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A New Era for Department of Energy
Contractors and Subcontractors

O.S. Hiestand and Marcia G. Madsen*

On June 19, 1991, the Department of Energy issued a final rule that fundamentally alters the s
longstanding Government/contractor relationship with its Management and Operating (M&O) contractor
has existed for over 45 years and introduces a host of new uncertainties into the relationship. The rule also a
to some DOE cost-type support contractors and includes new protections for fixed price subcontractors of
M &O and cost-type support contractors.'

Background

.The DOE M&O contractor relationship originated in the War Department’s Manhattan Engineer D
(MED) project to develop the atomic bomb. Following World War II, Congress enacted the Atomic Energ
of 1946, which transferred the MED nuclear production and R&D facilities to the Atomic Energy Comn
(AEC), and authorized AEC to contract or continue in effect the MED contracts for these facilitie:
legislative history of the AEC Act refers to these contracts as “management contracts.”

From that beginning, there evolved a long-term, novel cost-type contractual relationship with ind
companies, nonprofit organizations, and universities to manage and operate the Government-owned facilit
well as with other cost-type contractors (e.g., architect-engineer and construction), most of whom received a
“management allowance.” The AEC protected these contractors against virtually all major financial risk
loss of or damage to government property, third party claims, and fines and penalties, by treating such ¢
allowable and paying them under the contract.’ The relationship was characterized by AEC as that *“be
industrial companies and their branch offices.”™ In short, both the Congress and the AEC recognized tt
Government did not have the expertise or resources and skills to manage and operate its nuclear producti
research facilities.

In 1974, the Congress abolished the AEC and transferred its authority and the Government-owned facil
the Energy Research and Development Administration; and in 1979 transferred them to DOE. However,
basic “management contract” concept remained in effect until the recent DOE policy and contract
changes.

This article outlines DOE’s changes and assesses their impact and likely result. The changes are an af
reaction to political pressure, are replete with ambiguities, will cause confusion, delays in performance, inc
costs, disputes, a heightened adversarial relationship between DOE and affected contractors, and will
affected contractors and subcontractors to new and uncertain financial risks. '

The New DOE Concept

DOE’s new policy and contract clauses—applicable to what it classifies as profit-making contractors—
significant limitations on allowability of so-called avoidable costs, which are: fines and penalties, direct
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bonds and insurance, loss of or damage to Government property, and litigation expenses and judgments. DOF
stated rationale is that management and operation of its facilities will be enhanced by holding some profit-maki
M&O contractors responsible for these costs in the same manner as & company or organization conducting i
own business. Conceptually, the increased financial risks would be offset by a larger fee if the contractor perforr
well. However, the rule also contains a new award fee system that could require forfeiture of up to 50 percent
the basic fee for marginal or unsatisfactory performance. To offset some of the risks, DOE puts a cap on the ne
unallowable costs, i.e., with some exceptions, they will not exceed the contractor’s fee earned in a particul;
award fee evaluation period. ‘

DOE acknowledges that its M&O contractors occupy an “unusual™ position because they “lack control ove
funding, authorization, and. . .hiring and control of their employees.” Morcover, “they operate in a heavi
regulated environment.™ Nothing in the new rule waives DOE control over these areas, over the work to !
" performed, or over subcontracting by its M&O contractors. Nevertheless, DOE has imposed additional financi;
risks on those contractors it classifies as profit-making. The comments on the rule do not indicate what h:
changed in the relationship between DOE and its M&O contractors that warrants the assumption of these ne

liabilities by the M&Os, i.e., what the contractors are doing differently today that has created the need for th
new rule. :

DOE’s Revised Acquisition Regulation

Nonprofit and Profit-Making M&0O Contractors and Subcontractors

The new rule contains important exclusions from coverage for “nonprofit” M&Os, small businesses, an
certain subcontractors. DOE defines a nonprofit M&O contractor as “one which receives no fee and is considere
nonprofit under the laws where it is incorporated.™ This definition is not limited, however, to entities that ar
nonprofit in the accepted traditional sense. Under the rule, a contracting officer (CO) is authorized to treat a
nonprofit a contractor “whose particular corporate organizations or circumstances. . .warrants such consider
ation™ and the contractor is a nonprofit organization as defined in 35 US.C. 201(i).” All other M&O contractor:
are considered profit-making.*

Interestingly, DOE appears to have classified a majority of its M&O contractors as nonprofit even though som«
do not meet its nonprofit definition. In comments on the rule, DOE states it will treat as nonprofit the presen
M&O contractors for Sandia National Laboratories (Sandia Corp., a wholly owned subsidiary of AT&T), Bettis
Atomic Power Laboratories (Westinghouse), and Knowles Power Laboratory (General Electric).” DOE also list:
20 major R&D facilities operated by universities and other not-for-profit organizations treated as “nonprofit,”
even though they are paid a fee or “management allowance.” Westinghouse is treated as nonprofit for one of its
M&O contracts and profit-making for its other M&O contracts. ,

The new provisions do not apply to small businesses (SB) and small disadvantaged businesses (SDB), or to'a
nonprofit subcontractor of a profit-making M&O contractor.” Moreover, they do not appear to apply to a profit-
making subcontractor of a nonprofit M&O contractor. In comments regarding fines and penalties incurred by a
subcontractor, DOE states that such fines and penalties are allowable if the subcontractor is nonprofit."” Nothing
in the rule requires an M&O classified as a nonprofit contractor to absorb the new unallowable costs or include
them in its subcontracts.

DOE’s statement accompanying the new regulation says that it does not apply to environmental restoration
contractors who are not M &O contractors, but does apply to environmental restoration subcontractors of M &0
contractors. Presumably, the subcontractor exclusions for SB and SDB apply.

[As used below, “nonprofit M&O contractor™ means one exempt from, and “profit-making M&O contractor”
means one subject to, the new unallowable costs and liabilities. ] '

Fines and Penalties

The new DOE rule and the contract clause for profit-making M&O contractors make fines and penalties
unallowable for “an area of responsibility clearly placed on the contractor and/or the subcontractor.”
(Emphasis added.) However, the rule does not contain any guidance concerning the meaning of “clearly placed.”
If DOE shared in the decision for the action or inaction that resulted in the fine or penalty, presumably the
responsibility would not be “clearly placed” on the contractor. Therefore. contractors {and snhenntractare) that
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previously accepted oral instructions from DOE will cease to do so. The contractor will want a record of D
involvement in the decision. Therefore, a conservative contractor obviously would insist that all direction fror
CO be written—a process guaranteed to cause contention and delays. It should be noted that the definitior
“fine or penalty” encompasses both those imposed in a civil enforcement action and those resulting fr
criminal conviction.

Also problematic is the fact that the rule and the contract clause for nonprofit M&Os are inconsistent. V
the rule states that it is DOE policy to reimburse nonprofit M&O contractors for fines and penalties that ar
the result of willful misconduct or bad faith, the contract clause for nonprofit M&O contractors is conside
narrower in scope providing only that fines and penalties are allowable costs when incurred in compliance
the scope of work, specific terms and conditions, or advance written instructions from the CO.* The limitati
the clause to fines and penalties incurred in specific compliance with the contract scope of work or term:
conditions or advance written instructions from the CO guarantees that contractors will not exercise judgme
questionable areas without explicit instruction from the contract or the CO. Unfortunately. the language ¢
clause implies that DOE will view fines and penalties that are incurred in circumstances other than
permitted in the clause as constituting bad faith or willful misconduct. Both the clause for profit-making M
and the clause for nonprofit M&Os provide that Price-Anderson Act fines and penalties and related litig
costs are unallowable except as covered by (yet to be promulgated) DOE regulations.*

DEAR 970.3102-21(b)(3) enumerates the factors that a CO “shall” consider in reviewing a contractor’s «
for payment of fines and penalties. It also states that the criminal fines and penalties will be paid only

“extraordinary circumstances™ and that the final decision will be made by the DOE Procurement Executive
the concurrence of the DOE General Counsel.

DOE’s new policy statement and contract clause for profit- making M&O contractors are clearly intend
make most fines and penalties unallowable costs. The unanswered question is when fines and penalties w
considered within an area of responsibility “clearly placed” on the contractor or a subcontractor.

DOE states there is an exception to unallowability in a situation where the contractor is required to perfc
task which results in a possible violation of law. But DOE also states that “the Contracting Officer has no leg
contractual basis for authorizing contractors to violate public laws and regulations.”* Thus, any such
requircment, authorization, or approval would now seem to be void ab initio, the contractor’s compliance ou
any contractual obligation, and the resulting fine or penalty unallowable. This result appears to occur despit
fact that the CO and the contractor might both be acting in good faith.

Direct Costs

DOE has added a contract clause for profit-making M&O contractors making unallowable those direct
that are avoidable, i.e., incurred as the result of negligence or misconduct by the contractor’s—or a subcor
tor’s—personnel.” Examples of costs included in the clause are additional expenses for R&D and produ
third party claims, and litigation expenses.*

It is not clear at what point the decision whether an avoidable cost is unallowable will be made. If it i
possible in the first instance to tell whether negligence has resulted in the cost, the contractor (or subcontra
may have already been reimbursed for it. Tracking these unallowable costs apparently will require the M
contractor to maintain separate records which allocate salary and wages, as well as other expenditures, to
which is unallowable as avoidable cost and pay that part of salary, wages and other expenditures from its
funds rather than DOE funds made available to pay allowable costs.® Apart from the need for new manage;
controls, increased overhead and delays in performance this can cause, the contractor may be subject to lial
under the False Claims Act and False Statements Act and debarment for mistakes in allocating such costs t
contract and paying them from DOE funds.

In a comment on the new rule, DOE states an M&O contractor is liable for avoidable costs incurred
subcontractor only if the M&O contractor is responsible, in whole or part, for the subcontractor actior
inactions which resulted in such costs.® To the extent this statement actually modifies the above contract cl:
it leaves unclear what is meant by “responsible.” Presumably, DOE will determine whether the contrac

negligence contributed to the cost. This possibility creates the potential for slgmﬁcant disputes between the ¢
and its various subcontractors.
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- Loss of or Damage to Government Property

DEAR 970.5204-21(j) is a new subsection to the contract clause for Government property that makes a profit-
making M&O contractor liable for direct costs and expenses to repair or replace Government property damaged
as the result of contractor or subcontractor negligence or willful misconduct. The subsection applies to costs
resulting from circumstances clearly within the contractor’s or subcontractor's “sole and exclusive control” where
exercise of reasonable care would have avoided the loss or damage. In addition, direct costs and expenses resulting
from such damage to Government property caused in part by third parties (e.g., another DOE contractor) other
than DOE are unaliowable. . o S '
 DOE’s comments in response 10 a question concerning this provision in the Interim Rule state that the
contractor will not be held liable for damage caused by a third party unless there is negligence on the part of the
M&O contractor or subcontractor.* Where the M&O contractor has liability, DOE states that allocation of
financial responsibility should be determined by the parties. ‘

This subsection also makes the M&O contractor liable for loss of or damage to Government property due to
theft, embezzlement, unauthorized use, or ultra vires activity by contractor or subcontractor personnel. However,
another contract clause states that this subsection does not apply to loss or damage caused by a SB, SDB, or
nonprofit subcontractor.®? - S _ _

This new avoidable unallowable cost provision exposes a profit-making M&O contractor to significant financial
risks. There is little policy guidance regarding the intent or meaning of the phrase “clearly within. . .sole and
exclusive control.”™ In addition, that limitation on liability apparently is not included in the contract language
holding the M&O contractor liable for theft, embezzlement, etc. . , _

While the new subsection does not refer to loss or damage caused by another M&O contractor, it may be
implied that such contractor may be considered a “third party” within the meaning of the clause. If the other
M &O contractor is classified as nonprofit, its DOE contract does not impose the new liability and a profit-making
M&O contractor cannot pass on any part of its financial responsibility to the other M&O contractor.

This subsection does not expressly exclude loss or damage to Government property caused by a “nuclear
incident.” However, the “nuclear incident” indemnity clause included in DOE M&O contracts protects the
contractor from liability for such loss or damage and states that that clause is not limited by any other clause in
the contract.® '

. L]

Insurance

DEAR 970.5204-13(c)(36)(i) adds a provision to profit-making M&O contracts which makes unallowable the
cost of insurance to cover otherwise unallowable avoidable costs except when required by the CO. The DOE
policy statement in DEAR 950.7011(c)(2) provides that the contractor may be reimbursed for insurance against
non-nuclear risk above the contractor’s liability cap as approved by the CO. (See Ceiling on Certain Liabilities,
infra.) St ' - L

The DOE rule contains no policy guidance on when a CO may require or approve otherwise unallowable
insurance costs. In its comments in response to a question concerning the insurance clause in the proposed rule,
DOE states that it would be inconsistent for DOE to disallow a cost and reimburse a contractor for the cost of
insuring against the disallowed cost. DOE states that the premiums for insurance against unallowable costs “are
-properly a portion of the contractor’s overhead, to be offset against his profits in the same manner as most
“commercial manufacturers are required to do.”» With respect to non-M&O contractors (ERMCs and others),
the rule states that while it is DOE policy to require insurance against non-nuclear risks (e.g., hazardous wasie),
there may be circumstances where a “contractual indemnity” may be necessary to protect a contractor against
uninsurable non-nuclear risks. This provision strongly suggests that where pollution insurance is not available,
.DOE will consider indemnification.® - o , : : .

Because third party claims resulting from negligence of a profit-making M&O contractor’s employee (e.g.,
-automobile accident) are not allowable, the contractor apparently will no longer be covered under DOE'’s scparate
insurance agreements for the cost of such claims. It is our understanding that the contractor can submit an
. automobile accident claim to DOE's insurance contractor who will handle the claim if it determines the employee

-was not negligent. If DOE's insurance contractor takes on the claim but a court decides the emnloues wne
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negligent, presumably the insurance contractor will not pay the judgment because it is unallowable.
result in more disputes between the M&O contractor and DOE.

Litigation and Claims

The new litigation and claims clause to be included in profit- making M&O contracts makes si;
changes with regard to litigation and claims by and against the contractor.” While DOE may retain con
litigation and claims if it so chooses (subject to the Major Fraud Act)™, the contractor is exposed to pa
expenses and judgments from its own funds and filing a claim for reimbursement under the Contract |
Act. This almost certainly will entail lengthy delays and additional out-of-pocket expenses, and in so d
exacerbate the adversarial nature of the relationship between the contractor and DOE.

The new clause states that DOE may reimburse the costs of litigation and judgment against the co

notwithstanding the new unallowable avoidable costs discussed above. This is an illusory commitment be
does not constitute a legal obligation to do so.

Determining Avoidable Costs

The clause governing the determination of avoidable costs provides that unallowable avoidable costs a
incurred: (i) when the work is clearly within the “sole and exclusive control” of the contractor or subcor
(ii) the increased costs or expenses result from actions or inactions of the contractor or subcontractor;
DOE is not responsible in any way.® The clause applies the “sole and exclusive control” limitation to .
costs, including theft, embezzlement, etc. of Government property. While this clarification of the contrac
at DEAR 970.5204-21(j) (government property) would seem to modify the contractor’s potential financia
the ultimate effect both for that clause and other clauses is uncertain because nothing in the rule de
provides policy guidance as to what “clearly” and “sole and exclusive control” mean.” In addition, the n
and penalties clause for profit-making M&O contractors® appears to change the standard by stating that |
unallowable for an “area of responsibility clearly placed on the contractor” rather than a matter wif
contractor’s “sole and exclusive control.” Moreover, determining whether DOE was “in any way” respons
apportioning that responsibility likely will create a whole new series of disputes.

M&O Contractor Fees

Also of interest is the treatment of fee schedules. The rule makes changes in the fee schedules for
contractors depending on the type of facility involved.” It ostensibly authorizes higher fees for activities de
involving more risks—technical, management, and financial—as incentives to achieve higher levels of p
ance, and to offset the effect of the new unallowable cost provisions. ' »

While the new fee schedules are perhaps valid in theory, there are real questions as to whether they wi
in higher fees and net income. The increases in unallowable costs likely will reduce the base for DOE’s calk
of the maximum fee. Because a fee is not a net profit, the additional unallowable costs a profit-making

contractor must absorb may result in significantly lower profit than the contractor made under the
schedule.

Celling on Certain Unaliowable Costs

DEAR 970.5204-55 is the new clause which provides that a profit-making contractor’s financial obligati
certain avoidable costs are capped at the amount of basic and award fee earned during the periods whe
costs or liabilities were incurred or determined. The following are expressly excluded from the liability (
criminal fines and penalties and (ii) insurance covering unallowable costs. In addition, costs incurred un
Major Fraud Act of 1988 and Price-Anderson Act fines and penalties are excluded from the ceiling, ex
provided in DOE regulations. DOE also has included a catch-all exclusion for “any other unallowable
Subject to these exceptions, DOE states it will treat as allowable otherwise “avoidable™ costs in excess
liability cap (i.e., DOE will reimburse the contractor for all amounts in excess of the cap). This mea:
avoidable costs in excess of the cap are allowable and will be paid, while the same costs up to the cap ¢
allowable. Characterization of a given cost at a given point in time may prove difficult and confusing.

The M&O contractor (and subcontractors) is required to provide guarantees (letter of credit) to assure
has sufficient resources to satisfy its liability for avoidable costs, or agree to let DOE retain a percentag
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award fee sufficient to protect the Government’s interest. While the contractor has legal rights to claim
allowability of avoidable costs exceeding the liability cap, recovery of these costs could casily involve expensive
and protracted litigation with DOE.

Importantly, the ceiling on the M&O contractor’s liability is not an indemnity.* The standard contract clause
for DOE M&O contractors limits the Government's obligation for payment of allowable costs to the amount of
funds obligated. For allowable costs above that amount, DOE’s contractual commitment is subject to the
availability of funds DOE can legally use for that purpose.” In addition, DOE’s obligation is subject to the release
executed after completion or termination of the contract. These restrictions on reimbursement can severely limit
an M&O contractor's legal right to claim and recover avoidable costs in excess of the ceiling, particularly where
the event giving rise to the costs was not known at the time the contract was completed and a release executed.
Such restrictions are significant for long-term environmental liabilitjes to third parties that may not materialize
until 20-30 years after contract close-out. Unless DOE provides an exception to the release for such liabilities, it
may well chill the use of innovative technological approaches to remediation of hazardous and mixed wastes® At
the same time, however, an exception would be of little value without assurance of funding.

DOE Cost-type Support Conujactm

DOE’s new rule on unallowable costs and liabilities applies to profit-making cost-type support contractors.”
Nonprofit and SB/SDB support contractors are completely exempt. Existing support contractors are covered if
they modify their contracts to conform to the new provisions. ' )

Subcontractors

As noted above, several of the new clauses for profit-making contractors hold the contractor liable for costs
resulting from subcontractor negligence and actions or inactions. However, a subcontractor who is a SB/SDB or
who meets the DOE definition of nonprofit is expressly excluded from the new avoidable cost provisions, and such
costs resulting from actions or inactions by the subcontractor are allowable costs to the M&O contractor. A
profit-making subcontractor to a nonprofit M&O or support contractor also will be treated as nonprofit and
accordingly will be exempt from the new avoidable unallowable cost rule, i.e., will be treated as though the new
rule did not exist.® )

While the exclusions provide an incentive for the profit- making M&O contractor to subcontract to exempt
firms, since the contractor is thereby excused from their avoidable costs, they may at the same time inhibit the
likelihood of assuring that subcontracts are awarded to responsible and experienced subcontractors with the
greatest expertise and financial resources. .

The DOE contract clause establishing a liability cap for certain avoidable costs applies to subcontractors—
whether cost-type or fixed price—of profit-making M&O contractors. The cap is the amount of fee or profit
carned during the period when the events occurred. Where the amount of profit cannot be reasonably determined
by the M&O contractor, the amount shall be deemed to be 15% of the subcontract price prorated to the period
involved. If the amount of subcontractor fee or profit is not sufficient to pay the avoidable costs, the excess
amount of those costs will be treated as allowable costs to the profit-making M&O contractor, unless the latter is
partly responsible. In such an cvent, it appears that the M&O contractor is obligated to pay the subcontractor’s
excess costs up to the M&O contractor’s ceiling on liability for avoidable costs without reimbursement from
DOE. This provision will no doubt engender disputes between M&O contractors and their subcontractors. It also
raises a question as to whether the subcontractors subject to this rule should have access to the DOE Board of
Contract Appeals, rather than having to resort to a forum unfamiliar with the rule and its complexities.

The M&O contractor must obtain financial guarantees from its subcontractors, but is prohibited from
requiring a subcontractor to provide financial guarantees for payment of avoidable costs in excess of the fee or
profit earned during the period involved.” DEAR 970.5204-55(b)(3) requires profit-making M&O contractors to
include language in their subcontracts to implement this provision of DOE’s rule. The requirement is mandatory
for subcontracts at “any tier or level.” ‘ '

The unprecedented feature of this provision of DOE’s rule is that it makes reimbursable some avoidable costs
incurred by a fixed-price subcontractor. This provision of the DOE rule may encourage more responsible
companies to compete for fixed-price subcontracts where they are exposed to substantial financial risks, but it is
not limited to those situations. Extending it to all subcontractors at any tier arguably contradicts the basic

10-20.01 [ P N
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concept :of -fixed-price contracting and increases the financial risks of aﬂ'ected M&O eontracts and an)
contracts to which the rule is applied.®. -

The 15% of price ceiling applies only 1f the M&O oontractor cannot reasonably dctenmne the subcn
tor’s profit. Obviously, it will be in the interest of the M&O contractor to utilize the ceiling which redu
potential financial responsibility the most; and the subcontractor can be expected to contest the
contractor’s determinations. What's more, the M&O’s cost of resolvmg thc dxspute may bc unallowable b
if its determination is overruled.: - " ::

The DOE contract clause also prescribes in detail how a suboontractor s financial obligation for avoidabl
will be made where the events or actions cover more than one M&O contractor fee evaluation period or cai
allocated to a partncular evaluation period, or where the determination is made after the contract is comy
the subcontractor replaced. Whether the M &O contractor or the subcontractor will be adversely affected d
on how the Tormula is applied and by whom. : -

- DEAR 970.5204-55(b)(1) does not expressly exclude subcontractors othemse exempt from the rettnct
allowability of such costs. While it may be inferred that this subsection is intended to apply only to subcont
who are subject to the avoidable cost limitations, the contract clause is not precise and can be inte:
otherwise, particularly in view of the fact that the exemption exists only in DOE comments on rule and
contained in the rule itself." Because nonprofit M&O contractors are not covered by the rule, this sub
likely doés not protect any of their fixed-price subcontractors agamst avoidable costs. This should ¢
poténtial subcontractors because most M&O contractors are nonprofit, and thus are not subject to the ne
These subcontractors receive no benefits from the new rule, unlike the subcontractors to profit-making
who now benefit from a' cap on their liabilities under fixed-price contracts.

" The protection afforded subcontractors and DOE’s contract commitment to reimburse affected
contractors also are laden with loopholes. In the first place, the commitment is not equivalent to an indemn
discussed above, DOE's contractual requirement to reimburse an M&O contractor for allowable costs ab
amount contractually obligated is subject to the availability of funds. Whether or not DOE will have, or be
obtain, the necessary funds for a subcontractor or M&O contractor claim for reimbursement of costs yeai
the M&O contract has expired is highly uncertain. Obviously, the M&O contractor can be expected to atte
include language in its subcontracts qualifying its obligation to reimburse subcontractors.

Overall, DOE’s complex, required, diversified and confusing treatment of subcontractors can be expe
result in delays in performance of work, confusion, protests, and litigation by proﬁt-malnng M&O cont:
and thelr subcontractors

 Major Fraud Act Unallowaﬁlc Costs

The Major Fraud Act of 1988 (the Act), P.L. 100-700, established limitations on the allowablhty o
fficurred by all DOE M&O and cost-type support contractors. Section 8 of the Act amended the Federal Py
and Administrative Services Act (FPASA), 41 US.C. 251 er seq., to make unallowable those costs incu:
the result of a proceeding brought by the United States, or a State government relating to a violation of, or
to comply With, any Federal or State law or regulation if the proceeding results in a criminal conviction, or
civil or administrative proceeding the contractor is held liable, debarred, suspended, or its contract res(
voided or terminated for default.® However, in a state proceeding the costs incurred may be reimbursed pu
to regulations proscribed by the head of the contracting agency, if they are the result of a spectﬁed contrac
or condition or written instructions of the contracting agency.

~ The FAR incorporates the Act’s limitation and also makes unallowable costs incurred m a proc
commenced by a local or foreign government.®

DOE has not msued rcgulatnons unplementmg the Act and, in addmon. its new rule and contnct <
provide no guldance as to whether and when DOE will waive the Act’s and the FAR’s restrictions.
Litigation and Claims contract clause for profit-making contractors refers to 41 US.C. 256 as a restrain
CO’s autbonty fo'direct the contractor’ ‘to defend against a claim, accept a settlement made by the contrac
mgotnate a ‘settlement of a judgment against the contractor.® The Ceiling on Financial Risk contract

exchides the Act’s nnallnwahle cncte fram the reiling avrant ao.nenidad fn fuat 6 ha fncnad) VAR aamla
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How the Act and the FAR will be interpreted and applied by DOE, its board of contract appeals, and t
courts creates major uncertainties and will have significant financial consequences for DOE M&O and cost-ty
support contractors (and their suboontractors)—_-wbether classified as nonprofit or profit-making.

Tonclusion

While DOE asserts that its new rule will enhance management and operation of its facilities, the exclusions |
some commercial entities, as well as for universities and other nonprofit organizations, SB/SDBs, and subcontrs
tors, defy a rational explanation.

The circumstances under which the new unallowable cost provisions for profit-making M&O contractors w
be applied are far from clear. Moreover, the rule does not define or provide specific policy guidance as to t
meaning of “clearly,” or “sole and exclusive™ control or “responsibility” of the M&O contractor. There also a
significant differences between the language of the new contract clauses and DOE's statements regarding t
clauses. In addition, the rule does not clarify DOE’s policy or address its legal authority regarding the Maj
Fraud Act and Price-Anderson Act fines and penalties.

Although DOE's rule excludes some M &O subcontractors from and protects others against the new avoidab
costs, there are good reasons to be skeptical about when it will be applied and how much protection it real
provides. ‘ ' .

The uncertainties of the new DOE rule and potential financial risks of affected M&O and cost-type suppo
contractors can result in a defensive posture which adversely affects conduct of their work, interactions wil
DOE, and relations with subcontractors.

The rule also can result in less competition by responsible companies for M&O contracts and subcontracts.

The AEC “management contract” concept was not perfect, but it recognized that these unique facilities a;
managed for and on behalf of the Government. The new rule appears to have the intent of “pinning” on tt
contractor responsibility for decades of policies which are, by today’s environmental and health and safet
standards, outmoded. If DOE really expects contractors to continue to participate at these facilities, it will have t
clarify this rule and add provisions that absolve or indemnify current contractors from past actions.

Footnotes
! 56 Fed. Reg. 28099-28110 (June 19, 1991). An interim final rule was published in the 56 Fed. Reg. 5064-5088 (Feb. 7, 1991). Th
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! S.Rep.No. 1211, 79th Cong., 2d Sess. 15 (1946). ‘¢ :
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significant contribution to DOE’s mission at SNL.” The Bettis and Knowles facilities are part of the Naval Nuclear
(NNP) Program and subject to Executive Order 12344, which requires the DOE Secretary to assign responsibility for supervision of
these facilities and forprocurememinvolvin;theNNPPrognmtotbeNNPlemtha.OnemmmthttheD&eaa
opposed subjecting the Bettis and Knowles M&O contractors to the new DOE rule.
* DEAR 970.5204-13(e)(36)(ii). - ’
" 56 Fed. Reg. 5066. The contract clause at DEAR 970.5204-13(¢)(36) for profit-making M&O contractors states that the
avoidable cost provisions of the rule are not applicable to profit- making subcontractors of sonprofit contractors.
2 The draft RFP for the Environmental Restoration Management Contractor for the Feed Materials Production Center (July 26,
1991) does includcthewbmneeofthemmk.mmmghmeERMCkmMyuwnM&ObyDOB.
 DEAR 970.3102-21 and 970.5204-13(¢)(12). ‘
“Id.
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% 56 Fed. Reg. 5066. Although M&O contractors classified as nonprofit probably will continue to receive favorable treat:
most fines and penalties, they are exposed to significant financial risks under the Price Anderson Amendments Act and th
Fraud Act of 1988. See infra, Major Fraud Act Unallowable Costs.

Y DEAR 970.5204-13(¢)(17)(iv). Among the factors to be considered by the CO in determining whether a cost is “avoida
the “completeness, efficiency and effectiveness™ of the contractor’s internal control systems and procedures, including ¢
training. DEAR 970.3102-22.

® Jd. While not expressly referred to in this clause, other provisions of the new rule modify its application. See infra, Subcc
and Determining Avoidable Costs.

» DOE M &O contractors do not use their own funds to pay allowable costs. They use Government funds in special bank .
established for this purpose. DEAR 970.3202.

» 56 Fed. Reg. 5071.

# 56 Fed. Reg. 5073.

B See infra, Subcontractors.

® The new rule contains no definition or guidance. In a response to comments about the phrase, DOE referred to appropria
authorizations requested by a contractor but not provided as outside exclusive control. 56 Fed. Reg. 5071.

* DEAR 952.250-70.

3 56 Fed. Reg. 5067.

» DEAR 950.7011(c)(1).

¥ DEAR 970.5204-31.

» See infra, Major Fraud Act Unallmble Costs.

» DEAR 970.5204-56.

» See supra, Loss of or Damage 10 Government Property.

3 56 Fed. Reg. S071.

8 See supra, Fines and Penalties.

» DEAR 970.1509, 970.5204-16, and 970.5204-54.

» DOE has just approved use of P.L. 85-804 indemnification for the EG&G Rocky Flats contract. This indemmﬁcnuon s

with the cap on liability provided under the new rule and means that funds will be available in future years for those costs
reimbursable. It does not cover umllowable costs.

5 DEAR 970.5204-15.

» The draft ERMC RFP does include such an exception.

- ¥ DEAR 970.5204-14(¢)(10)(15) and (34); 970.5204-21(j) and 970.5204- 31. The DEAR does not define cost-type

contractor. However, DEAR 970.5204-18 includes them as M &O contractors. Presumably they include contractors who pr
site services; e.g., architect-engineering and construction.

* 56 Fed. Reg. 5074.

» DEAR 970.5204-55(b)(l) and (2).

® Of course, there may be a question as to whether fixed-price contracts are appropriate in cases involving, for
environmental mnednnon, where the nature of the work is not precisely defined and the M&O contractor is relying
expertise and experience of the subcontractor.

“ The clause states that it applies to the “ﬁnancnl obligations of a subcontractor, at any tier or level. .

© 41 US.C. § 256 (1988). .

“ FAR 31.205-47(b). : ) .
% See Atomic Energy Act of 1954, 42 US.C. § 2202 (1988), Pub. L. No. 85-804, and FPASA. Section 502(d)(13)

“ DEAR 970.5204-31. The Litigation and Claims Contract clause for nonprofit contractors does not include these restricti
appears to be an oversight. .

“ DEAR 970.5204-23.
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bonds and insurance, loss of or damage to Government property, and litigation expenses and judgments. DOE
stated rationale is that management and operation of its facilities will be enhanced by holding some profit-maki
M&O contractors responsible for these costs in the same manner as a company or organization conducting i
own business. Conceptually, the increased financial risks would be offset by a larger fee if the contractor perforr
well. However, the rule also contains a new award fee system that could require forfeiture of up to 50 percent
the basic fee for marginal or unsatisfactory performance. To offset some of the risks, DOE puts a cap on the ne
unallowable costs, i.e., with some exceptions, they will not exceed the contractor’s fec earned in a particul;
award fee evaluation period. ‘

DOE acknowledges that its M&O contractors occupy an “unusual” position because they “lack control ove
funding, authorization, and. . hiring and control of their employees.” Moreover, “they operate in a heavi

regulated environment.™ Nothing in the new rule waives DOE control over these areas, over the work to t
" performed, or over subcontracting by its M&O contractors. Nevertheless, DOE has imposed additional financis
risks on those contractors it classifies as profit-making. The comments on the rule do not indicate what he
changed in the relationship between DOE and its M&O contractors that warrants the assumption of these ne

liabilities by the M&Os, i.e., what the contractors are doing differently today that has created the need for th
new rule. -

DOE’s Revised Acquisition Regulation

Nonprofit and Profit-Making M&0O Contractors and Subcontractors

The new rule contains important exclusions from coverage for “nonprofit” M&Os, small businesses, an
certain subcontractors. DOE defines a nonprofit M&O contractor as “one which receives no fee and is considere
nonprofit under the laws where it is incorporated.”™ This definition is not limited, however, to entities that ar
nonprofit in the accepted traditional sense. Under the rule, a contracting officer (CO) is authorized to treat a
nonprofit a contractor “whose particular corporate organizations or circumstances. ..warrants such consider
ation™ and the contractor is a nonprofit organization as defined in 35 U.S.C. 20] (i)." All other M&O contractor:
are considered profit-making.*

Interestingly, DOE appears to have classified a majority of its M&O contractors as nonprofit even though some
do not meet its nonprofit definition. In comments on the rule, DOE states it will treat as nonprofit the presen
M&O contractors for Sandia Nationa]l Laboratories (Sandia Corp., a wholly owned subsidiary of AT&T), Bettis
Atomic Power Laboratories (Westinghouse), and Knowles Power Laboratory (General Electric).” DOE also lists
20 major R&D facilities operated by universities and other not-for-profit organizations treated as “nonprofit,”
even though they are paid a fee or “management allowance.” Westinghouse is treated as nonprofit for one of its
M&O contracts and profit-making for its other M&O contracts. ,

The new provisions do not apply to small businesses (SB) and small disadvantaged businesses (SDB), or to'a
nonprofit subcontractor of a profit-making M&O contractor.” Moreover, they do not appear to apply to a profit-
making subcontractor of a nonprofit M&O contractor. In comments regarding fines and penalties incurred by a
subcontractor, DOE states that such fines and penalties are allowable if the subcontractor is nonprofit." Nothing
in the rule requires an M&O classified as a nonprofit contractor to absorb the new unallowable costs or include
them in its subcontracts.

DOE'’s statement accompanying the new regulation says that it does not apply to environmental restoration
contractors who are not M&O contractors,? but does apply to environmental restoration subcontractors of M &0
contractors. Presumably, the subcontractor exclusions for SB and SDB apply.

[As used below, “nonprofit M&O contractor™ means one exempt from, and “profit-making M&O contractor”
means one subject to, the new unallowable costs and liabilities.] '

Fines and Penalties

The new DOE rule and the contract clause for profit-making M&O contractors make fines and penalties
unallowable for “an area of responsibility clearly placed on the contractor and/or the subcontractor.”
(Emphasis added.) However, the rule does not contain any guidance concerning the meaning of “clearly placed.”
If DOE shared in the decision for the action or inaction that resulted in the fine or penalty, presumably the
responsibility would not be “clearly placed” on the contractor. Therefore. contractors fand snhoantractare) that



