not indicate how much work the person accomplished during the hour.


� The only payment clause identified in the RFP is FAR § 52.232-7. There is no provision for the issuance of fixed-price task orders. The acquisition synopsis describes the contract as “indefinite-delivery-indefinite-quantity (IDIQ) time and materials (T&M).”


� Under a cost-reimbursement contract the government reimburses the contractor for its labor costs, whatever the employee did during an hour, as long as the hour is allocable to the contract. However, a cost-reimbursement contract does not pay the contractor an additional increment of profit for each hour.


� The full set of terms and conditions can be found at: � HYPERLINK "http://www.csti.asme.org/draft.pdf" ��http://www.csti.asme.org/draft.pdf�.


� Volume 2, Chapter 2 of the Department of Defense Contract Pricing Reference Guides contains an introduction to cost-volume-profit analysis. Go to: � HYPERLINK "http://www.acq.osd.mil/dpap/contractpricing/vol2chap2.htm" ��http://www.acq.osd.mil/dpap/contractpricing/vol2chap2.htm�.


� Note the apparent disjunction of materials and subcontracts in the title of paragraph (b) of the payment clause. This is peculiar, because materials are objects of purchase while subcontracts are instruments of purchase, so the words are not in opposition. Based on the definition of subcontract in FAR § 44.101 and in the subcontracts clause for time-an-materials contracts, FAR § 52.244-2, all contractor purchase instruments are subcontracts, including purchase orders. Thus, a purchase of materials is made under a subcontract. Why not title the paragraph, “Materials and Subcontracted Services”?


� This definition of materials is similar to the one in FAR § 45.301.


� One possibility is that “direct materials” as used in paragraph (b)(1) of the time-and-materials payment clause refers to materials manufactured by the contractor or drawn from the contractor’s inventory, and that “supplies” and “subcontracts” refer to purchased materials.


� FAR does not define services, but FAR § 37.101 defines service contract. A question that is being asked with more and more frequency is how to treat travel costs — transportation, lodging, and meals. Are they materials or services or something else entirely?


� FAR § 44.204(a)(1)(iv) instructs contracting officers to insert the clause at FAR § 52.244-2, Subcontracts (AUG 1998), in time-and-materials contracts that exceed the simplified acquisition threshold. That clause requires government consent to certain types of subcontracts when the contractor does not have an approved purchasing system or when the contract expressly requires consent to specific subcontracts. 


� Mr. John Ford pointed out to me that the costs described in paragraph (b)(4)(iii) appear to be different than the “materials handling costs” mentioned in paragraph (b)(2).


� The subcontracts clause speaks of government “consent” to subcontracts, while the time-and-materials payment clause speaks of subcontracts “authorized under the subcontracts clause[.]” This is certainly a possible interpretation of paragraph (b)(4)(i) of the time-and-materials payment clause. I have not adopted that interpretation, but if it is the correct one I would have to alter my interpretations of paragraphs (b)(4)(ii) and (b)(4)(iii).


� I recently engaged in a lively and extended discussion about the applicability of FAR Subpart 31.2 to subcontracted services at the Wifcon Forum. Go to: � HYPERLINK "http://www.wifcon.com/discus/messages/6/348.html?1072815270" ��http://www.wifcon.com/discus/messages/6/348.html?1072815270� and scroll down to the message posted by John Ford on December 23, 2003 at 06:57 p.m., which initiated the debate.


� This cannot be verified due to the lack of data, but it seems likely to be true. Much of the subcontracting that we see today can be attributed to the award of contracts for the performance of multiple functions.


� FAC 97-16 appeared at 65 Fed. Reg. 16274.


� The proposal to entirely eliminate the “paid cost” rule was published on September 18, 2000, at 65 Fed. Reg. 56453 – 56455.


� FAC 2001-10 appeared at 67 Fed. Reg. 70520.


� In the course of the debate in the Wifcon Forum about the applicability of FAR Subpart 31.2 to the costs of services, see note 33, above, Mr. Ford expressed the opinion that the FAR councils had intentionally made the cost principles inapplicable to the costs of services and that the insertion of a clause into a time-and-materials contract that would make them applicable would be a FAR deviation that would require approval. See Mr. Ford’s message of December 24, 2003 at 05:21 p.m.


� Some RFPs included a clause that makes FAR Subpart 31.2 applicable to the determination of an equitable adjustment under the changes clause, but none included a clause making it applicable to the allowability of reimbursable costs under the cost-reimbursement portion of the contract.


� This issue sparked an interesting discussion at the Wifcon Forum. Go to: � HYPERLINK "http://www.wifcon.com/discus/messages/6/138.html?1062162167" ��http://www.wifcon.com/discus/messages/6/138.html?1062162167�. The contractor can employ workers at lower wages than those included in the hourly rates. Indeed, since the hourly rates are fixed, the contractor is motivated to do just that, which is entirely consistent with the concept of fixed-pricing as described in FAR § 16.202-1.


� The Ask A Professor web address is: � HYPERLINK "http://deskbook.dau.mil/askaprof-akss/default.asp" ��http://deskbook.dau.mil/askaprof-akss/default.asp�. 


� � HYPERLINK "http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=7&cgiQuestionID=7722" ��http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=7&cgiQuestionID=7722�.


� � HYPERLINK "http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=14&cgiQuestionID=9095" ��http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=14&cgiQuestionID=9095� 


� � HYPERLINK "http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=8&cgiQuestionID=10623" ��http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=8&cgiQuestionID=10623�.


� � HYPERLINK "http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=8&cgiQuestionID=11088" ��http://akss.dau.mil/askaprof-akss/normal/qdetail2.asp?cgiSubjectAreaID=8&cgiQuestionID=11088� 


� In an email, the professor who answered the questions told me that it had provoked “an interesting discussion” with his colleagues.


� See: “Payment under Time-And-Materials Contracts: What Is An Hourly Rate?” in The Nash & Cibinic Report, October 2003, for Professor Nash’s discussion of payment to contractors for subcontract labor hours under time-and-materials contracts. Professor Nash’s article was a commentary on an informal and unscientific survey that I had conducted in the Wifcon Forum, and which can be found at: � HYPERLINK "http://www.wifcon.com/discus/messages/6/138.html?1062162167" ��http://www.wifcon.com/discus/messages/6/138.html?1062162167�. In commenting on the remarks made at the Wifcon Forum, Professor Nash said: “While we think the 'Payments' clause is relatively clear, it is apparent from the Wifcon Forum that some believe it permits subcontractor hours to be included as direct labor hours. This would indicate that it would be helpful for the FAR Council to revise the clause to make it clear that direct labor hours include only contractor employees unless the contract explicitly includes hours of consultants and subcontractors. Pending such a clarification, we would advise contractors to insist on special contract language when they intend to charge consultant or subcontractor hours as direct labor. In such cases, it would also be wise to enter into a labor-hour contract with the consultant or subcontractor -- rather than a firm-fixed-price contract -- to ensure that there is no loss or windfall on those hours.”


� For an example of a clause which required the contractor to bill for subcontractor labor at the prescribed hourly rates, see: Compliance Corporation, ASBCA No. 35317, 89-2 BCA ¶ 21,832 (March 31, 1989). Mr. John Ford offered me an insightful observation in an email: “Many contractors compute overhead costs on a direct labor hour or dollar basis.  I would suspect that most of these contractors exclude subcontract labor from the base when computing overhead.  To charge subcontract labor as direct labor under a T&M contract and burden it with overhead that was computed with subcontract labor excluded from the base could be a violation of CAS 401.”


� One of the definitions of deviation in FAR § 1.401 is: “(a) The issuance or use of a policy, procedure, solicitation provision (see definition in 2.101), contract clause (see definition in 2.101), method, or practice of conducting acquisition actions of any kind at any stage of the acquisition process that is inconsistent with the FAR.” Another definition is: “(c) The use of any solicitation provision or contract clause with modified or alternate language that is not authorized the FAR (see definition of “modification” in 52.101(a) and definition of “alternate: in 2.101(b)).” All deviations must be authorized by someone at a higher level in the agency than the contracting officer.


� See, e.g.: Mapco Alaska Petroleum, Inc. v. United States, 27 Fed. Cl. 405 (1992). Professor Ralph C. Nash, Jr. discussed that case and others like it in: “Nonconforming Economic Price Adjustment Clauses: A Myriad of Issues,” in The Nash and Cibinic Report, 18 N&CR ¶ 4 (January 2004). Also see: “Relying on the Government: Contractors Do It at Their Risk,” in The Nash & Cibinic Report, 17 N&CR ¶ 32 (June 2003).
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