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By Paul J. Seidman, Robert D. Banfield, Alan L. Chvotkin, and Steve Charles

his BRIEFING PAPER is the second of two Papers focusing on those policies and procedures

that are unique to, or principally affect, the Federal Government’s acquisition of services. Part I,
published last month, discussed the treatment of services as “commercial items” under statutes and
Federal Acquisition Regulation Part 12, performance-based service contracting, the requirements
for analyzing procurement opportunities against the laws and policy guidance on contract bun-
dling, and ordering mechanisms for services, including orders placed under Federal Supply Sched-
ule contracts and under task order contracts.! This Part II addresses a number of other crucial
issues affecting the business relationship between federal agencies and private sector service con-
tractors: (1) public-private competitions under Office of Management and Budget Circular A-76, (2) the
basics of the Service Contract Act, and (3) the fundamental elements of termination for convenience and
termination for default of service contracts. As both PAPERs note, new laws or revised regulations or
administrative policies currently being considered could affect several of these issues.
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are set forth in OMB Circular A-76, “Performance
of Commercial Activities’ and in the Federal Ac-
tivities Inventory Reform (FAIR) Act of 1998.* Re-
quirements of both Circular A-76 and the FAIR
Act are implemented in the Circular’s com-
panion Revised Supplemental Handbook.”
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m OMB Circular A-76

OMB Circular A-76 establishes federal policy
on the performance of “commercial activities.”
It provides as follow:®

In the process of governing, the Government
should not compete with its citizens. The
competitive enterprise system, characterized by
individual freedom and initiative, is the primary
source of national economic strength. In
recognition of this principle, it has been and
continues to be the general policy of the
Government to rely on commercial sources to
supply the products and services the Govern-
ment needs.

Under Government policy as stated in the
Circular, agencies may not contract out for
performance by private sector contractors
“inherently governmental functions.”” How-
ever, for “commercial activities” that pro-
vide products or services that can be ob-
tained from commercial sources and that
are “not inherently governmental,” agencies
must determine whether they should con-
tract out or have the work performed in-
house by Government employees by conduct-
ing a public-private cost comparison in ac-
cordance with the Revised Supplemental Hand-
book.®* This cost comparison process is dis-
cussed in detail below.

= FAIR Act

The FAIR Act requires agencies to submit
annually to the OMB and to make public com-
mercial activities inventories listing activities
performed by agency employees that are “not
inherently governmental functions.” For ac-
tivities on these lists, agencies must use com-
petitive procedures and realistic and fair cost

comparisons to determine whether to contract
out or continue in-house performance.'

An agency must submit its commercial ac-
tivities inventory to the OMB each year by June
30."" Appendix 2 of the Revised Supplemental
Handbook specifies minimum requirements for
the content of annual inventory submissions.
After the OMB completes its review of an
agency’s list, it must publish a notice in the
Federal Register advising that the inventory is
available to the public.'? After publication of
the Federal Register notice, an agency must make
its annual report publicly available.

The FAIR Act gives an ‘interested party”
the right to submit to the agency a challenge
to the exclusion or inclusion of an activity from
the list."* An “interested party” is uniquely
defined for such challenges in the Act as (a) an
actual or prospective private sector offeror,
(b) a representative of an association with mem-
bers that are actual or prospective private sec-
tor offerors, (c) an officer or employee of an
organization within an agency that is an ac-
tual or prospective offeror, or (d) the head
of a labor organization with members that are
officers or employees of an organization that
is an actual or prospective offeror."”

An interested party may file an initial chal-
lenge to the inclusion or exclusion of an ac-
tivity to the agency within 30 working days
after the OMB notice appears in the Federal
Register. '° The official designated by the head
of the agency to decide initial challenges must
provide the interested party a written deci-
sion within 28 working days of receiving the
challenge.'”
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An interested party may appeal an agency
decision of its initial challenge to the official
designated by the head of the agency within
10 working days after receiving the appeal.'®
The agency official deciding the appeal must
transmit a written decision to the interested
party within 10 working days after receipt of
the appeal.’

m “Inherently Governmental Function” vs.
“Commercial Activity”

OMB Circular A-76 and the FAIR Act de-
fine an “inherently governmental function”
as “a function that is so intimately related to
the public interest as to require performance
by Federal Government employees.”® It in-
cludes the exercise of discretion in applying
Federal Government authority, decisionmaking
for the Federal Government involving value
judgments, and the interpretation and execution
of the law.?! Under this definition, “inher-
ently governmental functions” do not normally
include (1) gathering information or provid-
ing advice or ideas or (2) ministerial func-
tions “such as building security, mail opera-
tions, operation of cafeterias, housekeeping,
facilities operation and maintenance, warehouse
operations, motor vehicle fleet management
operations, or other routine electrical or me-
chanical services.”*

Appendix 1 of the Handbook defines a “com-
mercial activity” as “the process resulting in
a product or service that is or could be ob-
tained from a private sector source.””® OMB
Circular A-76 provides a list of examples of
“commercial activities.” These examples in-
clude audiovisual products and services; au-
tomatic data processing; food services; health
services; industrial services such as machin-
ing, carpentry, electrical, plumbing, heating,
painting, calibration, and repair; maintenance,
overhaul, repair, and testing; management
support, office and administrative services;
manufacturing, fabrication, processing, test-
ing, and packaging; other services such as
laundry and dry cleaning, mapping and chart-
ing, architect and engineer services, geological
surveys, cataloging, and training; printing and
reproduction; design, engineering, and con-

struction; security; special studies and analy-
ses; systems engineering, installation, opera-
tion, maintenance, and testing; and transpor-
tation.*!

m General Principles

Four general principles can be gleaned from
OMB Circular A-76 and the Revised Supplemental
Handbook.

First, as noted above, inherently governmental
functions must be performed in-house by Fed-
eral Government employees.”® Therefore, they
are not subject to the requirements of OMB
Circular A-76 and the Handbook.*®

Second, a requirement for a commercial ac-
tivity obtained through a competitively awarded
contract will continue to be obtained by con-
tract. A public-private cost comparison is re-
quired only “[i]f the Government believes that
quality is unacceptable or prices appear un-
reasonable.”?’

Third, a new requirement for a commercial
activity will be obtained by contract from the
private sector. A cost comparison is required
only “[i]f there is reason to believe that con-
tract service quality or prices may be unrea-
sonable.”?

Fourth, a cost comparison is generally re-
quired for a commercial activity currently per-
formed by Government employees. Contin-
ued in-house performance must generally be
justified by lower cost.? However, the Gov-
ernment may perform commercial activities
in-house without performing a cost compari-
son if (a) necessary to ensure the national
defense or intelligence security, (b) neces-
sary to maintain the quality of patient care,
(c) necessary to maintain a minimum core
capability to fulfill mission responsibilities or
meet emergency requirements, (d) the ac-
tivity is for research and development,
(e) there is no satisfactory commercial source
available, (f) the activity involves 10 or fewer
full-time employees, (g) in-house performance
meets or exceeds generally recognized in-
dustry and cost standards, or (h) a contrac-
tor defaults or is otherwise terminated and
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the in-house performance is for interim sup-
port.*°

® Cost Comparison Process

In sealed-bid procurements, award is made
“considering only price and the price related
factors” in the invitation for bids.*® Under OMB
Circular A-76, continued in-house performance
of commercial activities by agency employees
is only justified if the Government prevails in
the cost comparison.*

In negotiated procurements, factors other
than price are considered.”® Therefore, un-
der the A-76 process, there is first a private-
private competition among private offerors to
select the proposal offering the best value to
the Government. This is followed by a public-
private competition between the Government’s
“most efficient organization” and the winner
of the private-private competition.**

In general, the A-76 cost comparison pro-
cess involves the following six steps:

Step 1—Government Preparation of the Perfor-
mance Work Statement (PWS) and Quality Assur-
ance Surveillance Plan (QASP).”® The PWS de-
fines the work to be accomplished, perfor-
mance standards and measures, and time re-
quirements. The PWS should be performance
based. It should specify the desired end re-
sult without specifying how it is to be accom-
plished.*

The QASP describes the methods of inspection
to be used, required reports, and estimated
work hours. It need not be included in the
solicitation or provided to private sector
offerors.?”

Step 2—Performance of a Management Study
To Determine the Government’s Most Lfficient Or-
ganization (MEO).* The MEO is the Gov-
ernment’s organization for performing the
PWS.* It is used as the basis for the Gov-
ernment’s in-house cost estimate.*” The MEO
may call for changes to the existing manage-
ment structure and reclassification of per-
sonnel to meet the minimum requirements
of the PWS.*

Step 3—Development of an In-House Government
Cost Estimate.*> The in-house cost estimate is a
description of all costs required for perfor-
mance of the PWS by the MEO. It must be
calculated in accordance with Part II of the
Revised Supplemental Handbook.*®

Step 4—Issuance of Solicitation.** The solicita-
tion is based on the PWS. Before issuing the
solicitation the Contracting Officer should care-
fully review the PWS to ensure that it pro-
vides an adequate and appropriate basis for
award.*

For negotiated procurements, the request
for proposals must include the “Notice of Cost
Comparison (Negotiated)” solicitation provi-
sion at FAR 52.207-2.*® This provision calls
for (1) a private-private competition to deter-
mine which contractor’s proposal offers the
best value to the Government followed by (2) a
public-private competition between the Govern-
ment and the winning offeror from the pri-
vate-private competition.

All solicitations must contain the “Right of
First Refusal of Employment” clause at FAR
52.207-3.*7 This clause gives federal employ-
ees a right of first refusal for positions cre-
ated by a conversion from in-house perfor-
mance to performance by contract.

Step 5—Comparison of the In-House Bid Against
a Proposed Contract Price.*® For sealed-bid pro-
curements, the CO opens all bids, including
the Government’s in-house cost estimate, and
enters the price of the apparent low offeror
on the cost comparison form. The CO makes
necessary cost adjustments and announces the
apparent successful offeror, subject to an evalu-
ation of responsiveness and responsibility and
the determination of any administrative ap-
peals.®

For negotiated procurements, the evalua-
tion is a two-step process. A private-private com-
petition is first held among private sector offerors.
This is followed by a public-private competition
between the Government and the winning pri-
vate sector offeror.”

In a negotiated “best value” procurement,
contractors may offer different approaches to
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the Government’s needs with award made based
on the proposal offering the best value to the
Government.” Before making a cost comparison
between the private sector “winner” and the
Government’s MEO, the scope of work for
the Government proposal is administratively
adjusted to ensure that it reflects performance
of the same scope of work as offered by the
winner of the private-private competition.”®

Step 6—The Administrative Appeal Process.”® A
contractor or representative of Government
employees may file an administrative appeal
to the purchasing agency. The purpose of the
appeal process is to ensure that costs used for
comparison are fair, accurate, and calculated
in accordance with Part II of the Revised Supple-
mental Handbook.>*

m Costs Of Government Performance vs. Costs
Of Contract Performance

An A-76 cost comparison requires more than
a straightforward comparison of the agency’s
in-house cost estimate and the contractor’s
proposed price. Adjustments must be made
in a cost comparison to account for the dif-
ferent manner in which Government agen-
cies and contractors compute costs. For ex-
ample, contractors depreciate capital equip-
ment; the Government recognizes the entire
expense when paid. Contractors charge costs
to its customers; Government costs are met
by different appropriation accounts, revolving
funds, or combinations thereof. Contractors
purchase insurance; the Government self-in-
sures. Contractors pay taxes to the Govern-
ment; the Government receives taxes from
contractors. The A-76 cost comparison proce-
dures attempt to level the playing field by
making adjustments for these differences.”

The Government’s in-house cost estimate is based
on the following schedule of costs not com-
mon to in-house and contractor performance:
personnel costs, materials and supply costs,
other specifically attributable costs (deprecia-
tion, cost of capital, rent, maintenance and
repair, utilities, insurance, travel, MEO sub-
contracts, and other costs), overhead costs,
and additional costs.”®

The formula for determining the cost to the
Government of performance by a private sector
contractor is set forth below:®’

Cost of Contract Performance = Contract
Price + Contract Administration Costs +
Other Additional Costs + One-Time
Conversion Costs — Gain From Disposal/
Transfer of Assets — Potential Federal
Income Tax Revenue

The contract price reflects the cost to per-
form the PWS as presented by the offeror
selected to compete with the in-house
workforce.”® Adjustments to the contract price
are specified for other than fixed-priced con-
tracts.” Where a contractor eligible for a pro-
curement preference submits a proposal on
an unrestricted solicitation, 10% is added to
each nonpreference eligible contractor’s of-
fer for purposes of determining which offer
will be chosen to compete with the Govern-
ment in-house cost estimate.®

Contract administration costs include the cost
of reviewing compliance with contract terms,
processing payments, negotiating change or-
ders and contract closeout. Factors for deter-
mining contract administration costs are listed
in the Handbook at Table 3-1.9!

Additional costs are any additional costs to
the Government resulting from special circum-
stances in a particular cost comparison. Addi-
tional costs do not include the cost to hold
MEO equipment and facilities on standby to
maintain a performance capability.®

One-time conversion costs are the costs incurred
as the result of the conversion. These costs,
for example, may be material- or labor-related.®

Gain from disposal/transfer of assets may occur
if assets are no longer needed under the
Government’s MEO. For purposes of the com-
putation, only those assets that are to be used
by the Government’s MEO and not made avail-
able to the contractor are included.®

Finally, the potential federal income tax rev-
enue from contractor performance must be con-
sidered. Since contract performance will re-
sult in taxable income, an estimated amount
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of such taxes are deducted from the net cost
to the Government. Appendix 4 of the Re-
vised Supplemental Handbook sets forth tax rates
in relation to business receipts by industry.
No such adjustment is made for tax-exempt
organizations.®

m Cost Comparison Decision

It is not in the Government’s interest to
convert where estimated savings are minimal.
Therefore a conversion from in-house to con-
tractor performance is only justified by a mini-
mum differential of the lesser of (1) 10% of
personnel costs or (2) $10 million over the
performance period.%

B Protests

Both OMB Circular A-76 and the Revised
Supplemental Handbook appear to preclude ap-
peals outside the agency or judicial review.®
However both the General Accounting Office®®
and the U.S. Court of Federal Claims® will
review an A-76 determination where it is part
of a competitive procurement. Only contrac-
tors can bring a protest at the GAO concern-
ing an A-76 determination. Federal employ-
ees and their unions are not an “interested
party” at the GAO” and lack standing at the
Court of Federal Claims.”

Contractor bid protests of agency OMB Cir-
cular A-76 determinations have had an un-
usually high success rate at the GAO.” Con-
tractor protests have recently been upheld by
the GAO based on the following grounds:

(a) Solicitation Unduly Restrictive of Competi-
tion—In one protest, the GAO found that a
solicitation issued for purposes of an OMB Cir-
cular A-76 cost comparison requiring an off-
eror to have an ISO 9000 certification at the
time its proposal was submitted was unduly
restrictive of competition. The GAO concluded
that the solicitation requirement exceeded the
Government’s minimum needs because the
A-76 cost comparison process provided suffi-
cient time for the contractor to satisfy this
requirement.73 In another case, the GAO sus-
tained a protest of an A-76 cost comparison
where the solicitation required contractors to

provide facilities for inventory instead of per-
mitting the use of existing Government facili-
ties used by the Government in its MEO pro-
posal.”™

(b) Best Value—In best value procurements,
an agency makes a best value determination
to determine the winner of a private-private
competition among contractors. A public-pri-
vate competition is then held between the
Government and the winner of the private-
private competition. To ensure that the Gov-
ernment and winner of the private-private com-
petition are competing on an equal basis, the
Government MEO often has to be adminis-
tratively modified to reflect the same level
of service. The GAO held that an award to
the MEO based upon “adequate” staffing was
improper where the cost comparison charac-
terized previously evaluated strengths in the
private sector proposal to be “unnecessary
expenses.””®

(c) Improper Cost Comparisons—Cost adjust-
ments must reflect differences in how the Gov-
ernment and the contractor account for costs
and any additional costs incurred by the Gov-
ernment as the result of a conversion. The
GAO has held that it is improper to include
the cost of Government-furnished property in
a contractor’s proposal where the cost is a
“common item” that would also be incurred
if the Government performed the require-
ment.”® Another cost comparison was over-
turned where the MEO’s performance level
was not adjusted to apply to either a revised
PWS or the private sector proposal.”

(d) Conflicts of Interest—The GAO has sus-
tained protests of cost comparisons based on
conflicts of interest. For example, a cost com-
parison was set aside based on a conflict of
interest where Government evaluators held
positions at risk in the cost comparison.” An-
other was overturned where the contractor
had access to information not available to other
offerors.” The GAO held there was an im-
permissible conflict of interest where a Navy
employee and a private sector consultant wrote
and edited the PWS and then prepared the
MEO for in-house performance.®
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® What Next?

There is considerable controversy over the
continued efficacy of the OMB Circular A-76
process for conducting public-private competitions
to determine whether a commercial activity
performed by Government employees should
be outsourced to the private sector. It is a
widely discredited process.

Federal employee unions argue for compe-
titions to determine whether commercial ac-
tivities that are currently outsourced should
be performed by federal employees. Contrac-
tors argue these are not Government func-
tions and that the Government should not com-
pete with its citizens. Contractors also argue
it would be impracticable to conduct a com-
petition to take commercial work in-house be-
cause a new Government infrastructure would
have to be created to perform such work.

In addition, contractors are critical of the
two-step process in negotiated procurements
where the Government competes only against
the winner of the private-private competition. They
argue that this process results in technical lev-
eling and permits the Government unfairly to
use the approach that won the private-private
competition. They assert that the process guar-
antees that the Government is “at the table”
for the final cost comparison without having
to “compete” on the same basis as interested
private sector bidders.

Moreover, contractors are dissatisfied with
the time required to conduct an A-76 cost
comparison. In many cases, they feel it is not
worth committing the resources for the chance
of an award three years later when they can
obtain more current opportunities by com-
peting for traditional private-private opportu-
nities or marketing their services through mul-
tiple award task order contracts or General
Services Administration Federal Supply Sched-
ules.

To address these concerns, Congress in the
National Defense Authorization Act for Fiscal
Year 2001 directed the GAO to create a panel
of experts to study the policies and proce-
dures for transferring commercial activities from

Government personnel to the private sector.®
The GAO created a Commercial Activities Panel
composed of representatives of agencies, fed-
eral labor unions, and the private sector. In
its April 29, 2002, final report, the panel unani-
mously adopted a set of 10 sourcing principles
to guide all federal sourcing policies and rec-
ommended replacing the current A-76 pub-
lic-private procedure with an “Integrated Com-
petition Process.” Such process would involve
public-private competitions under the frame-
work of the FAR, while using appropriate ele-
ments of OMB Circular A-76 to accommodate
the special circumstances of the Government
as a “bidder.”® On November 14, 2002, the
OFPP issued for public comment a proposed
major revision to Circular A-76 to implement
the panel’s recommendations.®

Service Contract Act

Any discussion of the rules unique to the
Government’s purchase of services must in-
clude the McNamara-O’Hara Service Contract
Act (SCA) of 1965.** The SCA regulates the
minimum wages and fringe benefits for “ser-
vice employees” on covered service contracts
and subcontracts.*” It also requires a safe working
environment.®

The SCA is implemented by mandatory clauses
in covered contracts.’” The clauses must be
flowed down to subcontractors.®® In the dis-
cussion that follows, the use of the terms “con-
tract” and “contractor” include “subcontract”
and “subcontractor.”

The Department of Labor is responsible for
implementation and administration of the SCA.
As a key part of these responsibilities, the DOL
issues wage determinations for job classifica-
tions.* Failure to comply with the SCA may
result in withholding of contract payments,
debarment from contracting, and contract termi-
nation for default.”

® Basic Requirements

A federal service contractor must pay its
service employees no less than the minimum wage
rates and fringe benefits set forth in the ap-
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plicable DOL wage determination. Wage de-
terminations are based on the prevailing wage
for the job classification in the locale where
the contract will be performed. If the con-
tract is a successor to a contract subject to a
bona fide collective bargaining agreement, the
contractor cannot pay covered employees wages
or fringe benefits less than provided for in
that agreement.”!

m “Service Employees”

A “service employee” is any person engaged
in the performance of a covered service con-
tract.”” Executive, administrative and professional
personnel®™ and apprentices, student learners, and
certain employees with disabilities™ are exempt from
the SCA wage determination requirement.
However, contractors must pay apprentices, stu-
dent learners, and employees with disabilities the
fringe benefits required for their job descrip-
tions.”

m Covered Contracts

The SCA applies to all federal (and District
of Columbia) service contracts over $2,500 whose
principal purpose is to provide services in the
United States.”® Covered “contracts” include all
“subcontracts” at any tier.”

DOL regulations list examples of 55 types
of services subject to the SCA.?® The list, which
is not exhaustive, includes motor pool opera-
tion and base ambulance services; custodial,
janitorial, housekeeping, and guard services;
laundry and dry-cleaning; snow and trash re-
moval; aerial spraying and reconnaissance for
fire detection; operation, maintenance, or lo-
gistics support of a federal facility; and data
collection, processing, and analysis services.”

m Exempt Contracts

The SCA exempts contracts for (1) con-
struction and repair of public buildings or public
works, (2) manufacturing subject to the Walsh-
Healey Act, (3) carriage of freight or person-
nel where published tariff rates are in effect,
(4) communication services (radio, telephone,
telegraph, or cable companies) subject to the
Communications Act of 1934, (5) public util-

ity services, (6) direct services to a federal
agency by an individual or individuals, and
(7) operation of U.S. Postal Service contract
stations.!%

The SCA authorizes the DOL to issue regu-
lations creating additional exemptions.'” The most
important exemptions created by the DOL
exempt certain contracts for commercial services.

Contracts for the maintenance, calibration,
and repair of automated data processing equip-
ment, scientific and medical equipment, and office
and business machines qualify for the commer-
cial services exemption if (a) the equipment
serviced is a commercial item, (b) the price
for the services is based on an established cata-
logue or market price, (c) all employees that
perform similar services receive the same com-
pensation, and (d) the contractor certifies com-
pliance with (a)—(c).'"

Other contracts for commercial services are
exempt if the services satisfy the criteria ap-
plicable for exemption of ADP services (i.e.,
established prices, same compensation pack-
age, and certification) and (1) no service em-
ployee will spend more than 20% of the
employee’s time on the Government work,
and (2) award will be on a sole-source basis or
price will not be more important than nonprice
factors in the award.!” The commercial ser-
vices exempt under this provision are (a) au-
tomobile or other vehicle maintenance other
than operation of a motor pool, (b) financial
services involving the issuance and servicing
of credit and debit cards, (c¢) hotel and mo-
tel services for conferences, including related
lodging and meals, (d) maintenance, calibra-
tion, repair, and installation of equipment by
a contractor that delivered the equipment under
a sole-source contract, (e) transportation of
persons by common carrier, and (f) real es-
tate and relocation services.!” However, these
services are not eligible for exemption if the
contract is subject to collective bargaining agree-
ment under § 4(c) of the SCA as amended.'®

m Wages & Fringe Benefits

The SCA requires contractors to pay their
employees either (1) the wage and fringe ben-
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efit rates prevailing in the geographic area of
performance or (2) the wage and fringe ben-
efit rate specified under the predecessor
contractor’s collective bargaining agreement.'”
In no case are employees to be paid less than
the minimum wage required under the Fair
Labor Standards Act (FLSA) of 1938."7 The
SCA, while not including a requirement for
overtime pay, requires that the calculation of
overtime rates as required by other labor stan-
dards, such as the FLSA,' be calculated against
wages without fringe benefits.'"

Each covered contract must specify the mini-
mum wage and fringe benefits for each class
of service employee used.''” The DOL deter-
mines the applicable minimum wage and fringe
benefit rates through its wage determination pro-
cess. !

At least 60 days before an anticipated award,
the CO must submit to the DOL Wage and
Hour Division the Standard Forms 98 and 98a,
“Notice of Intention To Make a Service Con-
tract and Response to Notice” and “Attach-
ment A.”!"'? The CO must list all classes of
employees expected to be employed under
the contract, the number of employees in each
class, and the wages and fringe benefits the
Government would pay each class of employee
if the services were being performed by a Gov-
ernment employee.'’” The CO must also ad-
vise the DOL of any wage determination ap-
plicable to the incumbent’s contract if based
on a collective bargaining agreement.'" In
response, the DOL will issue a wage determi-
nation setting forth the wages and fringe benefits
for each class of employee.!

m Conformance Procedure

Where a contractor discovers that the wage
determination incorporated in a solicitation
fails to include a pertinent job classification,
the contractor must initiate a DOL conform-
ance procedure.''® The contractor submits an
SF 1444, “Request for Authorization of Addi-
tional Classification and Rate” to the CO. The
contractor will list the proposed classification,
a job description, the proposed rate with a
supporting rationale, and any agreement or

disagreement with the employee’s authorized
representative or the employee if there is no
authorized representative.'!’

The CO reviews the request and submits it
along with any recommendations to the DOL.'®
The DOL can adopt the contractor’s request
or the agency’s recommendation, establish its
own classification, or determine whether the
job description is covered under an existing
classification.'"”

m Penalties For SCA Violations

A “party responsible” for SCA violations is
liable to employees for the amount of any im-
proper deductions, rebates, or underpay-
ments.'* Each of the following is a “party re-
sponsible”: (1) the contractor or subcontrac-
tor, (2) a corporate officer who actively di-
rects and supervises contract performance, and
(3) any other person who exercises control,
supervision, or management authority over
performance of the contract.!'*

The DOL may direct a CO to withhold the
amount due for any underpayments from any
Government contract.'” A “party responsible”
can also be debarred for SCA violations. De-
barment for three years is required for a party
responsible found to have violated the SCA,
unless the Secretary of Labor issues a recom-
mendation against debarment based on “un-
usual circumstances” (which is unusual).'®® In
addition, SCA violations are grounds for a con-
tract termination for default.'*

= Mandatory Contract Clauses

Provisions implementing the SCA are set
forth in the FAR “Service Contract Act of 1965,
As Amended” clause.'® Covered fixed-price con-
tracts must also incorporate a “Fair Labor Stan-
dards Act and Service Contract Act—Price Ad-
justment” clause.'?® Under this clause, the con-
tractor may obtain an adjustment in the con-
tract price for a contract modification impos-
ing a new wage determination. The clause
limits the adjustment to actual increases or
decreases in wages and fringe benefits and
corresponding increases in social security, un-
employment taxes, and workers’ compensa-
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tion insurance. The adjustment does not in-
clude general and administrative expense, over-
head, or profit.'*

Where the price adjustment clause does
not cover a particular increase in the cost of
performance (i.e., a wage determination in-
creasing the required wages during the base
year of a multiyear or option contract), the
contractor is entitled to an equitable adjust-
ment under the contract’s “Changes” clause.
An equitable adjustment under the “Changes”
clause includes general and administrative
expense, overhead, and profit on the increased
wages.'?

The CO must also insert the FAR “State-
ment of Equivalent Rates for Federal Hires”
clause. This clause sets forth the equivalent
wages and fringe benefits that would be paid
by the Government for the various classes of
service employees expected to be used un-
der the contract.'®

Termination For Convenience

m Other Than FAR Part 12 Contracts for
Commercial Services

Service contracts, other than FAR Part 12
contracts for commercial services, may con-
tain either the FAR 52.249-2 “Termination for
Convenience of the Government (Fixed-Priced)”
clause, which is not limited to services or the
FAR 52.249-4 “Termination for Convenience
of the Government (Services) (Short Form)”
clause.

Whether the “Termination for Convenience
of the Government (Services) (Short Form)”
clause is used has a significant effect on con-
tractor recovery. Under the other “Termina-
tion for Convenience” clauses, a contractor is
generally entitled to recover its allowable costs
(which include certain costs continuing after
termination), settlement expense, and profit.'*
Under the “Termination for Convenience of
the Government (Services) (Short Form)”
clause, the Government is “liable only for
payment...for services rendered before the
effective date of termination.”'?!
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The FAR limits the use of the “Termina-
tion for Convenience of the Government (Ser-
vices) (Short Form)” clause to instances where
the CO determines the successful offeror will
not incur substantial charges in preparation
for and in carrying out the contract and would,
if terminated for the convenience of the Gov-
ernment, limit termination settlement charges
to services rendered before the date of ter-
mination.!3?

After a termination for convenience, a ser-
vice contractor is faced with two issues. First,
does the contract include the short form ser-
vices clause, which limits recovery to services
rendered? If the short form clause is not in-
cluded, the contractor’s termination for con-
venience recovery is not limited to services
rendered. Second, if the short form clause is
included, was its inclusion reasonable under
the standards set forth in the FAR?

Under what is known as the Christian doc-
trine, clauses required by law or regulation
will be “read into” a Government contract
even though not actually included in the con-
tract. The doctrine is based upon G.L. Chris-
tian v. United States,’®® in which the Court of
Claims read a “Termination for Convenience”
clause into a contract because it was required
by regulation. Where the inclusion of the
“Termination for Convenience of the Gov-
ernment (Services) (Short Form)” clause is
an abuse of discretion, judges have used the
Christian doctrine to substitute the appropri-
ate “Termination for Convenience” clause.
For example, an abuse of discretion was found
in a guard service contract where the con-
tractor was required to provide weapons and
uniforms. The Armed Services Board of Con-
tract Appeals reasoned that such items pro-
vided the basis for a claim for “other than
services rendered.”’ Similarly, the use of
the short form clause in a contract for main-
tenance services was held to be erroneous.
The General Services Administration Board
of Contract Appeals stated that because of
start-up costs, a determination could not be
made that a termination for convenience claim
would not result in a claim for “other than
services rendered.”!3®
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m FAR Part 12 Contracts For Commercial Services

A contractor’s recovery for the termination
for convenience of a FAR Part 12 contract for
commercial services is governed by FAR
12.403(d)."*® This provision states as follows:

When the contracting officer terminates a
contract for commercial items for the
Government’s convenience, the contractor shall
be paid—

(i) The percentage of the contract price
reflecting the percentage of the work performed
prior to the notice of the termination, and

(ii) Any charges the contractor can
demonstrate directly resulted from the
termination. The contractor may demonstrate
such charges using its standard record keeping
system and is not required to comply with the
cost accounting standards or the contract cost
principles in Part 31. The Government does not
have any right to audit the contractor’s records
solely because of the termination for
convenience.

The FAR 12.403(d) formula quoted above
for commercial item contracts is a departure
from the formula for noncommercial item con-
tracts. The convenience termination formula
for recovery under noncommercial item con-
tracts includes (a) allowable costs incurred in
the performance of the work, (b) certain “con-
tinuing” (post-termination) costs, (c) a rea-
sonable profit for work performed, and (d)
reasonable settlement expenses.'?’

To interpret the commercial item contract
convenience termination provisions, FAR
12.403(a) provides that COs may continue to
use FAR Part 49 “as guidance” to the extent
that it does not conflict with FAR Part 12 and
the “Contract Terms and Conditions—Com-
mercial Items” clause at FAR 52.212-4. Sev-
eral observations regarding the contractor’s
convenience termination recovery under a com-
mercial item contract can be made.

First, there is nothing in the FAR commer-
cial item provisions inconsistent with a
contractor’s right to “fair compensation” as
set forth in FAR 49.201. Therefore, the same
techniques for maximizing convenience ter-
mination recovery would appear to apply to
contracts for commercial items subject to the
FAR Part 12 rules."
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Second, questions remain to be resolved re-
garding application of the FAR 12.403(d) for-
mula for contractor recovery, such as (1) how
to measure the “percentage of the work per-
formed” and (2) how to determine what charges
“directly resulted from the termination.” For
example, is percentage of performance to be
mechanically calculated based on units deliv-
ered or physical progress or does it include
initial costs allowable as under noncommer-
cial item contract terminations? Are charges
resulting “directly” from termination limited
to settlement expenses or do they include “con-
tinuing” (post-termination) costs that are ex-
pressly allowable for noncommercial item con-
tracts? Although the measure of recovery set
forth in FAR 12.403(d) is ambiguous, because
FAR 12.403(a) directs COs to continue to use
FAR Part 49 for guidance to the extent it
does not conflict with FAR Part 12, there ap-
pears to be no authority permitting a CO to
reduce a contractor’s recovery below costs al-
lowable under FAR Part 49.

Third, although the Government often re-
lies on the FAR Part 49 rules to deny recov-
ery of post-termination unabsorbed overhead
in convenience termination settlements un-
der noncommercial contracts on the ground
that such costs are for a contractor’s ongoing
business rather than the terminated contract,'®
the commercial item provisions appear to conflict
with these rules. Post-termination unabsorbed
overhead is clearly a cost resulting directly
from the termination within the meaning of
FAR 12.403(d). The argument for allowability
of these costs is further buttressed by (a) Uni-
form Commercial Code § 2-708(2), which de-
fines “damages” as including “reasonable over-
head,” (b) commercial law cases awarding un-
absorbed overhead,!* and (c) the fact that
the limitations on allowability in the FAR Part
31 cost principles are expressly inapplicable
in the settlement of commercial item con-
tract convenience terminations.

Finally, the commercial item contract pro-
visions deprive the Government of its right to
audit the contractor’s records after a termi-
nation for convenience. However, a contrac-
tor still has the burden of proving its costs. If
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a CO issues a final decision denying the costs,
thus forcing the contractor to litigate, the Gov-
ernment would be entitled to obtain the in-
formation in discovery in litigation.

Termination For Default

A termination for default can have disas-
trous consequences for a contractor.'' There
is a sudden loss of work and of its contribu-
tion to overhead. An opportunity to make a
profit is lost. Instead, the contractor is faced
with the prospect of a potential liability for
excess costs of reprocurement and the po-
tential need to litigate to protect its rights.
To make matters worse, a default may limit
or preclude a contractor’s ability to obtain ad-
ditional Government work.

m Other Than FAR Part 12 Contracts For
Commercial Services

Fixed-priced contracts for services expected
to exceed the simplified acquisition thresh-
old, other than FAR Part 12 contracts for com-
mercial services, are required to include the
FAR 52.249-8 “Default (Fixed-Price Supply and
Service)” clause.'*?

(1) Grounds—Under this clause, a contract
may be terminated for default based on any
of the following grounds: (a) failure to timely
perform, (b) failure to meet specifications,
(c) failure to make progress so as to endan-
ger performance, (d) failure to perform “other”
contract provisions, and (e) the judicially created
doctrine of anticipatory repudiation.'*

Service contractors may avail themselves of
two categories of defenses: (a) defenses avail-
able under all Government contracts and (b)
substantial performance, an additional defense
under service contracts.

(2) Defenses Under All Contracts—The fol-
lowing defenses to a default termination are
available under all non-FAR Part 12 Govern-
ment contracts, including those for services:
(a) excusable delay, (b) defective specifica-
tions and impossibility, (c) waiver of contract
due date, (d) CO failure to follow proce-
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dural requirements, and (e) CO abuse of dis-
cretion.!*

(3) Substantial Performance—Service contrac-
tors have also been able to use as a defense
the judicially created doctrine of substantial per-
formance. The typical service contract includes
numerous tasks to be repeatedly performed.
The failure to perform one task, while techni-
cally a default under the “Default” clause,'®
will not by itself generally support a termina-
tion for default of the entire contract. In ser-
vice contracts, a default termination is only jus-
tified where instances of noncompliance result in
the contract not being substantially performed.

What is substantial performance must be de-
termined on a case-by-case basis. For example,
in one case, the ASBCA found undermanning
of certain guard posts during peak traffic pe-
riods on more than one occasion indicated
less than exemplary performance but did not
arise to the level of a substantial failure to
perform.'*® However, in another case, the failure
to provide any guard service for 21 hours, with
sporadic compliance over a weekend, justi-
fied termination of the entire contract for
default for failure to perform.'*’

m FAR Part 12 Contracts For Commercial Services

FAR Part 12 contracts for commercial ser-
vices are required to include the FAR 52.212-4
“Contract Terms and Conditions—Commer-
cial Items” clause.'*® Paragraph (m) sets forth
provisions for a “termination for cause”—the
equivalent of a termination for default in other
than FAR Part 12 contracts—as follows:

(m) Termination for cause. The Government
may terminate this contract, or any part hereof,
for cause in the event of any default by the
Contractor, or if the Contractor fails to comply
with any contract terms and conditions, or fails
to provide the Government, upon request, with
adequate assurances of future performance. In
the event of termination for cause, the
Government shall not be liable to the Contractor
for any amount for supplies or services not
accepted, and the Contractor shall be liable to
the Government for any and all rights and
remedies provided by law. If it is determined
that the Government improperly terminated this
contract for default, such termination shall be
deemed a termination for convenience.
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FAR 12.403 provides the following guidance

for applying this provision:
[The “Termination for cause” paragraph]
contain[s] concepts which differ from those
contained in the termination clauses prescribed
in [FAR] Part 49. Consequently, the
requirements of Part 49 do not apply when
terminating contracts for commercial items and
contracting officers shall follow the procedures
in this section. Contracting officers may continue
to use Part 49 as guidance to the extent that
part 49 does not conflict with this section and
the language of the termination paragraphs in
52.212-4.

From a practical standpoint there appears
to be little difference between the clauses in
FAR Part 12 commercial item contracts and
other Government contracts.

(a) Grounds—The commercial items “ter-
mination for cause” provision sets forth three
grounds for default: (1) any default by the
contractor, (2) failure to comply with any contract
terms and conditions, and (3) failure to pro-
vide adequate assurances of performance. These
grounds appear essentially the same as those
in an other than FAR Part 12 contract for
commercial items.

First, any default by the contractor in a FAR
Part 12 contract appears to be the same as
Sfailure to timely perform and failure to meet specifi-
cations in other than FAR Part 12 contracts
for commercial items.

Second, failure to comply with any contract terms
and conditions in a FAR Part 12 contract would
appear to be equivalent to failure to perform
other contract provisions in other than FAR Part
12 contracts for commercial items.

Third, failure to provide adequate assurances of
performance in a FAR Part 12 contract would
appear to be the same as failure to make progress
so as to endanger performance in other than FAR
Part 12 contracts for commercial items. Be-
fore the termination for default of the non-
FAR Part 12 contract for failure to make progress,
a CO must issue a “cure” notice. The cure no-
tice must advise the contractor that it has 10
days or a longer specified period to provide
adequate assurances that timely performance
will be forthcoming.'*
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Finally, as noted above, anticipatory repudia-
tion is a judicially created doctrine.'”® The un-
derlying rationale appears to apply when the
Government purchases commercial items un-
der FAR Part 12.

(b) Defenses—In general the same defenses
are applicable as in non-FAR part 12 contracts.
Paragraph (f) of the FAR 52.212-4 “Contract
Terms and Conditions—Commercial [tems”
clause, entitled “Excusable delays,” excuses the
contractor from default if “nonperformance
is caused by an occurrence beyond the rea-
sonable control of the Contractor and with-
out its fault or negligence.” This language ap-
pears to incorporate the non-FAR Part 12 de-
fenses of (1) excusable delay as well as (2) de-
fective specifications and impossibility if the
contractor did not assume the risk.

Excusable delay or excuse of performance
for defective specifications or impossibility is often
based on the implied warranty of Government-
designated specifications. Under this doctrine,
the Government warrants that contractor com-
pliance with Government-furnished or desig-
nated design specifications will result in ac-
ceptable contract performance.’” In contracts
for commercial items, the seller rather than
the Government furnishes or designates the
specifications. Under such circumstances, there
is no Government warranty of specifications.'*®

Waiver of contract due date'™ and substantial

performance’™ are judicially created doctrines.
The rationales underlying each of these de-
fenses appears to be as applicable to FAR Part
12 contracts as other Government contracts.
Waiver of contract due date'”and substantial
performance'®® are defenses to breach of con-
tract in contracts for services between private

entities.

Abuse of discretion would also appear to be a
defense. More specifically, the “termination
for cause” provision, like the “Default” clause,'”’
does not require the CO to terminate. In-
stead, both advise that the CO “may” termi-
nate, and FAR 12.403(b) states that the CO
“should exercise the Government’s right to
terminate a contract for commercial items...for
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cause only when such a termination would be
in the best interests of the Government.” This
is analogous to the FAR guidance for non-
FAR Part 12 contracts that sets forth factors
for the CO to consider in determining whether
to terminate for default.'”®

Finally, failure to follow required procedures may
possibly be a defense to a termination for cause.

These Guidelines are intended to assist you in
understanding the Federal Government’s
acquisition of services. They are not, however,
a substitute for professional representation in
any specific situation.

1. Remember thata cost comparisonis generally
required for a commercial activity currently
performed by Government employees. Continued
in-house performance mustgenerally be justified
by lower cost. Adjustments must be made in a
cost comparison for the different manner in
which Government agencies and contractors
compute costs.

2. Keep in mind that both contractors and
agency employee representatives may challenge a
cost comparison by filing an administrative appeal
with the agency.

3. Beaware thatonlya contractorcan challenge
an A-76 determination by filing a protest at the
GAO or the U.S. Court of Federal Claims. A protest
may be filed only after an unsuccessful agency
administrative appeal. Contractor protests of
agency A-76 determinations have had an
unusually high success rate.

4. Remember that the SCA requires a federal
service contractor to pay its service employees no
less that the minimum wage rates and fringe benefits
setforthin the applicable DOL wage determination.
The SCA applies to all federal service contracts
over $2,500 whose principal purpose is to provide
services in the United States.

5. Recognize that under the SCA, a “service
employee” is any person engaged in the
performance of a covered service contract.
Executive, administrative and professional personnel

GUIDELINES
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However, its applicability would be limited.
As noted, the “Default” clause for other than
FAR Part 12 service contracts requires the Gov-
ernment to issue a cure notice giving the con-
tractor at least 10 days to cure a deficiency
before issuing a termination.'” There is no
such requirement under the FAR Part 12 “ter-
mination for cause” provision.

and apprentices, student learners, and certain employees
with disabilities are exempt from the SCA wage
determination requirement.

6. Bear in mind that the SCA exempts, among
other things, construction contracts, most
manufacturing contracts, communications
services contracts, and public utility service
contracts. Inaddition DOL hasissued aregulation
exempting certain contracts for commercial services.

7. Be aware that service contracts other than
FAR Part 12 contracts for commercial services may
contain either the FAR 52.249-2 “Termination
for Convenience of the Government (Fixed-
Priced)” clause, which is not limited to services,
or the FAR 52.249-4 “Termination for
Convenience of the Government (Services)
(Short Form)” clause.

8. Note that the FAR “Termination for Con-
venience of the Government (Services) (Short
Form)” clause severely limits the costs a service
contractor may recover following a convenience
termination. The use of the short form clause is
limited to instances where the successful offeror
will not incur substantial costs in preparing for or
carrying out the work. If this clause is used
inappropriately, a court or board may replace it
with the FAR clause not limited to services, which
does not contain these restrictions on recovery.

9. Keep in mind that under a FAR Part 12
contract for commercial services, a contractor may
recover following a termination fora convenience
for the percentage of contract price reflecting
the percentage of work performed and any charges
a contractor can demonstrate resulted directly
from the termination. A contractor may prepare
its settlement proposal using its standard
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accounting system, and the Government has no
audit rights.

10. Recognize thatthere are unresolved questions
concerning the extent of contractor recovery
for termination for convenience under the
FAR Part 12 termination for convenience
provisions.

11. Bear in mind that the judicial doctrine of
substantial performance is an additional defense

to a termination for default of a service contract.
Service contractors may also avail themselves of
defenses available to other contractors.

12. Note that FAR Part 12 contracts for
commercial services use the term termination
for cause instead of termination for default.
Nevertheless, the rules governing a termination
for cause are similar to those for a termination
for default.
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