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Preface

This book is solely intended as an overview.  Because environmental law and government contract law are extremely complex and rapidly changing subjects, users of this book are urged to consult with local counsel prior to taking any action.  This book does not replace current advice from your assigned counsel.  This book does not necessarily represent the official views of the Department of Defense.  In the event of a conflict with the current DoD guidance and/or court rulings, this book is not intended to replace or supersede such.
The Environmental Law Practice Group (ELPG) was formed to train attorneys, exchange data and share solutions regarding environmental law problems.  As a member of the ELPG, I wanted to make a valuable contribution.  This book is one of my first, and hopefully my most valuable, contributions to the ELPG.

When I was initially confronted with my first environmental cost issue, DCMC had Just begun its efforts to understand environmental costs and the various state and federal environmental agencies.  Therefore, I began a journey.  I knew there must be a substantial amount of information out there about the contractor’s facility, but I was not sure where to begin.  As I slowly made my way through the various state and federal agencies, and the numerous FAR and CAS provisions, I began to realize how little I really knew.  Although I had a fair amount of experience with the CAS and FAR on other cost issues, it was pretty daunting to be asked for legal advice and know almost nothing, about the subject matter.  Now that I have been confronted with a number of environmental cost issues and have completed my journey several times, I thought it appropriate to share my experiences and suggestions, so you would not have to “invent the wheel” like I did.

As a DCMC counsel, located in the San Francisco Bay area Contract Administration Office, I have encountered a number of environmental remediation/compliance cost issues over the past four years.  These issues involved Air Force, Army and Navy buying commands.  I served as one of the counsel on the DoD Environmental Pilot Cost Allowance Team, negotiated Advance Agreements and Implementation Agreements on remediation costs, and lectured at seminars on environmental cost issues.  As a result, I have gained a fair amount of know edge on the topic, knowledge that I hope you will find useful in your dealings with environmental cleanup costs.  In addition, DCMDW-G has an environmental counsel and Cost Accounting counsel who can assist you during your journey.

In creating this book, I have tried to share with you some of my experiences in handling environmental remediation cost issues.  I certainly hope this book is as valuable to read as it was for me in its preparation and creation.  I wish you good, clean facts, easily defined issues and successful negotiations.  More importantly, I wish you competent, hard working team members, like I had, to assist you on your journey.

On behalf of the ELPG, whose advice, encouragement and approval served a vital role in its creation.  I provide you with this Journey to resolving environmental cost issues.  May you find it as enjoyable and valuable to read as I did creating it.
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Chapter 1

Introduction
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Figure C1 -- Introduction

This book is written for both contracting officers and their support teams, as well as attorneys who provide government contracts advice to clients.  It is written from the perspective of a Defense Contract Management field counsel, who has been out in the trenches doing the research and answering the tough questions for the past few years.  Some of the cases the author has been involved in have been settled by way of an Advance Agreement on the treatment of costs.  One of the cases required an Implementation Agreement after the Advance Agreement was signed, due to interpretation problems.  Another case will most likely be litigated before the Court of Federal Claims.  If this book can help get you started in answering an environmental cost issue, or provide you with a short cut to information or case law, then it will have served its purpose.

The author has prepared the materials in chronological order based on how the normal environmental cost case progresses.  The book starts with suggestions on fact finding and what type of facts are relevant for a cost allowability analysis.  It identifies the types of information generally available from the contractor and from contractor-generated environmental consultant groups.  It provides a list of local, state and federal agencies that are likely to have information on the contractor’s site.  It explains the type of documentation DCAA generally has in its files.  It also suggests when it is appropriate to contact county, state, and federal courts for records and documentation.  Once you have gathered sufficient facts, you will then need to apply those facts to various cost principles and standards.

After you have jumped the hurdle of gathering all the relevant facts, you will then need to conduct an analysis of the costs.  This book outlines the various relevant cost principles and cost accounting standards currently in existence.  With each cost principle or standard, there will be a brief synopsis of the principle and identified concerns or a suggested method of application of that principle to environmental remediation costs.  In some instances there will be more than one method of application because there is more than one school of thought on the interpretation of that particular cost principle.  Incorporated in the allowability analysis, the author has provided sample clauses/wording to use in the event the Government decides to enter into an Advance Agreement with the contractor.  This sample wording is taken from a number of sources and is not solely of the author’s own creation.  A number of attorneys (private sector and Government) and a number of contracts personnel (private sector and Government) have developed the sample clauses provided in this book.

After you have climbed the mountain of the allowability analysis, then a determination must be made as to how to handle future environmental remediation costs to be incurred by the contractor.  Included in this section of the book is a discussion of whether an Advance Agreement is in the best interest of the Government.  Much of this discussion is taken from a paper the author prepared for the American Bar Association Public Contract Section Fall Program in November 1995.

Assuming you reach the conclusion that an Advance Agreement is in the Government’s best interest in your particular case, the book then provides you with other sample clauses and an evaluation of their effectiveness in existing Advance Agreements.  Finally, this book will provide some additional areas to consider when analyzing any environmental cost issue.

Although this book is written by an attorney, one need not conclude that all of the fact finding and research must be conducted by lawyers.  With any other cost issue, DCAA and the contracts personnel normally gather the majority of facts before posing legal questions to their assigned counsel.  Nothing should be different with environmental cost issues.  The author, DCAA, and the contracts personnel just happened to get involved with fact finding and leading their way around these issues.  With every new case involving a new contractor, each Ibcal DCAA office and contracting officer team should get involved in the fact finding, and learn their way around these complex issues.  It is a leading process for all of us.  The author hopes this book will reduce the leading curve in your office!

Chapter 2

Just the Facts Maam
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Figure C2 -- Just the Facts Maam

Any time we are confronted with a cost issue, it is always crucial to have all the facts before conducting an analysis or reaching a conclusion.  With environmental costs, the fact finding process can seem overwhelming.  This chapter is designed to provide direction and get you over the hurdle of gathering all relevant facts.  It is written in chronological order-the order which the author perceives to be the easiest way to gather facts, starting with the contractor’s records and ending at the local courts, if appropriate.

A. -- Relevant Facts
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Figure 2-12 -- Relevant Facts

Before you begin your fact finding, you need to know what to look for.  Because there is likely to be an inordinate amount of documentation, you will need to sift through the paper work for the truly relevant information.  It is very easy to find yourself lost in volumes of reports and records.  The reason we are interested in a contractor’s environmental contamination and clean-up efforts is to determine how much, if any, of the contractor’s clean-up costs will be borne by the Government.  Pursuant to various cost principles, which will be discussed in Chapter certain of these clean-up costs could be unallowable.

In order to adequately narrow the fact finding, you need to define what costs are relevant.

Defining Compliance Costs:

Compliance costs are generally defined by environmental agencies as costs incurred to prevent future contamination, not to clean up past problems.  However, the question has arisen as to whether or not this narrow definition of compliance costs is appropriate for government contract cost purposes.  Contractors have argued that investigating a site, (which is required by RCRA), or a CERCLA site, to determine whether there is contamination or not, should be deemed compliance costs until there is a confirmed release.  In other words, some contractors believe that if they are investigating their soil, etc. because of some local, state or federal requirement, they are merely complying with such requirement and the costs involved should be classified as compliance costs.  A contractor may be required to investigate for a number of reasons, i.e. because there is a suspected release, because the land is being prepared for sale, or because it has been identified as a RCRA site due to the type of hazardous material disposed of, stored or transported there, or because it has been identified as a CERCLA site.  The question has arisen whether it is reasonable for the government to classify all investigations as remediation.  Is it feasible to identify some particular point in the investigative process when compliance becomes remediation (for example, at the point in time when there is a confirmed release)?  Does the government’s acceptance of this approach allow the contractor to define its costs as allowable?  What about investigations conducted for dual purposes?  One solution is to have a “compliance costs” definition in any Advance Agreement.  An example of such a definition is provided below.

Example:  “Compliance costs” are expenses incurred to comply with environmental laws and regulations imposed by Federal, state, or local authorities in connection with materials and processes used in and wastes generated during the contractor’s current, ongoing operations.  Compliance costs include, but are not limited to:

(a)
costs of storing, treating or disposing of chemicals and chemical wastes,

(b)
costs of implementing measures to comply with emission control or discharge requirements;

(c)
costs of investigation, monitoring, or other response action which

(1)
is required or initiated under permits, orders, or agreements governing current operations (e.g., RCRA facility investigations) and

(2)
are not associated with a specifically confirmed or alleged release of chemicals meeting the definition of “Remediation Costs” below;

(d)
oversight costs or permit costs paid to a regulatory agency associated with compliance activities described above:  and

(e)
personnel, program management and indirect costs, including charges by outside consultants, associated with compliance activities described above.

Compliance costs do not include Remediation costs, as defined in section __.

This definition does not necessarily define all investigation costs, but depending on your definition of “Remediation Costs”, the issue might be covered.  This issue came up in one of our cases when we realized that the contractor had a pool of costs it was calling compliance costs.  However, it appeared that some of the costs included in the pool were actually remediation costs.  The definition of compliance/remediation might depend on your particular case.  However, be aware that both parties need to have a clear understanding of what types of costs are in the contractor’s cost pools to ensure everyone is consistently interpreting the definition(s).

FAR 52.236-7, Permits and Responsibilities, states that the contractor shall be responsible for obtaining any necessary licenses and permits, and for complying with any Federal, State and municipal laws, codes, and regulations applicable to the performance of the work, at no additional expense to the Government.  This clause is generally included only in construction or repair/maintenance contracts.  For this permits and responsibilities clause, it is generally accepted that compliance costs are necessary business expenses.  Pursuant to the joint DCAA/DCMC April 1994 Clarifying Audit Guidance, compliance costs should be allocated on a CAS 418 causal or beneficial relationship basis.  Hence, this book will mainly discuss remediation costs.

Defining Remediation Costs:

In the event it is determined that an Advance Agreement is appropriate in a given situation, it is crucial that a definition of “Remediation costs” be included in that Agreement.  This will allow both parties to have a clear understanding of exactly what type of costs are being covered in the Agreement.  Without such a definition, it is very difficult to determine what costs are “Remediation” and what costs are “Compliance.”  For example, a state or federal agency might order a contractor to clean up its property and the contractor may believe that such costs are Compliance, because it is complying with a clean-up order.  However, the Government may identify these costs as Remediation.  Although the clean-up is being conducted pursuant to an order, the contamination occurred several years ago and the clean-up order is merely the catalyst causing the contractor to clean up prior contamination.  Whether these costs are classified as “Compliance” or “Remediation” will determine the treatment of these costs, and could drastically affect the contractor’s recovery of these costs.  Below are two examples of how to define “Remediation Costs” in any Advance Agreement.  The author is not recommending that either of these examples would suffice in any given situation.  These suggestions are merely provided as a starting point in defining the term “Remediation Costs” when preparing your Advance Agreement.

Example I:  “Remediation Costs” means such of the following described costs and any other costs which the contractor has incurred or will incur in addressing demands, claims and actions brought by private parties and state or federal regulatory agencies relative to actual or alleged releases of chemicals to soils or groundwater at the contractor’s site as a result of actual or alleged discharge or disposal activities prior to (a specific year), irrespective of whether the cost is attributable to any Government-owned facility:

(a)
costs of Remedial Action;

(b)
costs of compliance with the Consent Decree;

(c)
costs of defending and responding to demands, claims and actions brought by local, state and federal agencies, and/or private parties.

“Remediation Costs” do not include the following:

(a)
charges questioned by the United States as being unreasonable in amount for the services or supplies provided;

(b)
those costs of defending and resolving, by ‘judgement or settlement, an action brought by a private party for alleged personal injury or property damage, that are directly attributable to a final, unappealable determination by a court that the contractor’s “managerial personnel” (as defined in FAR 52.245-5) engaged in willful misconduct or lack of good faith in connection with actual or alleged discharge or disposal activities at the contractor’s site prior to (a specific year); and

(c)
fines, penalties and punitive damages imposed upon the contractor by a court or administrative agency in a final, unappealable determination relating to actual or alleged discharge or disposal activities at the contractor’s site prior to (a specific year).

Example 2:  “Remediation costs” mean any costs which the contractor-has incurred or will incur in addressing actual releases of chemicals present in soils or groundwater above applicable action levels, and alleged releases of such chemicals unless and until they are determined to be below applicable action levels, at a site arising from or relating to any activities conducted prior to (a specific year and date), including but not limited to costs of investigation, monitoring, and remedial, removal or other response actions, costs of compliance with orders issued by the Regional Water Board or any other regulatory agency, oversight costs, and cost of defending and responding to any demands, claims, and actions brought by private parties or local, state or federal regulatory agencies regarding such releases.

Remediation costs do not include

(a)
fines, penalties and punitive damages that may be imposed upon the contractor relating to activities conducted prior to (a specific year and date); and

(b)
any Remediation Costs paid directly to DoD, if any such entitlement exists (i.e., pursuant to the Defense Environmental Restoration Act, “DERA”).

Once you have a clear understanding of the costs at issue, you can then begin your research.  Some facts that are generally relevant are those facts that might help “fingerprint” the contamination or determine the cause of the release.  The term “fingerprint” means to link the contamination to a specific period of time and/or a specific act or manufacturing process.  If it can be determined that the contamination occurred during a time when no government contracts were being manufactured on the contaminated land, or by a process only used in the contractor’s commercial business, then arguably, those costs are unallowable.  If the cause or timing can be narrowed to determine who shared in the responsibility, then perhaps an argument could be made that another party, i.e. neighboring land owner or a previous land owner, caused the contamination or contributed to it.  In such cases, the Government could argue that a portion of the costs are unallowable because they are the responsibility of the third party.  The timing of the contamination could also prove crucial in determining if any unreasonable conduct or violation of law has occurred.

If the contamination was a result of unreasonable conduct or contractor violation of law then the clean-up costs may be unallowable.  If the facts provide information regarding the time period in which the contamination occurred, then in researching the development of environmental enforcement regulations, one may be able to determine if the acts causing the contamination were a violation of law at the time they were committed.  Further, documentation might exist demonstrating that the contractor was cited for violations of law and incurred fines or penalties.  Depending on the type of violation, the clean-up costs that resulted from the violation could be unallowable, and the fines or penalties would also be unallowable.

The clean-up methodology needs to be understood as well, particularly if the state or federal agency has ordered that a property be cleaned up and there are a number of options on how to accomplish such clean-up.  The options not exercised need to be compared with the option chosen by the contractor.  We need to understand the cost difference, timing difference, and overall basis for selecting a particular clean-up methodology in order to determine the reasonableness of the clean-up costs.  In the event there is no clean-up order, the contamination levels need to be understood to ensure these costs are truly necessary.

As you take your journey through the cost principles in Chapter 3, you will see other factual determinations that need to be made, i.e., whether the property is being held for sale, whether there is any insurance coverage, recovery, or pending litigation, direct foreign sales of products, government and non-government PRPs or other responsible parties, state insurance funds, etc.  However, be sure to stay focused on the issues and not get mired down in the minutia.  You will find lots of minutia!

B. -- The Contractors Records
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Figure 2-13 -- The Contractors Records

It has been our experience that contractors have a large amount of documentation in their own files.  This documentation generally includes:

(i)
A chronological history of owners and operators of the land and the type of products or parts produced or manufactured at the site, including the contractor’s activities, use, disposition, handling, storage disposal policies, practices or procedures for each potential chemical/metal pollutant, and maps/aerial photographs of the land’s appearance several years ago-,

(ii)
Contractor-generated geological and environmental engineering studies in order to determine how much clean-up is necessary.  These studies might identify the waste handling practices which led to the contamination and might identify other contributing parties.  The argument has been made that if the contractor and the Government agreed to abide by the conclusions of the consultants, litigation over these matters could be avoided.  The argument is that since contractors typically have the resources to retain outside consultants, when possible the Government should be brought in before these consultants are hired to ensure that their work product addresses issues of wrongdoing, other contributing parties, reasonableness of remediation methods, etc.;

(iii)
Newsletters, memoranda, and other in-house documents that provide information regarding how and when the contractor discovered the environmental contamination, the date the contractor first gave notice to an environmental regulator that the site had pollution problems, the contractor’s initiation of studying and cleaning up the contamination, and any decisions not to take remedial action.  There may be interview notes taken from former or long-time employees on how processes were handled and the types of pollutants used.  Understanding the type of pollutant might help develop a timeline as to when the contamination was likely to have occurred.  For example, at one of the sites we studied, the contractor’s pollutant was PCBS.  We were able to determine the manufacturer who provided the PCBs to the contractor and the PCB manufacturer was able to provide us with a specific time period when they manufactured PCBs at their plant.  Although the contractor probably kept excess PCBs on its property for a period of time after PCBs were received, we could at least narrow the PCB use, based on when the PCBs were manufactured and supplied to the contractor;

(iv)
Clean-up orders, reports submitted to local, state, and federal agencies in response to reporting requirements, notices of violations, warnings or any other notices of noncompliance with applicable law, regulation or other applicable requirements from any regulatory authority or other source, (if any) and other correspondence between the agency and the contractor;

(v)
Any Purchase and Sales Agreements entered into by the contractor during the clean-up period, particularly to review any Environmental Indemnity Agreements in which the contractor has agreed to clean up the land after its sale;

(vi)
Any computerized cost estimating system.  One contractor used a parametric computerized estimating model to forecast its environmental remediation costs.  To effectively evaluate the contractor’s use of the model, the Government might need to have a technical expert review it, as was done in our case;

(vii)
Records of insurance policies and any specific environmental damage clauses, pending litigation and settlements, to include recoveries already made by the contractor;

(viii)
All litigation records, causes of actions, claims, complaints, or other assertions of environmental pollution by others, and any settlement agreements, decisions, or verdicts, including criminal or civil cases involving any third party or potentially responsible party.  These records might include some factual information that will prove helpful-,

(ix)
Any unique contractual terms and conditions regarding environmental costs in Government contracts.  We were involved in two situations in which the buying command had negotiated special contract clauses identifying how environmental clean-up costs were to be allocated to the Government on these particular contracts.  These special clauses resolved the issue for these specific contracts, but also had to be considered when negotiating the Advance Agreements.

Documenting site histories, waste handling practices, third party contributors, and other issues affecting the allowability of these costs is much harder without the contractor’s outside consultant studies.  If there are no such studies, it has been recommended that the Government have the contractor develop the data by interviewing its employees, briefing county records, etc.  It has been recommended that the information the contractor ultimately provides the Government should include:

(1)
a site history”

(2)
an explanation of how the contamination occurred-,

(3)
a list of individuals knowledgeable about the history of the contamination”

(4)
a list of the responsible divisions or third parties;

(5)
any potential insurance recovery,

(6)
a description of the legal efforts being used to recover from third parties”

(7)
an analysis of whether or not the contractor committed any environmental wrongdoing,

(8)
an analysis of the capitalization issue (CAS 404, DCAAM 7-1920.8)), if the issue exists;

(9)
copies of all regulatory clean-up orders; and

(10)
any proposed clean-up levels and methods, and why they are reasonable.

To ensure the contractor does not destroy any relevant documents, the cognizant ACO should make a written request, as soon as possible, for the record preservation of all relevant data, records, and documents in the contractor’s possession that relate to the site.  This written request to the contractor should provide notice that prior to any planned destruction of such relevant data, records or documents, the contractor should provide the Government with the opportunity to take possession of, inspect, or copy such documents.

In attempting to review the contractor’s data, you might experience some initial resistance from the contractor.  However, once the contractor is reminded that these costs have been or will be pulled out of its rates until the issue is resolved, and that an allowability determination can not be made without sufficient factual information, contractors usually cooperate.

Discovery in a contractor insurance case can potentially interfere with ongoing negotiations between the government and the contractor.  This is particularly true if allowability of costs is to depend on the reasonableness of the contractor’s prior waste handling practices.  In this area, the government and contractor both share an interest in frank and open discussions, without concerns that a third party will attempt to exploit the exchange of information before the parties have come to a resolution.  If there is substantial concern about potential litigation with DoD and/or insurance carriers, then a Confidentiality Agreement might be appropriate.  A sample of such an Agreement is below:

The Department of Defense (“DoD”) and the contractor agree that all discussions between DoD and the contractor on or after (a specific date) regarding a potential environmental cost Agreement are being conducted in an attempt to achieve a settlement without litigation.  Therefore, these discussions are subject to Federal Rule of Evidence 408 (“FRE 408”).  In accordance with FRE 408, the contractor and DoD will maintain in confidence and will not disclose either the content of the discussions conducted or the documents generated or exchanged during this process of settlement discussions, except as disclosure may be required by law.  In connection with any FOIA request or other request for production of documents, the parties agree to present all applicable defenses and exceptions to such production.  However, DoD may disclose to other U.S.  Government agencies with which the contractor has or had contracts that information whl6 is necessary for coordination between DoD and such other agencies, provided that, prior to any such disclosure, DoD shall advise the agency to which the information is disclosed as to the terms of this Agreement.

Confidentiality Agreements, by themselves, do not prevent third parties from attempting to obtain discovery concerning the contents of settlement discussions.  Federal Rules of Evidence 408 and similar state laws prevent litigants from using the contents of settlement negotiations as evidence, but do not create a broad discovery privilege.  See Computer Associates International v.  American Fundware, 831 F.  Supp.1516 (D.  Colo.1993) and Covell v.  Superior Court, 159 Cal.  App.3d 3942 (1984).  Given the nature of the “government reimbursement/offset” defense (see Chapter 4, Section B for more details on this insurance argument), contractors, DCAA and DCMC can expect to receive discovery requests from insurance carriers requesting a significant amount of detailed information concerning the contractor’s environmental costs, cost accounting systems, forward pricing and indirect rates, and other issues that have a bearing on the contractor’s prices and pricing strategy.  Consequently, it may be necessary for a contractor to move for a protective order to either prevent or postpone discovery of the contents of government/contractor settlement discussions.  A contractor’s prospects of obtaining a protective order improve significantly if the government ‘joins the contractor’s motion or other-wise offers support.

Quite frankly, we can understand a contractor’s apprehension in releasing its records.  In one of our cases, we had begun gathering facts from the contractor’s files.  Suddenly, an article was published in a local newspaper, providing the general public with several damaging facts about the contamination at the contractor’s site and misstating that the taxpayers were paying to help clean it up.  The newspaper article caused great consternation among contractor personnel and, of course, required our office to stop fact finding and answer a number of questions for our higher headquarters.  We never discovered the source of the information provided to the press.  Shortly thereafter, we entered into a Confidentiality Agreement.  From then on, every document/correspondence provided by the contractor or incorporated into any Government documents had the Agreement attached to it.  To our knowledge, there have been no more problems with unauthorized releases of information.  For a discussion of FOIA issues, please see Chapter 5 A.

C. -- Local, State and Federal Agency Records
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Figure 2-14 -- Local, State and Federal Agency Records

In this section, you will be provided with a list of many of the agencies which play a role in contractors’ identification, monitoring and clean-up of environmental contamination.  Each agency serves a purpose in the enforcement of environmental statutes and regulations.  Many of the agencies listed below have provided us with information regarding their roles in the cleaning up of environmental contamination and/or ensuring compliance with environmental regulations.  A synopsis of each agency’s purpose, and/or the type of documentation you can find there, is provided below:

(i)
The United States Environmental Protection Agency (“EPA”) administers several laws relating to the environment that limit discharges into the environment.  Below are a list of those laws that are most likely to pertain to issues of environmental remediation at a contractor’s site.

(1)
The Comprehensive Environmental Response, Compensation, and Liability Act (CERCLA or Superfund) 42 U.S.C.9601 et seq. (1980).  CERCLA provides a federal “Superfund” to clean up uncontrolled or abandoned hazardous waste sites as well as accidents, spills, and other emergency releases of pollutants and contaminants into the environment.  However, petroleum products are excluded from the definition of hazardous substance under CERCLA, which means that petroleum substances are controlled by the Resource Conservation and Recovery Act (RCRA), and/or state law.  CERCLA gives EPA the power to seek out those parties responsible for any release and assure their cooperation in the clean-up.  EPA cleans up so-called “orphan” sites when potentially responsible parties (PRPS) cannot be identified or located, or when they fail to act.  Through various enforcement tools, EPA forces private party clean-up through orders, consent decrees and settlement agreements.  EPA also recovers costs from financially viable individuals and companies once a response action has been completed.

EPA is authorized to implement CERCLA in all 50 states and U.S. territories.  Superfund site identification, monitoring, and response activities in states are coordinated through the state environmental or waste management agencies.

[image: image8]
Figure 2-1 -- Superfund Process

The following is a description of the Superfund Process:

Site Discovery -- When a potential hazardous waste site is reported, EPA screens the site to determine what type of action is necessary.  EPA reviews existing data, inspects the site, and may interview nearby residents to find out the history an d the effects of the site on the population and the environment.

If the site qualifies for Federal Superfund clean-up action, then the following process takes place.  A similar process is usually followed under State CERCLA/Superfund even though it may not be handled by Federal EPA.

NPL Ranking/Listing -- The National Priorities List (NPL) is a published list of hazardous waste sites in the country that are eligible for extensive, long-term clean-up action under the Superfund program.

Remedial Investigation Feasibility Study (RI/FS) -- EPA or the responsible party tests the soil, water, and air to determine what hazardous substances were left at the site and how serious the risks may be to human health and the environment.

Public Comment Period -- At this point, EPA prepares a Community Relations Plan (CRP) to ensure community involvement.  This plan is based on discussions with local leaders and private citizens in the community.  In addition, EPA sets up a local information file in the community so that citizens can have access to information about the site.  The Information File, or “repository”, is usually located at a library or public school and contains the official record of the site, reports and activities (called the Administrative Record) as well as additional site-related information.  The community has at least 30 days to comment on the proposed plan.

Record of Decision (ROD) -- Once the public’s concerns are addressed, EPA publishes a Record of Decision, which describes how the contractor plans to clean up the site.  A notice is also placed in the local newspaper to inform the community of the clean-up decision.

Remedial Design -- Next, the clean-up method is designed to address the unique conditions at the site where it will be used.  The design and actual clean-up is conducted by EPA, the State or by the parties responsible for the contamination at the site.  EPA closely oversees this design phase and the development of the clean-up at the site.  When the design is completed, EPA prepares and distributes a fact sheet to the community describing the design and the action that will take place at the site.

Remedial Action -- The equipment and manpower are put in place in order to clean up the site and clean-up begins according to the specifications.

(2)
The Resource Conservation and Recovery Act (RCRA) 42 U.S.C.6901 et seq. (1976).  RCRA gives EPA and authorized state environmental agencies the authority to control hazardous waste from “cradle-to-grave.”  This includes the generation, transportation, treatment, storage, and disposal of hazardous waste.  RCRA also sets forth a framework for the management of non-hazardous solid wastes.  The 1986 amendments to RCRA address environmental problems that could result from underground tanks storing petroleum and other hazardous substances.  RCRA generally focuses on active and future facilities rather than abandoned or historical sites (see CERCLA).  RCRA also provides authority to EPA and the States for corrective action to enforce clean up.  The 1984 amendments to RCRA required phasing out land disposal of hazardous waste.

(3)
The Toxic Substances Control Act (TSCA) 15 U.S.C.2601 et seq. (1976).  The Toxic Substances Control Act of 1976 was enacted by Congress to test, regulate, and screen all chemicals produced or imported into the U.S.  Many thousands of chemicals and their compounds, with unknown toxic or dangerous characteristics, are developed each year.  To prevent tragic consequences, TSCA requires that any chemical that reaches the consumer market place be tested for possible toxic effects prior to commercial manufacture.  Any existing chemical that poses health and environmental hazards is tracked and reported under TSCA.  Procedures are also authorized for corrective action under TSCA in cases of clean-up of toxic materials contamination.  TSCA supplements other federal statutes, including the Clean Air Act and the Emergency Planning & Community Right-to-Know Act (described below).

(4)
The National Environmental Policy Act (NEPA) 42 U.S.C.4321 et seq. (1969).  The National Environmental Policy Act was one of the first laws establishing a broad national framework for protecting our environment.  NF-PA’s basic policy is to assure that all branches of government give proper consideration to the environment prior to undertaking any major federal action which significantly affects the environment.  NEPA requirements are invoked when airports, buildings, military complexes, highways, parkland purchases, and other such federal activities are proposed.  Environmental Assessments (EAs) and Environmental Impact Statements (EISs), which are assessments of the likelihood of impacts from alternative courses of action, are required from all federal agencies and are the most visible NEPA requirements.

(5)
The Emergency Planning & Community Right-to-Know Act (EPCRA), 42 U.S.C.11011 et seq. (1986).  EPCRA was enacted by Congress as the national legislation on community environmental safety.  This law was designed to help local communities protect public health, safety, and the environment from chemical hazards.  To implement EPCRA, Congress required each state to appoint a State Emergency Response Commission (SERC).  The SERCs were required to divide their states into Emergency Planning Districts and to name a Local Emergency Planning Committee (LEPC) for each district.  Broad representation by fire fighters, health officials, government and media representatives, community groups, industrial facilities, and emergency managers ensures that all necessary elements of the planning process are represented.

(6)
The Clean Water Act (CWA), 33 U.S.C.1251 et seq. (1977).  The CWA is a 1977 amendment to the Federal Water Pollution Control Act of 1972, which set the basic structure for regulating discharges of pollutants to waters of the United States.  The CWA makes it unlawful for any person to discharge any pollutant from a point source into navigable waters unless a permit is obtained under the Act.  The CWA provides for the delegation by EPA of many permitting, administrative, and enforcement aspects of the law to state governments.

(7)
The Oil Pollution Act of 1990 (OPA) 33 U.S.C.Sections 2702 to 2761.  The Oil Pollution Act of 1990 streamlined and strengthened EPA’s ability to prevent and respond to catastrophic oil spills.  A trust fund financed by a tax on oil is available to clean up spills when the responsible party is incapable of or unwilling to do so.  The OPA requires oil storage facilities and vessels to submit response plans to the federal government detailing how they will respond to large discharges.  EPA has published regulations for aboveground storage facilities; the Coast Guard has done so for oil tankers.  The OPA also requires the development of Area Contingency Plans to prepare and plan for oil spill response on a regional scale.

Some additional laws administered by EPA that are likely to pertain to environmental remediation include:  Clean Air Act, 42 U.S.C.7401 et seq.; Safe Drinking Water Act, 42 U.S.C.300f-300j(26); Pollution Prevention Act, 42 U.S.C.13101-13109; -and the Federal Insecticide, Fungicide and Rodenticide Act (FIEFRA), 7 U.S.C.135 et. seq. (1972)

The Environmental Protection Agency Is broken down into ten regions.  Each region has 3 divisions and each division is broken down further.  The organization looks like this:

[image: image9]
Figure 2-2 -- Regional U.S.  EPA Office Chart

The purpose/function of each division is set forth below:

(1)
Hazardous Waste Division -- Through the regulatory authority granted by RCRA, EPA has identified hazardous wastes, which include listed wastes, characteristic wastes (chemicals that are corrosive, flammable, reactive, or toxic), and by-products of manufacturing processes or discarded consumer products, such as household cleaning fluids, paints, and batteries.  Once generated, hazardous wastes require proper storage, treatment, and disposal.

Hazardous waste inspectors have the fight to enter a facility at any reasonable time for an inspection, which may be unannounced.  Facilities are inspected for compliance with laws and regulations, as well as with the specific conditions of their individual permits.  When violations are found, they are followed by appropriate actions, ranging from issuance of a noncompliance notice to initiation of a criminal investigation.

Using Superfund enforcement authority, EPA locates the owners, operators, generators, and transporters, and negotiates for the clean-up.  Those who contributed only minimal amounts or low-toxicity wastes (de minimis parties) can “cash out”, putting their proportional share of costs into a trust fund for the clean-up.  EPA can also order non-cooperative parties to conduct the work.  Clean-up doesn’t have to be postponed until legal and financial issues are resolved.  EPA can stabilize the site and then pursue responsible parties to recover costs and commit to long-term remedial actions.  EPA’s available enforcement responses includes

(a)
informal administrative actions, such as a Notice of Violation (NOV) or a warning letter --

(b)
formal administrative actions, such as enforcement orders; or

(c)
civil judicial actions, such as formal lawsuits brought by the Department of Justice at EPA’s request.

In response to growing concern over health and environmental risks posed by hazardous waste sites, Congress established the Superfund Program in 1980 to clean up these sites.  The Superfund Program is administered by the EPA in cooperation with individual states and tribal governments.  Superfund personnel locate, investigate and clean up hazardous waste sites throughout the United States.  There are Superfund/RCRA Records Centers located in each region.  Based on the Public Participation Rule, some contractors will be required to have a repository for all of their environmental remediation information.  Check with your regional EPA office for more information on records centers.

(2)
Air and Toxics Division -- The EPA provides oversight of compliance and enforcement of State and Federal activities, which is delegated to each state.  EPA does conduct its own inspections and enforcement where there are serious air pollution problems; i.e., ozone levels are high or toxic levels are high.  The regional offices have a library of labels for pesticides that describe the standard industry practice for use of a given pesticide over the past 50 years, or so.  The regional offices also develop air quality rules to comply with the laws.  In some cases a state may have implemented a clean up plan, also known as a State Implementation Plan (SIP), but the Federal EPA has not.  Until the Federal EPA approves the plan, it is not Federally enforceable.  This can be confusing when reviewing the State and Federal EPA records.

(3)
The Water Management Division is responsible for implementing the provisions of the Water Quality Act of 1987 [also known as the Clean Water Act, as amended], the Safe Drinking Water Act (SDWA), as amended, and the Marine Protection, Research and Sanctuaries Act (NWRSA) within the geographic boundaries of its Region.  This division is charged with conducting all program activities except enforcement litigation activities.  This division has the ultimate responsibility for assuming that the chemical, physical and biological integrity of the region’s waters are restored and maintained so that water pollution does not constitute a threat to public health, safety, well-being, and the environment.  To carry out its mission, the division works with other federal agencies, state and local agencies and the private sector.  In assuming compliance with the requirements of the CWA, as amended, SDWA, and the N4PRSA, the division performs a wide variety of functions, which include:  providing grant assistance for the construction of municipal wastewater treatment facilities; protecting wetlands through implementation of Section 404 of the CWA; issuing permits for the discharge of wastewater effluent to surface waters; issuing permits for the discharge of wastes into underground injection wells-approving state-adopted water quality standards-and, providing grant assistance for state water pollution control and drinking water programs.  The division is headed by a division director who acts as the Regional Administrator’s principal advisor on the CWA, SDWA, and NIPRSA.

Once you have reviewed the Federal EPA files, you will want to check with the State EPA office.  As mentioned below, State EPAs may have more information than the Federal EPA on certain sites.

(ii)
The State Environmental Agencies will generally have a central data base that incorporates most data on historical site information, permits, violations, and notifications.  There are usually several divisions of a state EPA.  For example, California’s EPA divisions include Site Mitigation, Permitting, and a Hazardous Waste Management Program.  The state compliance division inspects facilities that have RCRA permits.  Generally, the State EPA enforces more waste and facilities regulations than the Federal EPA.  Hence, the State EPA also inspects non-RCRA sites that meet certain state permit requirements.  State EPAs also work with District Attorneys on criminal and civil prosecutions, providing soil/water samples and hazardous material technical expertise.
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Figure 2-3 -- The Environment

(iii)
The Regional Water Quality Control Boards or Similar State Organizations are generally found within State EPAS.  These boards are responsible for regulating pollutants to protect water resources.  In California, for example, each regional board consists of nine members who are appointed by the Governor and confirmed by the Senate.  The board meets once a month to make final decisions in public hearings.  There is also a board staff of about a hundred people, mostly engineers, biologists and geologists.  The staff prepares draft and final documents based on board decisions, carries out board directives, and is the main day to day point of public contact.

The State Regional Water Quality Control Board (RWQCB) can provide you with public and private water supply information, including service area maps, well locations and depths, well logs, surface water intake locations, and information regarding water supply contamination.  It reviews the contractor’s record of environmental permit condition compliance.

The RWQCB found permit condition violations at one of our contractor sites.  In our case, the contractor brought the matter to the attention of the Agency and administrative and operating procedures were effected immediately to prevent a recurrence.  In that case a settlement agreement was reached between the contractor and RWQCB, and no further violations have been documented.  The permit violation did not result in any actual contamination.

(iv)
The local County Health Department may have county-wide authority to administer the hazardous waste generator program and ensure companies comply with hazardous waste law.  If so, it usually conducts inspections of a company’s storage tanks, both

above ground and underground, and supervises any tank removals.  It provides information and reports regarding health-related problems that may be associated with a site, information on private and municipal water supplies, and on-site monitoring wells.

In our case, although the local Health Departments were initially reluctant to speak to us due to publicity concerns, once a rapport was built and they felt they could trust us with information-nation, their employees were extremely eager to look up data and discuss various reports.
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Figure 2-4 -- Fire Department

(v)
The local Fire Department generally conducts annual inspections at a site to verify the company’s inventory of its hazardous material stored at the site.  The inventory list includes the storage location, dates of the storage and quantity of the material stored there.  While out on annual inspections, or if called for an emergency, the fire departments generally look around the property to see if any discharges exist that might require clean-up.  In their files will be any written clean-up measures and the company’s explanation as to how the discharge took place.  The Fire Departments also get involved in tank removal and inspections.  They can provide you with records of underground storage tanks in the area, material safety data sheets (MSDS) for local commercial and industrial businesses, safety inspections, and other information on hazardous substances used by those businesses.

It has been our experience, in dealing with our local fire departments, that all requests must be in writing and often they provide you with a specific form for such a request.  Further, in reviewing the files at local fire departments we were made aware of several small spills that were not on file with other State or Federal agencies.  Although the spills were minor, the reports helped us get a clearer understanding of the types of processes being performed at a specific location.

(vi)
The State Department of Transportation, Local Zoning and Planning Office or County Tax Assessor’s office can provide you with aerial photographs demonstrating topographical and physical features of the site.  The photos might detail site location and size, location and extent of waste sources and identification of surrounding surficial geology.  They may also provide information on historical site operations, waste quantity, and waste handling practices.  Unfortunately, not all photographs are legible.

In one of our cases, the 1960’s photos were much too grainy for even experts to agree on whether or not certain barrels of hazardous materials were stored at a specific location on the maps.  Nevertheless, this potential source of information is worth exploring.
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Figure 2-5 -- Local Library

(vii)
The local libraries might be able to provide you with legal and historical information on a particular contractor.  Although it has not always proven fruitful, on occasion, with particular contractors, we were able to find pertinent newspaper articles and contractor published newsletters dating back 40 years at the county library.

(viii)
Other sources worth mentioning are,

(1)
GAO audits/Congressional hearing information;

(2)
Professional associations in the local area that might provide insight into historical and industry practices and standards;

(3)
Federal, State, or local Attorney General District Attorney’s offices that may have information on past investigations that did not reach the court system;

(4)
Local universities and colleges’ geology or environmental studies departments;

(5)
Local tax assessor/real estate offices; and

(6)
Commercial sources, such as fire insurance maps to locate underground storage tanks and identify spill sites, etc.

Securing copies of official notices from regulatory agencies that cite contractors for violations of environmental laws, rules, regulations, permits, or orders will help you determine if the clean-up costs are the result of unreasonable conduct or violations of law, and thus unallowable.

Once you have located a reliable agency point of contact, we recommend you keep in contact with him/her and express your appreciation for his/her assistance.  It makes the future trips to that agency much easier.  People tend to be very eager to assist in your research efforts if you have built a rapport with them.  Our DCNMW Associate Environmental Counsel, LTC Jeffery Crrundtisch, USAF, has such a good rapport with certain agency personnel that one of them recently looked at a clean-up plan, which had nothing to do with her own agency, and gave insight and opinions about the reasonableness of the plan.  This was something we previously had to hire a separate organization to do on other contractor’s sites, but because of the rapport and regular contact LTC Grundtisch had with the agency personnel, they were glad to assist us.  Most of these agency people spend their time inundated in paperwork and appear to truly enjoy interaction with people.  Take advantage of their expertise and eagerness to help.
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Figure 2-6 -- Telephone

The risk you take in not keeping in contact is that you may not become aware of recent changes in your contractor’s clean-up status.  For example, we had thoroughly researched a contractor’s site and had a clear understanding of what, how, and when contamination was believed to have occurred through the California EPA reports and numerous other data collected.  Based on this information, we wrote a legal opinion on the allowability of the clean-up costs.  During the 10 months that followed, the State EPA gained some new information of which we were not aware.  We were working with the ACO and DCAA to come up with a negotiation position.  Prior to meeting with the contractor, we decided to do a status check with the California EPA project manager.  Lucky we did!  During that 10-month period, California EPA had supervised the digging up of the contractor’s contaminated soil and had learned a tremendous amount of information as a result.  This information changed a substantial portion of EPA’s theory as to how the contamination occurred.  It just so happened that this new information was detrimental to the contractor and caused the government to substantially reduce the justifiable percentage of allowability.  If we had kept in contact with that project manager over that 10-month period, we would have known this information several months earlier and could have redirected the entire team.  The point is, don’t lose contact with your environmental agency personnel.  They might have recently obtained crucial information that you need to know.

D. -- DCAA Documentation/Files
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Figure 2-7 -- DCAA Documentation/Files

DCAA requires that it have all relevant documents prior to rendering an audit report.  It has been our experience that DCAA is extremely helpful in obtaining data from the contractor and in organizing that data in a cohesive order.  We recommend you work closely with DCAA auditors in the fact finding process.  They will generally have all relevant contractor reports, or they will get them if they are not already in their files, and they will have contractor’s submissions, proposals, claims and disclosure statements on the costs at issue.  You might also find correspondence between the local DCAA office and DCAA headquarters clarifying issues of allowability or providing research conducted on an issue.  Further, if these environmental contamination costs were included in prior years, it is likely that the treatment of these costs were addressed in DCAA’s Risk Assessment Reports.  On each one of the environmental cost issues we analyzed, DCAA proved to be extremely valuable in the fact finding process.

E. -- DoD-Generated Information
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Figure 2-8 -- DoD-Generated Information

Depending on the depth and relevancy of the information provided by the contractor, the government may want to generate some information itself.  Specifically, the government may want to have a neutral third party review any records or reports generated by the contractor.  Generally, this involves hiring someone to conduct a technical analysis of the contractor’s information.

(i)
The U.S.  Army Center for Health Promotion and Preventative Medicine (USACHPPM) provides such services as verifying the contractor’s clean-up processes and validating the contractor-generated environmental consultant reports.  It determines ground water characteristics, stream flow, and locations of wetlands and sensitive environments.  We have been unable to find any agency that could provide affordable service to “fingerprint” the contamination for the government with any degree of certainty.  The inability was usually due to inadequate records being kept by the contractor.  Those individuals or firms that claim they can fingerprint contaminants in certain circumstances are more costly than the USACHPPM or the Corps of Engineers.  The USACHPPM consultants can conduct an evaluation of the contractors’ sampling data and methodology, risk assessment procedures, and report conclusions and recommendations.  They also conducted a limited regulatory overview of solid and hazardous waste compliance issues.  The USACHPPM uses the technical expertise of Agency personnel who annually perform matrixed reviews of approximately 400 environmental restoration studies for Army and other Department of Defense components.  These personnel include geologists, environmental scientists, environmental chemists, toxicologists and an occupational and environmental physician.

Basically, when the USACHPPM reviewed the consultant studies, it primarily endorsed the work of the consultants.  This allowed the government to rely on the contractor-generated consultant’s work product.  Documenting the site histories, waste handling practices, other contributing parties and other
issues affecting the allowability of these costs would have been a lot harder had it not been for contractor’s outside consultant studies.  Had there been no such studies, we would have had to develop the data by interviewing employees, briefing county records, etc.  Therefore, although our agency had to pay for the services provided by these agencies, it was well worth it.

(ii)
The U.S.  Army Corps of Engineers Environmental Restoration Division provides environmental restoration of land and water contaminated with hazardous, toxic, and radioactive waste and ordnance for the Department of Defense and other Federal agencies.  The Corps of Engineers serves the nation through management, design and execution of the full range of remedial activities, including providing guidance on environmental restoration and conducting technical document reviews.

The U.S.  Army Corps of Engineers can provide such services as verifying the contractor’s clean-up processes and validating the contractor-generated environmental consultant reports.  It can determine ground water characteristics, stream flow, and locations of wetlands and sensitive environments.  It has reviewed a number of documents to assist the government in:

(1)
determining the validity of the contractor’s cost estimating techniques;

(2)
identifying regulatory factors to consider in entering into settlement agreements with the contractor;

(3)
determining the validity of the contractor’s method of allocating costs to PRP’S; and

(4)
understanding standard industry practices in some cases.

Because it is always helpful to have a neutral third party review data provided by the contractor, these agencies have proven to be helpful.  There are also a number of private commercial environmental consultant companies which can assist you.  However, no matter what agency you decide to hire, make sure that it understands the main reason for the work.  Ensure the technicians adequately explain the factual basis for any conclusions reached.  If the consultant report is full of conclusions, without specific factual support, the ACO may have a difficult time negotiating and discussing the issues with the contractor, and reaching a reasonable settlement, if appropriate.  These consultants usually provide a draft report for comment prior to releasing the final report.  Therefore, if there are any ambiguities in the rough draft, stress the importance of clarification at that time.  Trying to obtain funding to clarify a consultant report has proven more difficult than getting the funding for the initial report itself.  Therefore, if possible, ensure the consultant report is clear from the start.

F. -- Local Courts
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Figure 2-9 -- Local Courts

If the government has reason to believe any complaints or causes of action have been filed with the courts by any third party or by the contractor itself, then a review of those documents might be necessary.  The complaint, answer, discovery process, and court decisions might reveal some pertinent facts.  However, ensure that the case on file is directly related to your site and not other unrelated locations.  If you are going to review a case file, it is advisable to work closely with the judge’s clerk.  The clerk may have an inventory list of the filed documents and may even help you sift through folders.

G. -- When Do You Have Enough Facts?
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Figure 2-10 -- When Do You Have Enough Facts?

Throughout the fact-finding process, a number of us have asked the question, “When is enough, enough?”  No matter how thorough your research, there will always be more information out there.  We agree that it is important to place the responsibility on the contractor to demonstrate that its costs are reasonable.  When appropriate, we should put the contractor on notice that it has not adequately supported environmental remediation costs in its incurred costs and forward pricing rate submissions.  However, we would be remiss if we failed to verify allowability or discover obviously unallowable costs because we simply relied on the data the contractor was willing to share with us.  Remember, unless we are conducting discovery in a case before a formal tribunal, the contractor has no legal obligation to provide any and all relevant information, damaging or not.  Therefore, it is incumbent upon us, as protectors of the government purse, to conduct some of our own research/fact finding.

There is no magical number of documents to review in order to have “enough” data, We have generally felt that there is enough information when we have looked through files at several local, state, and federal agencies and have followed up on any issues that have come up in reviewing those documents.  If an allowability issue arises based on that research, we put the burden on the contractor to refute the evidence we have discovered.  So far, all of the environmental cost issues in which we have been involved have taken at least two years to adequately research and formulate a negotiation position.  One case, in which we got involved at the very end, took over eight years to settle.

As we learn more and become more familiar with the various local, State, and Federal agencies, gaining access to and reviewing the volumes of data will become easier.  The more we all get involved -- DCAA, the contracts personnel, and the lawyers -- the more quickly team coordination will occur when an environmental cost issue arises.

[image: image18]
Figure 2-11 -- Hurdle

Now that you have jumped the fact finding hurdle, it is time to begin a cost analysis.

Chapter 3

Cost Principles/Standards
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Figure C3 -- Cost Principles/Standards

This chapter is an attempt to help you climb the mountain of determining allowability.  There is currently no environmental cost principle.  After the draft FAR Environmental Cost Principle was released for public comment, the Bush Administration placed a moratorium on all new federal regulations.  Although the proposed FAR clause was never published, in October 1992, DCAA published Audit Guidance (“October Audit Guidance”), which was endorsed by the Director of Defense Procurement.  On 20 May 93, GAO gave testimony to Congress as a result of a study they had conducted comparing the government’s treatment of environmental costs at four different contractor sites.  Because of a fairly broad perception on the part of both government and contractor personnel that DoD was not consistent in the way it determined allowability of environmental remediation costs from contractor to contractor, the Pilot Environmental Cost Allowance Team (Pilot Team) was established in March of 1993.  FMC Corp-, Ground Systems Division, located in San Jose, California, was one of five sites selected to be studied by the Team.  The author of this book served as one of the legal advisors on the Team.  After the studies were completed, each of the five site teams submitted their final reports to DCMC.  In February of 1995 the Director of Defense Procurement referred the final report and recommendations of the Pilot Team to the DAR Council, Cost Principles Committee.  The DAR Council is currently reviewing the issues and will make its recommendations to the Director of Defense Procurement.  There is much debate as to whether or not there should be a cost principle.  Unless and until a new policy is provided, we must apply the current CAS and FAR provisions to these costs.

There are a number of CAS and FAR provisions that apply.  Under FAR 31.201-2 a cost is “reimbursable” if it is allowable under the given contract.  FAR 31.201-2 lists the following factors to be considered in determining whether a cost is allowable -:

(1)
Reasonableness;

(2)
Allocability;

(3)
Standards promulgated by the CAS Board, if applicable; otherwise generally accepted accounting principles and practices appropriate to the particular circumstances;

(4)
Terms of the contract; and

(5)
any limitations set forth in FAR part 3 1.

A. -- Allocability

The first question in a cost allowability analysis is whether any or all of these costs are allocable to government contracts.  FAR 31.201-4, Determining Allocability, states that a cost is allocable if it is assignable or chargeable to one or more cost objectives on the basis of relative benefits received or other equitable relationship.  Subject to the foregoing, a cost is allocable to a Government contract if it’.

(a)
Is incurred specifically for the contract;

(b)
Benefits both the contract and other work, and can be distributed to them in reasonable proportion to the benefits received; or

(c)
Is necessary to the overall operation of the business, although a direct relationship to any particular cost objective cannot be shown.

In this provision, subparagraph (a) addresses costs directly chargeable to a contract.  In the majority of cases, it is usually clear that no basis exists on which the clean-up cost in question could be deemed incurred “specifically for” a DoD contract, either when the costs are incurred or when the polluting activity took place.  Likewise, in many cases no basis exists to consider the costs to be incurred “specifically for” any other cost objective to the exclusion of DoD contracts, although there are some cases where a direct relationship can be determined (see subpart V of this section).  The costs may, however, be deemed either to benefit the Government contracts, as well as other cost objectives, in some definable way (subparagraph b) or “necessary to the overall operation of the business” (subparagraph c).

Under subparagraph (b), a contractor must first show that the cost “benefits both the contract and other work.”  However, courts and the Board tend to interpret the notion of “benefit” expansively.  In Lockheed Aircraft Corp. v.  United States, 3 75 F.2d 793, U.S.  Ct. of Claims, (1967), the court held that the ‘cost’ of California personal property tax was necessary to the overall operation of Lockheed’s business in Burbank, California, because Lockheed was meeting its societal responsibilities.  It was not, perhaps, exactly like the typical franchise tax, payment of which is an absolute prerequisite to doing business.  However, it was really very close; it was the price of membership in that community.  It could be argued that all contractors also have societal responsibility to clean up their contaminated land.

In a case that may be analogous to environmental remediation costs, the court reviewed a contractor claim for pension expenses involving “past service costs” on a “pay-as-you-go” basis.  This is analogous because environmental costs, like past service costs, relate to conduct occurring in the past that caused the current costs to be incurred.  The Government argued that it received no current benefit from a payment of “past service costs.”  The court held the current costs were reasonable and had been used consistently by the contractor.  The court went so far as to find the costs “incident to and necessary for” performance on contracts.  United States Steel Corp v.  U.S., 367 F.2d 399 at 415, U.S.  Ct. of Claims (1966).  The benefit was implicit because pension costs, like salary, are part of the employee compensation system.

On the other hand, in Pressed Steel Car Company, Inc.  v.  US., 157 F.Supp.950, 141 Ct.Cl.318, cert. denied 356 U.S.967 (1958), while the term “benefit” is not used, the benefit concept was implied.  In that case, the contractor had operations in both Illinois and Pennsylvania.  The contractor sought contract cost reimbursement for a Pennsylvania Capital Stock Tax that applied solely to Pennsylvania activities and property.  The contract was performed in Illinois, and the court held that the Pennsylvania activities “had no relation to the performance” of the contract.  Accordingly, the benefit was too remote from the contract and the cost of the Pennsylvania tax could not be recovered on production occurring in Illinois.

Several cases have determined that a cost which a company must incur to continue in business is considered to be necessary and allocable to Government contracts.  Further, Government contracts benefit from the continued operation of the contractor.  See TRW Systems Group, ASBCA No.11499, 68-2 BCA 7117, aff’d on recon.76-1 BCA 11,743, General Dynamics, Electric Boat Division, ASBCA No.18503, 75-2 BCA 11,521, and Lockheed Aircraft Corp., supra, which held that a broad benefits test was to be applied in determining Allocability.

FAR 31.201-4(c) would permit allocation of the costs to all cost objectives, including Government contracts, if the cost is “necessary to the overall operation of the business.”  The Board addressed “necessity” in General Dynamics, Electric Boat Division, supra.  Electric Boat involved the Allocability of research and development costs relating to a commercial submarine oil tanker.  The division was performing 98% government work in the form of submarine construction and repair.  The Board held that on the facts of the case, the commercial R& D effort was “necessary” to the overall operation of the business, although a direct relationship to any particular cost objective could not be shown.

Pursuant to FAR 31.201-4(c) above, in the majority of clean-up cases, clean-up costs are necessary requirements under the environmental laws of either the State or the Federal government.  The extent of the penalties for a failure to take remedial action could cause substantial harm to a business.  CERCLA liability is based on a strict liability theory, without any time constraints.  Defenses such as foreseeability, negligence or due care are irrelevant in the CERCLA definition of liability.  The land owner is strictly liable for the environmental clean-up costs.  Because CERCLA mandates this outcome, clean-up costs arising under CERCLA generally qualify as necessary business expenses.  For a discussion of CERCLA see Chapter IC.  Further, a Potentially Responsible Party (PRP) subject to an administrative order issued pursuant to CERCLA section 106(a) that falls or refuses to comply with the order can be fined up to $25,000 per day.  In addition, EPA might proceed to perform the necessary response action itself, using Superfund money, and can later sue the non-compliant PRP under CERCLA section 107(c)(3) for punitive damages of up to three times the amount of its incurred response costs.  See United States v.  Edward LeCarreaux, Civ.  No.90-1672, (HLS), 1991, U.S.  Dist.  (D.N.J.1991), which states that the EPA may seek both daily penalties and treble (triple) damages in some cases.  In this light, it appears that these compliance and remediation costs are necessary to the overall operation of the business.

There need not be a clear decision as to whether the costs are better treated as falling under FAR 31.201-4(b) or (c).  In determining whether a contractor has met the first component of its burden, subsections (b) and (c) are intertwined, with “benefit” serving as a common concept.  Thus, even though the subsections are stated disjunctively, the more that a claimed cost satisfies the business necessity requirement in subsection (c), the more the contractor’s burden to satisfy the benefit requirement in subsection (b) is reduced.  In Lockheed the Court of Claims held that the two requirements “are in the disjunctive, but for certain costs they feed back and should be read as complementing each other.” 375 F.2d at 796.  The court states that they followed Lockheed Aircraft Corp., supra, in General Dynamics Corp.  Electric Boat Division, supra, and held that any expense which is necessary such that absent its incurrence a contractor could not continue in business would automatically be held to benefit or bear an equitable relationship to Government contracts.  However, where the cost incurred is not necessary in the absolute sense, some benefit must be shown in order for a cost to be allocable to a Government contract.  Lockheed-Georgia Company, 90-3 BCA 22,957 at 115,278.

In a statement made before the Subcommittee on Legislation and National Security of the Government Operations Committee on The Reimbursement of Federal Contractors’ Environmental Clean-up Cost, on May 20, 1993, the Deputy Under Secretary of Defense (Environmental Security), stated:

“This administration does not intend to reimburse clean-up costs incurred by contractors that violated specific environmental laws or regulations, nor does it intend to reimburse unreasonable amounts of such costs.  The policy question we must all address is what is the government’s fair share of clean-up costs when there is no determination of fault.  For example, if environmental damage occurred despite the exercise of due care by a contractor which complied with specific laws and regulations and conducted its business in accordance with standard industry practices, if that contractor has spent reasonable amounts in a cost-effective manner to remedy environmental damage, and if that contractor has vigorously sought reimbursement from all available contributory sources, such as insurance carriers, in order to help defray costs, it may be that the U.S.  Government should pay its fair share, but only its fair share, of that contractors costs.”
Before conducting an analysis of what portion of costs are allocable to government contractors, one must determine what costs belong to this contractor at this facility.  The following cost principles should be applied here.

(i) -- Previous Segments

DCAAM 7-1920.7, Environmental Costs Related to Previous Sites and Closed Segments, states:

[If costs arise from a site the contractor segment previously occupied, the costs for clean up would usually be allocated to the segment’s site where the work was transferred.  However, if the segment is closed with none of its former work remaining within the company, the cost would generally not be directly allocable to other segments of the business.  There are many possible variations for the cost accounting treatment of environmental costs for a closed segment, depending on the facts of the particular situation.  Information we would consider includes:

1.
Are any aspects of the closed segment’s business being continued by the remaining segments?

2.
Is the site still owned by the contractor?  If it is, what is its current use”

3.
If the site in not now owned by the contractor, what were the terms of the sale in relation to environmental costs?  The contractor may have retained environmental clean up liability in exchange for a higher sale price or the buyer may have accepted full liability in exchange for a lower purchase price.

Each closed segment case must be reviewed based on its own facts to determine if the costs incurred for the closed segment should be directly allocated to other segments, be allocated as residual home office costs, or be treated as an adjustment of costs associated with the closing of the segment.

It has been suggested that if a contractor sells a segment with an environmental problem and retains the clean-up liability, in accordance with the requirements of CAS 403, the costs are allocable to the sold segment which caused or benefited from the clean-up costs.  As such, the costs are not allocable to the seller’s other segments.  In addition, if the seller retains the clean-up liability, then the seller should receive some consideration in the determination of purchase price.  Thus, the proceeds from such a sale should be used to satisfy the retained clean-up liability.  Further, if a contractor acquires a segment with an environmental problem and assumes the clean-up liability, the clean-up costs are allocable to the acquired segment, if the acquired segment caused the contamination.  However, the acquired property is subject to the guidance on capitalization of environmental costs.

In accordance with the provisions of CAS 403.40(a)(1), the environmental clean-up costs of a discontinued segment should be grouped in a homogeneous pool and allocated to segments on the basis of the causal or beneficial relationship.

If

(1)
the discontinued segment’s work did not benefit Government segments,

(2)
the Government segments received no benefit from the activities which caused the contamination which resulted in the clean-up liability, and

(3)
the Government segments did not contribute to the cause of the clean-up liability, then an argument has been made that the Government segments should be excluded from the allocation base in accordance with CAS 403.50(a)(2) which states

Where the expense of a given function is to be allocated by means of a particular allocation base, all segments shall be included in the base unless:

(i)
Any excluded segment did not receive significant benefits from, or contribute significantly to the cause of the expense to be allocated and,

(ii)
any included segment did receive significant benefits from or contribute significantly to the expense in question.

Likewise, if a discontinued Government segment caused the contamination, then applying the above reasoning, commercial segments would normally be excluded from the allocation base.  However, contractors have encountered difficulty in accounting for clean-up costs by site, particularly when the contractor has multiple contaminated locations or there is more than one responsible third party,

A Concern has been raised that the DCAAM guidance is somewhat contradictory due to the fact that federal environmental laws require clean-up based on a strict liability theory, rather than on a fault theory.  Therefore, this causation analysis is not an equitable way to measure the clean-up costs.  Using a benefits analysis, both the segment associated with the contamination and the current operator of the land would benefit from the clean-up.  Therefore, requiring remediation costs to flow with the line of business which originally caused the contamination has been viewed by some as questionable.

(ii) -- Potentially Responsible Parties

A Potentially Responsible Party (“PRP”) is any individual or company that is potentially responsible for or has contributed to a spill or other contamination at a CERCLA site.  Whenever possible, EPA requires PRPs to clean up a site they have contaminated.

Pursuant to DCAAM 7-1920.9, Potentially Responsible Party (PRP) for Environmental Clean-up,

The environmental laws usually require each Potentially Responsible Party (PRP) for contamination at a site to be individually liable for the complete clean-up of the site.  The allowable environmental cost should only include the contractor’s share of the clean-up costs based on the actual percentage of the contamination attributable to the contractor.

Contractors with the ability to pay will be required to fund clean-up efforts for sites where they are named as PRPS.  If the government accepted contractor costs on an ability to make payment basis, a government contractor could end up billing a disproportionate share of a site’s clean-up costs to government contracts instead of recovering the excess payments from other PRPS.
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Figure 3-1 -- NSF

DCAAM 7-1920.1 0, Environmental Bad Debts of Other PRP’S, further states --

a.
When a contractor pays for more than its share of the site clean-up, the contractor receives a right of contribution (or subrogation) against the other PRPs who did not make an appropriate contribution to the clean-up effort.  If a contractor pays out more than its share of clean-up costs, it is up to that contractor to exercise its contribution rights to collect the amount over its share from the other PRPs who did not pay their share,

b.
If a contractor cannot collect contribution or subrogation claims from other PRPS, the uncollected amounts are, in their essential nature, bad debts.  Bad debts and associated collection costs, including legal fees, are unallowable costs (FAR 31.205-3 and 31.204(c)).  However, see c. below for the exception to this guidance.

c.
The guidance under a. and b. above does not apply in situations when all of the following three conditions are met

(1)
a contractor is legally required to pay another PRP’s share of the clean-up costs,

(2)
that PRP is out of business, and

(3)
there is no successor company having assumed its liabilities.  When these three conditions are met, the clean-up costs which are attributable to the other PRP’s contamination should not be disallowed as bad debt type expenses since there is no one against whom the contractor can take recovery action.

The April 1994 clarifying guidance also states:

the costs may be allocable under the FAR 31.201-4(c) criterion.  However, the costs are unallowable when FAR 31.205-3, “Bad Debts” and FAR 31.204(c), “Application of principles and procedures” are considered.  As stated in the 14 October 1992 guidance, the uncollected amounts attributed to another PRP are, “in their essential nature bad debts.”  Allocability in accordance with FAR 31.201-4(c) is only one factor to be considered in determining whether a cost is allowable.  FAR 31.201-2 requires other factors to be considered including reasonableness, CAS, GAAP, contract terms, and any limitations set forth in Subpart 31.2.  Like the clean-up costs, Federal income taxes are required by law and failure to pay could lead to the failure of the business; however, these costs, although allocable, are not allowable under FAR 31.205-41 and thus are not reimbursable on Government contracts.

FAR 31.205-3, Bad Debts, states:

bad debts, including actual or estimated losses arising from uncollectible accounts receivable due from customers and other claims, and any directly associated costs such as collection costs, and legal costs are unallowable.

It has been suggested that the 14 October 1992 guidance misinterprets the cost principle on bad debts, FAR 31.205-3.  The contribution amount which a contractor seeks from other PRPs is in the nature of a claim and not an accounts receivable or a liquidated debt which is the subject matter of the bad debt costs principle.  The April 1994 clarifying guidance responds to this concern by stating that the guidance does not state the uncollected amounts are bad debts.  It states these amounts are “in their essential nature, bad debts.”  The guidance cites both FAR 31.205-3 and FAR 31.204(c) (Application of principles and procedures).  FAR 31.204(c) states “the determination of allowability shall be based on the guidance contained in the subsection that most specifically deals with, or best captures the essential nature of the cost at issue.”  DCAA believes that the essential nature of the cost at issue is best captured at FAR 31.205-3.  In addition, FAR 31.205-3 refers not just to uncollectible “accounts receivable” but also broadly to uncollectible “other claims.”

However, because CERCLA or Superfund imposes joint and several liability on site owners, transporters and generators of hazardous material, the current owner is liable for the entire clean up, even if other PPPs are named.  The current owner then, must pursue reimbursement from those PPPs through a claim or suit.  Therefore the argument has been made that there is no debt of a third party unless established by agreement or adjudication.  One case that supports this theory is General Dynamics Corp., ASBCA No 3539, 58-1 BCA 1783 (May 1958).  Although this case predates CERCLA, the Board found reasonable General Dynamics’ settlement for approximately 65 percent of a debt owed to it by a company, a named responsible party, to whom General Dynamics sold scrap aluminum.  The Board held that, given the expense, uncertainty, and time associated with litigation, settling the dispute constituted the exercise of good business ‘judgement.  As such, the Board rejected the Government’s argument that the uncollected amount in the settlement agreement (i.e., the difference between the contract price for the scrap and the amount accepted in settlement) constituted a bad debt.

Under the General Dynamics case, then, the only issue is the reasonableness of the contractor’s actions under FAR 31.205-3.  In order for these costs to be reasonable and thus allowable, the contractor must take the actions expected of a prudent businessperson in the identification of other contributing parties and the reasonable pursuit of contribution or reimbursement from them.

In two of the cases we studied, the contractor’s response to the clarifying guidance has been that there is no basis in law or the FAR for excluding otherwise allowable clean-up costs that may be attributable to other responsible parties, as long as the contractor is liable for and pays the costs in the first instance.  In these cases, liability had been imposed on the contractor under California law to address environmental conditions at Its sites.  The contractor has incurred and is incurring substantial expense in fulfilling its obligations under State and Federal environmental law.  These are costs which the contractor is incurring in current periods.  As the October 1992 Audit Guidance recognizes, “in the context of environmental costs, normal business expenses are measured by the actual costs incurred in the period.”  Thus, contractors argue that all of their clean-up costs are properly regarded as allocable to the contracts performed while the costs are being incurred.

They further argue that the possibility that the contractor may recover a portion of these costs from other responsible parties does not change the character of these costs as allowable contract costs being incurred in current periods.  Liability has been imposed on the contractor, not other responsible parties, and the contractor cannot, in the short term, avoid these liabilities or the associated costs by asserting that some other party may also be liable.  In other words, it is the contractor’s opinion that there is no basis for transforming what are properly recognized as contract costs into some other status merely because the contractor may have a fight to recover the costs from another party at some time in the future.

The contractor generally recognizes its obligation to mitigate its costs and usually has an economic incentive to pursue recovery from other parties that may be liable for the environmental conditions where it is cost effective to do so.  If recovery is obtained after clean-up costs are incurred, the contractor would be obliged to provide the Government a credit for costs recognized previously.  See FAR 31.201-5.  If third party liability is established prospectively, the contractor’s costs would be reduced from the outset, which would be reflected accordingly in the forward pricing of government contracts.

The contractors also argue that recognition of the full costs of a contractor’s obligations under environmental law flows necessarily from the nature of these environmental liabilities.  It is not accurate to characterize such cost recognition as “disproportionate”, when the costs represent the actual extent of a contractors liabilities in current periods.  While the contractor would welcome a change in the environmental laws that would reduce its liabilities, contractors believe that it is completely inappropriate for a contractor’s government customers to attempt to “adjust” the contractor’s environmental liability in the pricing of government contracts, by excluding otherwise allowable costs that are potentially attributable to other PRPS.

Finally, contractors have asserted that it would be highly speculative to attempt to quantify the portion of environmental investigation and remediation costs which it may ultimately recover from other responsible parties at any of the sites at issue.  The response to this is that PRP costs are no different from other contract costs, which by necessity must be estimated.

One possible solution to the controversy is to include in any Advance Agreement a clause similar to this:

Example:  With regard to PRPs or other responsible parties, DoD will not pay any costs associated with third party liability until the contractor submits data sufficiently demonstrating;

(a)
reasonable efforts are being made to recover from those third parties, and

(b)
documentation, such as a receipt from the third party or a written settlement agreement with the third party, showing the total amount the contractor has or will actually recover from those third parties.  Upon DoD’s receipt of the requisite data, DoD will then make a determination as to the allowability of any difference between the amount originally associated with the third party and that amount actually recovered from the third party.

(Note the potential fiscal law issues discussed in Chapter 5B.)

In the event that the relationship between the party/practice and the contamination is known (e.g., contamination was the result of a particular manufacturing process which was unique to the other responsible party), another solution, consistent with the April 1994 Clarifying Guidance, would be to allocate the costs to each party or practice based on this relationship.  For example, if 50% of the cost of clean-up was associated with the clean up of PCB contamination which was solely attributed to the other party; then 50% of the costs should be allocated to the other party.  If such relationships cannot be established, then the clean-up responsibility would have to be determined on some other basis, such as time period occupied or space occupied.  For example, the contamination occurred over a 20 year period.  The other potentially responsible party (PRP) occupied the site for 5 of the 20 years.  The PRP’s share based on time occupied would be 25%.  If the PRPs occupied the site simultaneously during the period of contamination, then space occupied might be an appropriate basis for apportioning the costs.

A third solution is a clause in the Advance Agreement similar to this’.

Example -- With respect to reviewing any recovery from a third party, DoD may verify

(1)
the amount of any such recovery obtained by the contractor,

(2)
the site(s) for which such recovery was obtained, and

(3)
the scope of any release included in a settlement made for such recovery-provided that DoD may not inquire into the appropriateness or prudence of entering into a settlement to obtain any such recovery, or the amount thereof

With respect to the computation of the Government’s credit, DoD may verify that the credit was accurately determined using the amounts expended and the amounts reserved by the contractor for purposes of its publicly reported financial statements for future remediation costs at the contractor’s site and at other locations-, provided that, because DoD is relying on the discipline of the requirements of Federal Securities law, DoD may not inquire into, as to any of the contractors locations:  (1) the appropriateness, prudence or characterization of amounts expended, or (2) the underlying determinations of amounts reserved.

There has been much controversy over this issue.  Further, the question has been asked, “If a third party has not been named by an environmental agency as being a responsible party, then do we still disallow the costs associated with those other responsible parties?”  The answer is not clear on this issue.  However, if an environmental agency deemed that there was not enough evidence of responsibility to name a third party as a PRP, then who are we to still hold that third party partially responsible”

(iii) -- Insurance Recoveries:

There are several schools of thought by various Government personnel with regard to how the insurance recovery issue effects the Government’s obligation to pay a portion of the contractor’s environmental remediation costs.

FAR 31.205-19 is the insurance cost principle.  However, this cost principle makes no mention of environmental remediation costs incurred by an insured and this FAR provision was not written with environmental costs in mind.  Nevertheless, FAR 31.205-19 states that actual losses are unallowable unless expressly provided for in the contract unless

(i)
losses were incurred under the nominal deductible provisions of purchased insurance when the contractor did not purchase self insurance, or

(ii)
they are minor losses that occur in the ordinary course of doing business and that are not covered by insurance.

Although there is no specific cost principle on environmental remediation costs, DCAA has published policy guidance, which was endorsed by Ms.  Spector’s office on 22 October 1992.  The guidance provides, in pertinent part, that,

“The insurance industry does not currently consider environmental contamination an insurable risk (at a reasonable cost) in most circumstances.  The major exception is a sudden accidental contamination, such as an oil tanker spill resulting from a collision.  If such insurance is available and reasonably priced, its cost would be allowable.  However, some courts have found that policies written before the insurance industry began to exclude environmental coverage do afford coverage for environmental damages.  Any insurance recoveries for a contamination clean up will be applied as credits against any costs which were or would be otherwise allowable for that clean up effort.  Many environmental contamination events now generating costs were insured, either under specific environmental impairment or comprehensive general liability coverages, before the insurance industry developed its current underwriting exclusions.  It is the earlier insurance policies which are the source of the potential claims.  Most insurance companies are contesting the claims and when payments are made, they are based on partial settlements or after lengthy legal battles.  Where a claim is possible and economically feasible, the contractor should pursue it.  In any case, the Government should inquire about the existence of environment contamination policies and comprehensive general liability policies which do not contain environmental clean up cost exclusions.  The kind and amount of policies in effect from the time of the contamination to the current date are significant for the purposes of negotiating costs and prices for Government contracts.  The contractor’s support for proposed clean up costs should include a description of any insurance claim the contractor may have which could reduce the ultimate liability.  The amount and timing of these claims for contract costing is a potential subject for negotiation which should be addressed by the auditor and ACO. “See DCAA Contract Audit Manual 7-1920.1 1.
Although the October 1992 Audit Guidance states that FAR 31.205-19, the insurance cost principle, is not applicable to environmental remediation costs there are nevertheless several schools of thought as to what the DoD policy should be on environmental remediation costs as it relates to insurance recovery.

A standard Comprehensive General Liability (CGL) policy states that the insurer, will pa on behalf of the insured all sums which the insured shall become legally obligated to pay as damages.”  Before 1966, standard CGL policy language had no specific pollution exclusions.  Damage was generally covered if it resulted from an “accident,” a term which was undefined.  In 1966, the insurance industry rewrote the standard CGL policy language to provide coverage for “occurrences,” rather than “accidents.”  In addition, the revised policies included the following definition of “occurrence”:

an accident including injurious exposure to conditions, which results, during the policy period, in bodily injury or property damage neither expected or intended from the standpoint of the insured.

Between 1970 and 1973, most insurance companies began to insert specific language excluding coverage for pollution damage, unless the polluting incident was “sudden and accidental.”  Policies did not define the phrase “sudden and accidental.”  A typical pollution exclusion clause from a CGL policy issued during this period reads as follows:

It is agreed that the insurance does not apply to bodily injury or property damage arising out of the discharge, dispersal, release or escape of smoke, vapors, soot, fumes, acids, alkalis, toxic chemicals, liquids or gases, waste material or other irritants, contaminants or pollutants into or upon land, the atmosphere, or any watercourse or body of water; but this exclusion does not apply if such discharge, dispersal, release or escape is sudden and accidental.

In 1986, after several years of experience with the amended Superfund law, the insurance industry rewrote the standard CGL policy to absolutely exclude pollution-based claims.  Pollution coverage today is available primarily through Environmental Impairment Liability (EEL) policies, which provide minimal coverage at great expense.  Insurance companies have vigorously litigated their obligation to pay environmental remediation costs/damages under the contractor’s CGL policy.  The court rulings on coverage disputes generally depend on facts concerning the site, interpretations of the standard policy language considering the unique liabilities under environmental statutes such as CERCLA, and its analogous state clean-up laws.

One school of thought is that environmental remediation costs are covered by insurance in some cases, considering state court rulings which apply to contractor Comprehensive General Liability policies.  Hence, where the court rules that environmental remediation costs are unexpected and unintended damages, FAR 31.205-19 is applicable.  However, if the reason a court rules that the pollution damages are excluded is because the contamination was “expected or intended”, the Government should disallow those costs as unreasonable actions under FAR 3I.201-3.  Failure to apply FAR 31.205-19, where courts have ruled that the environmental remediation costs are covered by insurance, results in the possible acceptance of expressly unallowable costs on Government contracts.  Therefore, according to this school of thought although current guidance says that FAR 31.205-19 is not applicable, and the only remedy is the credits clause, the October 1992 Audit Guidance should be revised to allow for the application of FAR 31.205-19 when it is pertinent to do so.

Another school of thought is that we should follow the October 1992 Audit Guidance and have the Government enter into equitable sharing arrangements of costs with contractors.  Then, when the contractor recovers costs from its insurance carrier, ensure the Government collects an immediate reimbursement or have the contractor apply the insurance recovery to the business base in existence at the time of recovery.  The problem with invoicing FAR 31.205-19 is that-it would require the contracting officers to predict the effect of different fact patterns, minor changes in policy language, changing legal interpretations and pending cases which may present novel legal arguments on key issues.  Further, relying on state insurance law in making allowability determinations could likely lead to inconsistent treatment among contractors.  However, where insurance recovery is highly likely, but the contractor is unwilling to ensure that the Government receives its allocable share of those recoveries, FAR 31.205-7, the contingency cost principle, should be invoked.  FAR 31.205-7 states that contingency costs, that is costs based on a possible future event or condition arising from presently known or unknown causes, the outcome of which is indeterminable at the present time, are generally unallowable.  This FAR provision would apply when the net environmental remediation costs (contractor costs less future insurance recoveries) are not predictable with any measure of accuracy, and are therefore contingencies.

A third school of thought is that all environmental remediation costs should be unallowable until the contractor has vigorously pursued insurance recovery from all of its major insurance carriers.  The thought is that if the Government agrees to pay a percentage of the environmental remediation costs prior to the contractor’s recovery from its insurance carriers then there will be no incentive for the contractor to zealously pursue its insurance carriers.  Why should the contractors expend large amounts of legal fees and time in pursuing costs that have already been paid for by the Government?

Of the cases we have reviewed or been involved, the standard method of handling this issue has been to include some type of credits clause in the Advance Agreement.  For a discussion of credits clauses to be used in any Advance Agreement, see Chapter 4A.

(iv) -- Allocation Methodology.

Once you have excluded costs not allocable to your contractor’s specific division, then the Allocability of the remaining costs to government contracts needs to be determined.  This analysis might begin by determining the proper allocation methodology.  Pursuant to DCAAM 7-1920.6 Allocability of Environmental Costs, costs incurred to prevent environmental contamination will generally be allocated as an indirect expense using a causal or beneficial base.  Costs to clean up environmental contamination caused in prior years will generally be period costs allocated through a company’s G&A expense pool.  Clean-up costs incurred at a home-office, group-office, or other corporate-office level should be allocated to the segment(s) associated with the contamination for inclusion as part of the segment’s G&A cost.  Clean-up costs incurred by a segment should be allocated through its G&A expense pool if no other segments were associated with the contamination.  If other segments participated in the contamination, a fair share of the clean-up costs should be allocated to the other segments for inclusion in their G&A expense pool.  This is in accordance with CAS 403 and 410 for CAS-covered contractors.

Once a benefit has been determined, the Board and Court have held that the requirement of distribution according to benefit is satisfied by any sound method of allocating indirect costs to commercial and Government work.  Lockheed Aircraft Corp.  v.  United States, 375 F.2d at 797, cited with approval, Lockheed-Georgia, 90-3 BCA 22,957, at p 115,278.

There is no mandated or established method of allocating clean-up costs to final cost objectives.  Costs of current environmental compliance have a definable relationship to contractor production; but remediation of past pollution is essentially a cost of staying in business, as are unemployment compensation insurance, liability insurance, capital facilities, and home office expense.  The activities which generate the cost have a causal and perhaps beneficial relationship to past production operations; but only a generalized beneficial relationship to current business, and not specifically to any one current activity.

In the April 1994 clarifying guidance, it is stated:

The costs to clean up past environmental contamination may be allocated to contracts on bases other than G&A, if the allocation method complies with CAS 418.  However, normally, these costs will be defined by CAS 410.30:

Any management, financial, and other expense which is incurred by or allocated to a business unit and which is for the general management and administration of the business unit as a whole.  G&A expense does not include those management expenses whose beneficial or causal relationship to cost objectives can be more directly measured by a base other than a cost input base representing the total activity of a business unit during a cost accounting period.

CAS 418.40(c) requires that pooled costs “be allocated to cost objectives in reasonable proportion to the beneficial or causal relationship of the pooled costs to cost objectives.”  However, in general the costs of clean-up of past contamination and the final cost objectives (contracts) of the current period.  The operating activities which caused the contamination in the past and generated the current period environmental clean-up expenses relate to the performance of contracts prior to the cost accounting periods (in most cases, many years prior to the current period.)  Normally, there would be no clear, measurable relationship between the costs generated by these prior period activities and the contracts of the current period.  Under this circumstance, no matter what allocation base the contractor selects, the costs will not be allocated to contracts in proportion to the amount of benefit the contract received from the incurrence of the expense or the amount of expense the contract caused to be incurred, as required by CAS 418.40(c).

When the clean-up costs cannot be related to any cost objective through the showing of a causal or beneficial relationship, then the costs should be allocated on the CAS 4 1 0 G&A base.  The CAS 4 1 0 G&A base is representative of the year’s business activity and will most equitably apportion the expenses among the current period’s cost objectives.

CAS 418 provides general standards for selection of allocation bases for indirect costs.  None of the criteria found there provide a sound basis for allocating clean-up costs over any an specific base.  With most of these type costs there is no indication that current clean-up costs have a causal or beneficial relationship with any particular cost pool narrower than total cost input.

It has been suggested that because the CAS 418 provisions require a change in allocation base only if the change would result in cost allocations materially different from current allocations, if the impact of the contractor’s practice is not material then a CAS 418 noncompliance report should not be issued.  However, if it is expected that the practice will have a material impact in the future, the potential CAS noncompliant situation should be reported to the cognizant ACO.

In the cases we have studied, it has been agreed to by both contractor and the government that environmental remediation costs will be included in the G&A pool, and allocated using the contractor’s methodology for allocating G&A expenses.  CAS 410 addresses the allocation of G&A to final cost objectives.  Under that standard, costs other than G&A may be allocated using the G&A allocation base if that base is equally appropriate for those other costs.  CAS 410-50(d) provides:

The cost input base used to allocate the G&A expense pool shall include all significant elements of that cost input which represent the total activity of the business unit.

(v) -- Directly Associated Costs:

DCAA audit guidance, dated 14 October 1992, states that environmental costs are normal costs of doing business and further cites the FAR cost principle on Allocability and reasonableness.  However, pursuant to FAR 31.201-4, Allocability, a cost is allocable to a contract if it is incurred specifically for that contract.  Contractors have not been allowed to allocate costs indirectly to Government contracts when they should have been allocated directly to commercial contracts.  See General Dynamics Corp., supra, where the court so ruled because the benefit to commercial work was more direct and tangible.

In one of the cases we studied, the PCB contamination could be directly identified with specific commercial contracts with a local electric company.  Unfortunately, as it is with most contractors, when these commercial contracts were in existence, the contractor was not aware of any environmental clean-up requirements it would face in the future.

However, the government has taken the position that all PCB clean-up costs specifically identified as relating to the performance of the commercial contracts are not allocable to Government contracts.  As luck would have it for the contractor, based on the EPA reports, the PCB contamination was not only a result of the manufacturing commercial contracts but a small percentage of the contamination was also caused by using PCB as weed killer.  Of course, property maintenance is not specifically related to any particular cost objective, commercial or Government.
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Figure 3-2 -- Idle Facilities

(vi) -- Idle Facilities:

Pursuant to FAR 31.205-17 Idle Facilities, the costs of idle facilities are unallowable unless the facilities:

(1)
Are necessary to meet fluctuations in workload; or

(2)
Were necessary when acquired and are now idle because of changes in requirements, production economies, reorganization, termination, or other causes which could not have been reasonably foreseen.  (Costs of idle facilities are allowable for a reasonable period, ordinarily not to exceed I year, depending upon the initiative taken to use, lease, or dispose of the idle facilities.)

Assuming the environmental remediation costs are a necessary business expense, i.e. pursuant to a clean-up order, etc. a failure to comply could result in the facility being closed.  Therefore, any cost of clean-up required under those orders is necessary, and the costs would be allocable to DoD contracts under FAR 31.201-4 using either the relative benefits or another equitable relationship.  The cost will be reasonable since it is incurred to fulfill “(t)he contractor’s responsibilities to the Government, other customers, the owners of the business, employees, and the public at large,” FAR 31.201-3.  Further the clean-up cost will be allocable because it is necessary to the overall operation of the business, although a direct relationship to any particular cost objective cannot be shown.

In a number of cases, buildings used for old manufacturing processes have been emptied by the contractor, but the resultant contamination remains on the land and the contractor is ordered to clean it up.

A question has been raised as to how remediation costs at a contractor’s vacant (idle) facilities would be allocable to the future performance of DoD contracts, under FAR 31.201-4.  We are not aware of any cases that apply environmental remediation costs to the idle facilities cost principle.  It is not clear that environmental remediation costs meet the definition of idle facilities costs, That is, are these costs in the nature of maintenance or repair?  Assuming that the costs are in the nature of a repair, does the disposal of the property through lease or sale end the contractor’s liability?  The answer probably depends on the state enforcement agency’s requirements.  For example, if the state holds the current owner of the land responsible for the clean-up order, whether the land is subsequently sold or not, then should the fact that the land is idle or being leased make a difference in the allowability of these costs to government contracts?  There is one school of thought that would say idle facility issues are completely unrelated to the environmental clean-up requirement imposed by law.  Just be aware that this issue has been raised by one of our buying commands and might be raised in your case.

(vii) -- Contingencies:

FAR 31.205-7 Contingencies, does not specifically address when environmental costs should be treated as a contingency.  However it states’.

(a)
“Contingency,” as used in this subpart, means a possible future event or condition arising from presently known or unknown causes, the outcome of which is indeterminable at the present time.

(c)
Contingencies that are presently known and existing conditions, the effects of which are foreseeable within reasonable limits of accuracy are to be included in the estimates of future costs so as to ‘de the best estimate of performance cost.  Those future costs prove may arise from presently known or unknown conditions, the effect of which cannot be measured so precisely as to provide equitable results to the contractor and to the Government; e.g., results of pending litigation.  Contingencies of this category are to be excluded from cost estimates under the several items of cost, but should be disclosed separately (including the basis upon which the contingency is computed) to facilitate the negotiation of appropriate contractual coverage.

Because of potential insurance recoveries and potential settlements with or successful litigation against third parties, it might not be possible to reasonably estimate what the net costs will ultimately be.  Therefore, DCAAM 7-1920.14 Contingent Nature of Environmental Costs, suggests that the allowable costs should be accepted contingent upon the government being involved in or realizing a portion of recoveries from any insurance carriers and/or third parties in the future.  The credits clause wording provided at Chapter 4A, might prove helpful here.

It has been suggested that, in some circumstances, until the EPA or other responsible oversight authority approves the remedial action plan, the extent of the remedial action may be uncertain.  It is possible that after reviewing the alternatives the oversight authority may decide that no clean-up action is necessary.  Projected costs for remedial action in these circumstances are contingencies as defined by FAR 31.205-7(c)(2) and should be excluded from cost estimates under the several items of costs, but should be disclosed separately to facilitate the negotiation of appropriate contractual coverage.  However, the estimated costs for the studies to identify the problem and to evaluate the alternative remedial actions are foreseeable within reasonable limits of accuracy and should be included in the estimates of future costs in accordance with FAR 1.205-7(c)(1).
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Figure 3-3 -- Capitalization

(viii) -- Capitalization:

Pursuant to DCAAM 7-1920.8, Capitalization of Environmental Costs,

a.
Generally Accepted Accounting Principles as expressed in the Emerging Issues Task Force (EITF) Issue No.90-8 indicate that environmental costs would normally be expensed in the period incurred unless the costs constitute a betterment or an improvement, or were for fixing up property held for sale.  Betterments and improvements which exceed the contractor’s capitalization threshold must be capitalized.  Costs of fixing up a property for sale are generally considered to be part of the sales transaction, if realizable from the sale.

b.
It would be unreasonable for the government to accept as current period costs expenditures which increase the value of contractor assets; accordingly, these costs should be capitalized for government contract costing purposes.

c.
EITF 90-8 discusses the following situations where capitalization of the expenditures may be appropriate:

(1)
Costs incurred to clean-up a site.  These costs should be capitalized if the clean-up effort improves the property beyond the original condition of the property at acquisition.  The costs incurred to restore a property to its acquisition condition are generally expensed unless they extend the property’s useful life.

(2)
Costs incurred to fix up property held for sale.  These costs are to be capitalized, it they are realizable from the sale.  A contractor may be required to incur contamination clean-up costs far in excess of any amount reasonably realizable upon sale.  In the case of costs in excess of realizable costs, the excess amounts are expensed or capitalized depending on whether they improved the property beyond the property’s condition at acquisition.

(3)
Costs incurred to prevent future contamination.  These costs would have an economic value in more than one period and should be amortized over their useful life.  Capital assets purchased or constructed to prevent future contamination must be capitalized consistent with CAS 404 and GAA-P.

d.
Examples of capitalization of environmental costs:

(1)
A contractor acquires property which was contaminated by a previous owner.  Clean-up costs are capitalized as an improvement.  Costs of ground and water clean-ups are increases to the book value of the land.

(2)
A contractor cleans up contamination from its own operations since acquiring the property.  If the property is being held for continuing use, the costs are expensed as period costs.

(3)
A contractor incurs $80 million to clean up contamination it caused at a site which has a book value of $100 million and which is being held for sale at a price of $500 million.  The $80 million is realizable from the sale and therefore, should be capitalized.  If the sales price were $100 million instead, none of the $80 million would be realizable and it should be expensed in the period.

(4)
The clean-up In example (3) is related to contamination existing at acquisition.  In this situation, the $80 million would be capitalized even for the sale at a price of $100 million and would produce an $80 million loss on the sale.  In effect, this would recognize that the contractor overpaid for the land at the time of acquisition.

Pursuant to the April 1994 Clarifying Guidance,

Costs to acquire property/equipment designed to reduce, eliminate, or contain the environmental contamination should be accounted for in accordance with CAS 404.  If the costs meet the capitalization threshold, then they should be capitalized and depreciated over future periods.

CAS 404.40(d) states “costs incurred for repairs and maintenance to a tangible capital asset which either restore the asset to, or maintain it at, its normal or expected service life or production capacity shall be treated as costs of the current period.”  If the property were not contaminated when acquired, then cleaning up the soil or groundwater only restores the property to its former uncontaminated state.  While the CAS does not specifically provide guidance

addressing environmental clean-up costs, the clean-up is analogous to a repair as described in CAS 404.40(d).  It is not a betterment of the property.  Therefore, the costs should be expensed.

The April 1944 Clarifying Guidance further states that costs incurred to either comply with a regulatory agency’s order or to make the property safe for the contractor’s normal operations should not be classified as costs of preparing the property for sale.  These clean-up costs are necessary whether or not the contractor decides to sell the property.

However, if the costs of either complying with the regulatory agency’s order or improving the safety result in an improvement to the property compared to its condition when acquired, then the costs should be capitalized.  In addition, costs to acquire property/equipment designed to reduce, eliminate, or contain the environmental contamination should be capitalized if the costs meet the CAS 404 capitalization threshold.

However, an argument has been made that if the prior owner had continued ownership, then the costs would have been recovered on Government contracts (assuming the costs were otherwise allowable).  But, since land is not a depreciable asset, requiring the buyer to capitalize the costs renders the costs unrecoverable on Government contracts.

Financial Accounting Standards Board Emerging Issues Task Force (EITF) Issue 90-8 provides that costs incurred to treat environmental contamination should generally be expensed, except for the following, which should be capitalized:

(1)
costs to extend the life, increase the capacity, or improve the safety or efficiency of the contractor’s property,

(2)
costs to mitigate or prevent environmental contamination that has yet to occur and that otherwise might result from future operations or activities, or

(3)
costs incurred in preparing property currently held for sale.

A number of contractors have responded to the DCAA guidance by arguing that none of the three conditions permitting capitalization in EITF 90-8 applies to it.  First, the costs do not extend the life, increase the capacity or improve the safety or efficiency of the contractor’s property.  The clean-up, when completed, will not improve the property beyond its condition at the time it was either acquired or constructed.  Secondly, the costs do not mitigate or prevent environmental contamination that has yet to occur.  Third, the costs were not incurred in preparing the property for sale; rather they were incurred in order to meet requirements imposed by state and federal environmental authorities.

CAS 404 sets forth the standards for capitalization of assets.  The provision within CAS 404 which most closely addresses the current situation is found at CAS 404-40(d).  This provision states:

(d)
Costs incurred subsequent to the acquisition of a tangible capital asset which result in extending the life or increasing the productivity of that asset (e.g., betterments and improvements) and which meet the contractors established criteria for capitalization shall be capitalized with appropriate accounting for replaced asset accountability units.  However, costs incurred for repairs and maintenance to a tangible capital asset which either restore the asset to, or maintain it at, its normal or expected service life or production capacity shall be treated as costs for the current period.  (Emphasis added.)  FAR 31.205-24 provides a definition of “maintenance and repair costs.”

Contractors will focus on the underlined portion of this CAS provision above.  They generally make the argument that the philosophy of this CAS provision is the same as that which underlies EITF 90-8:  a cost which does not enhance an asset beyond its acquisition value should be expensed and not capitalized, regardless of whether or not the cost reaches the capitalization threshold.

The Internal Revenue Service determined that costs incurred to clean up land and to treat groundwater that a taxpayer contaminated with hazardous waste from its business are deductible as ordinary and necessary business expenses in the year the costs are incurred.  However, the costs properly allocable to constructing the groundwater treatment facilities are capital expenditures because they have a useful life substantially beyond the taxable year in which they were constructed.  See Revenue Ruling 94-38, 1994-25 I.R.B.  (June 1994).

It has been suggested that land remediation should be considered restoration rather than improvement unless the contractor could reasonably have been expected to know of the contamination at the time the land was acquired.  Prior to 1970, when the initial EPA environmental legislation was enacted, land acquired which was contaminated, under the current definition, had no lesser value than uncontaminated land and, in fact, under any definition of the period in which acquired, was not contaminated.  Current remediation merely restores the land to the condition and value it possessed at the time it was acquired.

It has been suggested therefore, that the guidance should be revised to recognize that land remediation should be considered to be restoration rather than an improvement unless the contractor could reasonably have been expected to know of the contamination at the time the land was acquired.
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Figure 3-4 -- Legal Costs

(ix) -- Legal Costs:

FAR 31.205-47, Cost Related to Legal and Other Proceedings, provides in part:

(b)
Costs incurred in connection with any proceeding brought by a Federal, State, local or foreign government for violation of, or a failure to comply with, law or regulation by the contractor (including its agents or employees) are unallowable if the result is --

(1)
In a criminal proceeding, a conviction;

(2)
In a civil or administrative proceeding, either a finding of contractor liability where the proceeding involves an allegation of fraud or similar misconduct or imposition of a monetary penalty where the proceeding does not involve an allegation of fraud or similar misconduct;

(3)
A final decision by an appropriate official of an executive agency to-

(i)
Debar or suspend the contractor;

(ii)
Rescind or void a contract; or

(iii)
Terminate a contract for default by reason of a violation or failure to comply with a law or regulation.

(4)
Disposition of the matter by consent or compromise if the proceeding could have led to any of the outcomes listed in subparagraphs (b)(1) through (3) of this subsection (but see paragraphs (c) and (d) of this subsection); or

(5)
Not covered by subparagraphs (b)(1) through (4) of this subsection, but where the underlying alleged contractor misconduct was the same as that which led to a different proceeding whose costs are unallowable by reason of subparagraphs (b)(1) through (4) of this subsection.

DCAAM 7-1918.2 defines a proceeding as:

“A proceeding includes any investigation, administrative process, inquiry, hearing, or trial conducted by a local, state, Federal, or foreign governmental unit and appeals from such proceedings.  Note that for the purposes of this cost principle, the term proceeding includes, but is not limited to, those related to actions which in nature are criminal, non-criminal, fraud, non-fraud, contract-related, or non-contract-related.  The definition is very broad.”
In looking at the allowability of legal costs incurred by a contractor in CERCLA or other environmental cases, if the “proceeding” does not involve a question of compliance with the law that could result in monetary penalties, then the costs are likely to be allowable.  However, each case needs to be reviewed independently.

In Hayes International Corp., ASBCA No.18447, 75-1 BCA 11076, and Hirsch Tyler Company, ASBCA No.20962, 76-2 BCA 12075, the Board held that if the litigation costs are necessary for the overall operation of the business from a prudent business person’s perspective then they are allowable.  However, in both cases the board noted that there was no court determination of willful or malicious conduct on the part of the contractor, nor did the contractor act in bad faith, inferring that if there had been a finding of bad faith or willful or malicious conduct the costs would not be allowable.  Hence, in reviewing any litigation costs your contractor might incur involving environmental clean-up costs, be aware of the distinctions made in both Hayes and Hirsch Tyler.
In a recent United States Court of Appeals case, the court in Key Tronic Corp v.  (United States, 114 S.Ct.  1960, 128 L.Ed.2d 797 (1994), Civ.  No 93-376, 62 LW 4441, (U.S.  Ct.  App.9th Cir.1994), held that the fees for prosecuting an action against the Air Force are not recoverable “necessary costs of response” because the “enforcement activities” do not encompass a private party’s action to recover clean-up costs from other PRPS.  Further, fees for the legal services performed in connection with the negotiations between Key Tronic and the EPA that culminated in the consent decree do not constitute “necessary costs of response.”  Although studies that Key Tronic’s counsel prepared or supervised during those negotiations may indeed have aided the EPA and may also have affected the clean-up’s ultimate scope and form, such work must be viewed as primarily protecting Key Tronic’s interests’ as a defendant in the proceedings that established the extent of its liability.

To resolve any potential issue with a contractor, example clauses in an Advance Agreement are provided below.

Example #1:  The expenses incurred by the contractor In pursuing a recovery from a third party shall continue to be allowable in the pricing of the contractor’s government contracts, provided that the contractor shall exclude from its proposed and final indirect cost rates all (costs government wants to disallow).

Example #2:
(a)
Site Restoration Costs means such of the following described costs and any other costs which the contractor has incurred or will incur in addressing demands, claims and actions brought by private parties and state and federal regulatory agencies relative to actual or alleged releases of chemicals to soils or groundwater at the contractor site as a result of actual or alleged discharge or disposal activities prior to (a specific year) irrespective of whether the cost is attributable, to any Government owned facility:

(i)
costs of compliance with a (Partial) Consent Decree-,

(ii)
costs of defending and responding to demands, claims and actions brought by local, state and federal regulatory agencies which, though reserved from or otherwise outside the coverage of a (Partial) Consent Decree, are within the subject matter of the actions identified in (____) above, and

(iii)
costs of defending and responding to demands, claims and actions brought by private parties.

(b)
Site Restoration Costs do not include the following:

(i)
those costs of defending and resolving, by judgment or settlement, an action brought by a private (non-governmental) party for alleged personal injury or property damage, that are directly attributable to a final, unappealable determination by a court that the contractor’s “managerial personnel” (as defined in FAR 52.245-5 [Jan.  1986]) engaged in willful misconduct or lack of good faith in connection with actual or alleged discharge or disposal activities at the contractors site prior to (a specific year) --

(ii)
fines, penalties and punitive damages imposed upon the contractor by a court or administrative agency in a final, unappealable determination relating to actual or alleged discharge or disposal activities at the contractor’s site prior to (a specific year).

(x) -- Novations:

Pursuant to FAR 42.1204, a standard Novation Agreement includes a clause similar to this:

“The Transferor and the Transferee agree that the Government is not obligated to pay or reimburse either of them for, or otherwise give effect to, any costs, taxes, or other expenses, or any related increases, directly or indirectly arising out of or resulting from the transfer or this Agreement, other than those that the Government in the absence of this transfer or Agreement would have been obligated to pay or reimburse under the terms of the contracts.”
However, in a policy memo dated 21 July 1993, the Under Secretary of Defense, Mr.  John M.  Deutch, stated,

“It is in the government’s best interest to encourage contractors to consolidate and restructure to reduce operating costs and thereby reduce contract costs.  Resulting costs are allowable to the extent permitted by Part 31 of the Federal Acquisition Regulation (FAR).  Additionally, when restructuring occurs coincident to the acquisition/merger, the costs should be allowed if the cognizant administrative contracting officer (ACO) determines that the acquisition/merger is expected to result in overall reduced costs for DoD, or if the acquisitions merger would result in the preservation of a critical capability that might otherwise be lost to the Department. “
Therefore, when reviewing a contractor’s novation packet it is advisable to have all of the transferor’s environmental clean-up costs disclosed to the transferee.  This might result in costs being unallowable pursuant to the FAR provision identified above, unless you agree to costs pursuant to the 21 July 199’3 memo (above) and exclude environmental remediation costs from the overall cost savings analysis.  An issue has been raised whether or not environmental clean-up costs meet the definition of restructuring costs.  The answer would depend on whether the Transferor or Transferee had the contaminated soil.  Just be aware that this issue may arise.

B. -- Reasonableness

FAR 31.201-3 Determining Reasonableness, states that:

A cost is reasonable if, in its nature and amount, it does not exceed that which would be incurred by a prudent person in the conduct of competitive business.

FAR 31.201-3 goes on to state that:

What is reasonable depends upon a variety of considerations and circumstances, including:

(1)
Whether it is the type of cost generally recognized as ordinary and necessary for the conduct of the contractors business or the contract performance,

(2)
Generally accepted sound business practices, arm’s-length bargaining, and Federal and State laws and regulations;

(3)
The contractor’s responsibilities to the Government, other customers, the owners of the business, employees, and the public at large; and

(4)
Any significant deviations from the contractor’s established practices.

Initially then, the question is whether or not environmental remediation costs are normal business expenses.  GAO has expressed concern over this issue.  In its May 20, 1993 testimony before the Committee on Government Operations Subcommittee on Legislation and National Security, the GAO Director of Defense Management and NASA Issues, National Security and International Affairs Division stated:

“However, we believe it is not clear that clean-up costs from contamination caused in prior years constitute normal business expenses.  These costs often do not have any relationship to the products in current contracts and are often the result of strict liability provisions of environmental law, meaning that contractors may be liable for clean-up costs whether or not they were determined to be at fault.  As a result, determining whether a contractor’s cost can be reimbursed by the government can require considerable research.”
However, the October 1992 Audit Guidance, which was subsequently added to DCAAM 7-1920, states that:

Environmental costs are normal costs of doing business and are generally allowable costs if reasonable and allocable.  DCAAM 7-1920.1 Normal business expenses are those expenses that an ordinary, reasonable, prudent business person would incur in the course of conducting a competitive for-profit enterprise.  In the context of environmental costs, normal business expenses are measured by the actual costs incurred in the period.  Not all normal business expenses are allowable for Government contract costing purposes.  To be allowable, costs must also be reasonable in amount, allocable to Government contracts, and not be specifically unallowable under Government cost principle provisions.  DCAAM 7-1920-4.

The key concept for reasonableness of environmental costs (both preventive and remedial) is that the methods employed and the magnitude of the costs incurred, must be consistent with the actions expected of an ordinary, reasonable, prudent businessperson performing non-Government contracts in a competitive marketplace.  .  .  .  Further, contractors should not be reimbursed for increased costs incurred in the clean up of contamination which they should have avoided.  In order to be allowable, contamination must have occurred despite due care to avoid the contamination, and despite the contractor’s compliance with the law DCAAM 7-1920.5

Who bears the burden of proof?  In 1987, the FAR was amended to remove the Judicial presumption of reasonableness and put the burden of proof on the contractor.  FAR 31.201-3(b) currently states that no presumption of reasonableness shall be attached to the incurrence of costs by a contractor.  If an initial review of the facts results in a challenge of a specific cost by the contracting officer or the contracting officer’s representative, the burden of proof shall be upon the contractor to establish that such cost is reasonable.

However, cost allowability is determined with reference to the cost principles in effect when a contract is issued.  If the costs in question are deemed to be deferred costs, which actually arose when the pollution occurred, one would look to DAR 15.201-3, the precursor of FAR 31.201-3, which did not contain the current terms covering burden of proof.  In Data-Design Laboratories, ASBCA No.24534, 83-2 BCA 16,665 at 82,862 (June 1983), the Board held that under the DAR the burden was on the Government to prove that costs actually incurred were not reasonable.  It was not until 30 July 1987 (FAC 84-26) that the FAR definition of reasonableness removed the presumption of reasonableness and put the burden of proof on the contractor.  Generally, most clean-up costs in question were caused before 1987 but incurred after 1987.  Thus the question of what costs were reasonable -- and thus allowable -- may be seen to depend on whether the cost is deemed a current period expense or a deferred cost of an earlier period.

It has been suggested that the tone to the October 1992 guidance seemed to take a step back, stating that these costs are allowable, unless the government proves there was wrongdoing, or the costs should be capitalized, etc.  The suggested solution is to draft an environmental remediation FAR delineating that the burden of proof over these costs belongs to the contractor.  Nevertheless, there still needs to be a reasonableness determination.

Applying the FAR definition of reasonableness to environmental costs, it cannot be well disputed that costs of current compliance with federal, state, and local laws and regulations are reasonable, and are clearly ordinary and necessary business expenses.  The cost of remediating past pollution, which occurred without violation of any law, regulation, orders, or permits, disregard of warnings, or breach of standard industry practices are closely akin to mere compliance with current standards.  These activities should be considered “reasonable” and an ordinary and necessary business expense.  However, there are several FAR provisions that should be considered when conducting a reasonableness analysis of the costs.

(i)
Indemnification:  In the event a contract has FAR 52.250-1, Indemnification Under Public Law 85-804, included in its terms, this environmental remediation issue might be relatively easy to resolve.  FAR 52.250-1(b) states that the government shall indemnify the contractor against

(1)
third party claims for damage to property-,
(2)
damage to contractor’s property, and
(3)
damage to government property.

Part (c) states that such clean-up

(1)
arises out of or results from a risk defined in this contract as unusually hazardous or nuclear, and

(2)
is not compensated for by insurance or otherwise.  Part (d) states that such damage will not be compensated for if it was caused by willful misconduct or lack of good faith on the part of the contractor.

The GAO, in its testimony before the Committee on Government Operations Subcommittee on Legislation and National Security, stated that DoD needs to expand its guidance to fully describe the types of costs/situations that qualify for indemnification.  GAO expressed concern that some agencies have applied this indemnification clause broader than its intended purpose.

FAR 52.250-1 is implemented pursuant to 10 U.S.C.2354/50 U.S.C.1431-14-35.  Section 2354 of Title 10, and Section 1431 of Title 50, United States Code provide in pertinent parts

(a)
With the approval of the Secretary of the military department concerned, any contract of a military department for research or development, or both, may provide that the United States will indemnify the contractor against either or both of the following, but only to the extent that they arise out of the direct performance of the contract and to the extent not compensated by insurance or otherwise:

Claims (including reasonable expenses of litigation or settlement) by third persons, including employees of the contractor, for death, bodily injury, or loss of or damage to property, from a risk that the contract defines as unusually hazardous.

Loss of or damage to property of the contractor from a risk that the contract defines as unusually hazardous.

However, the Act has two significant limitations on the authority granted in subsection (a).  First, any indemnification clause included in a contract must provide for

“(1)
notice to the United States of any claim or suit against the contractor for the death, bodily injury, or loss of or damage to property-, and

(2)
control of or assistance in the defense by the United States, at its election, of that suit or claim.”

10 U.S.C.2354(b).  Second, “(n)o payment may be made under subsection (a) unless the Secretary of the department concerned, or an officer or official of his department designated by him, certifies that the amount is just and reasonable.” 10 U.S.C.2354(c).  Assuming those conditions are met, then the Act allows payments to be made from

“(1)
funds obligated for the performance of the contract concerned;

(2)
funds available for research or development, or both, and not otherwise
obligated., or

(3)
funds appropriated for those payments.” 10 (U.S.C.2354(d).

In one of the cases we studied, during the 1960’s and 70’s, the Air Force included an “Indemnification Under 10 U.S.C.2354 (MAY 1964)” clause in its contracts.  The indemnification clause purportedly included in the contracts provided:

Government shall hold harmless and indemnify the Contractor against --

(i)
claims (including reasonable expenses of litigation or settlement) by third persons (including employees of the Contractor) for death, bodily injury (including sickness or disease), or loss of, damage to, or loss of use of property-

(ii)
loss of or damage to property of the Contractor, and loss of use of such property, but excluding loss of profit; and

(iii)
loss of, damage to, or loss of use of property of the Government.

The contracts provided that “a claim, loss or damage shall be considered to have arisen out of the direct performance of this contract if the cause for such claim, loss or damage occurred during the period of performance of this contract or as a result of the performance of this contract.”

Given the above, the contractor’s remediation of environmental damage caused by use of TCE furnished under the contracts would, at first blush, appear to be covered by the indemnification clause.  However, that does not necessarily imply that the Government will ultimately be liable for indemnification.

First, the indemnification clause in our case required, as a condition for payment, that the contractor

“(i)
promptly notify the Contracting Officer of any occurrences, action or claim he learns of that reasonably may be expected to involve indemnification under this clause,

(ii)
furnish evidence or proof of any claim, loss or damage in the manner and form required by the Government, and

(iii)
immediately furnish to the Government copies of all pertinent papers received by the Contractor.”

The notification was intended to allow the Government an opportunity to “direct, participate in, and supervise the settlement or defense of any such claim or action,” and the contractor was required to “comply with the Government’s directions, and execute any authorizations required, in regard to such settlement or defense.”  In that case, there was a serious question whether the contractor complied with the letter or intent of the “promptly notify” requirement.  The contractor knew of its environmental problems since at least the early 1980’s, and had been incurring environmental clean-up costs since at least 1984, but did not alert the Government until the early 1990’s.

In that case, the contractor’s notification more than ten years after-the-fact was considered untimely, and was prejudicial to the Government’s interest because it effectively precluded any opportunity we may have had to direct, participate in. and supervise the contractor’s actions.  Further, the clause provided that “no payment shall be made by the Government under this clause unless the amount thereof shall first have been certified to be just and reasonable by the Secretary or his representative designated for such purpose.”  One of the first factors to consider in determining whether the costs are “just and reasonable,” is whether they were in fact incurred in remediating damage caused by chemicals furnished under the particular contract, during or as a result of performance of that contract.  If the contractor is unable to demonstrate that its costs qualify under those criteria, then the Government would be unable to make payment under the indemnification clause.

Hence, there are a number of issues to consider before applying the indemnification clause to environmental remediation costs.  Therefore, be aware that FAR clause 52.250-1 does exist in some contracts and should be considered in making a reasonableness determination.
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Figure 3-5 -- Wrongdoing

(ii)
Wrongdoing:  Pursuant to DCAAM 7-1920.13 Environmental Wrongdoing,

(a)
If environmental clean-up costs are the result of contractor violation of laws, regulations, orders or permits, or disregard of warnings for potential contamination, the clean-up costs including any associated costs, such as legal costs, would be unreasonable and thus unallowable.

(c)
Most environmental laws do not require the contractor to be guilty of a violation to enforce contractor payment for clean-up costs.  Therefore, it is rare for government agencies to bring criminal, or even administrative, charges for contamination.  Auditors should request the contractors to provide documents sufficient to allow a determination as to how the contamination occurred.  The Environmental Protection Agency, in designating a company as a Potentially Responsible Party (PRP), will normally provide a written rationale as to how the company contributed to the contamination at a site.

(d)
For purposes of disallowing the costs, the government must show that the preponderance of the evidence supports the position that the contractor violated the law, regulation, order or permit, or the contractor disregarded warnings for potential contamination.  That is, it must be more likely that the government’s allegation of wrongdoing is correct than that it is not.

(e)
The contractor should not be denied recovery of clean-up costs, if it complied with the laws, regulations, and permits in effect at the time of the contamination.

The October 1992 Audit Guidance states that if the clean-up costs are a result of contractor wrongdoing then these costs are unallowable.  However, to determine wrongdoing, must there actually be a court ruling that the contractor was in violation of law?  Is it sufficient if a specific law states it is a violation to pollute the land with so many parts per million of a particular chemical and the contractor did in fact have more than that number of parts per million in its property?  Is it necessary that the law be specific enough for the contractor to knowingly violate it?  Would negligent conduct constitute contractor wrongdoing for allowability purposes?  (See October 1992 Audit Guidance titled Reasonableness, which indicates that absence of due care means the costs are unallowable.)  Does the standard practice at the time of the contamination fit into this analysis of wrongdoing?

In response to these concerns, a more appropriate definition might be:

A cost is unreasonable due to wrongdoing if the contractor were actually cited by a State or Federal agency, or, although not cited, there is sufficient specific evidence by fingerprinting the approximate date of contamination and/or cause of contamination, to establish that the contractor violated the then existing law and that such violation had a direct causal relationship to a contamination.  (For example, a number of cases we have studied involved the contractor being cited with Notices of Violation due to procedural problems, i.e. incomplete paperwork, or sloppy emergency evacuation procedures.  However, if there was no connection or nexus between the violations and the contamination then it is our opinion that those violations do not impact the allowability of costs.)  Simple negligence alone is not a basis for determining wrongdoing.  (For example, contractors have spills or insignificant leaks from vehicles.  In reading environmental agency files you are likely to see a contractor report of a spill or leak and a clean-up measure taken in the appropriate time and manner.  The simple negligence of the spill or leak does not constitute wrongdoing, in our opinion.)  Further, the standard business practice at the time of contamination may also be considered in determining the reasonableness of the contractor’s actions in the event that the black letter of the law was unattainable, i.e., given that any pollution which occurred, in California at least, over the past thirty or forty years was likely in violation of state and local environmental laws and regulations.  Hence, the question of wrongdoing should be whether the contractor’s practices were consistent with the actions expected of an ordinary, reasonable, prudent businessperson performing non-Government contracts in a competitive marketplace at the time.

Although the Government should conduct some research on the wrongdoing issue, you might also want the contractor to provide assurances of no environmental wrongdoing in the event an Advance Agreement is being negotiated.  Below are sample clauses you might want to consider including in any Advance Agreement:

Example #1:  Whereas the contractor has certified that its environmental practices have been compliant with the specific requirements imposed by law, regulations, order or permits regardless of whether or not a formal citation or ruling by a government agency has occurred.

Or in the alternative;

Example #2:  I, _______________ certify that I am the (Vice President) of Contractor Corporation, have the authority to sign for and on behalf of the Contractor, and that the following statement is true and accurate in its entirety.

The contractor is not aware of any environmental wrongdoing it may have committed as a result of causing any contamination at the Site, or cleaning up any contamination at the Site.  The term “Site” as used in this certification, is defined in paragraph _________of the Advance Agreement.  The term “environmental wrongdoing” ‘as used in this certification, means any situation in which the contractor does not comply with the specific requirements imposed by laws, regulations, orders or permits.  Wrongdoing can occur without a formal citation or ruling by a government agency.

Or in the alternative;

Example #3:  Pursuant to certification statements by its current manufacturing and operations supervisory personnel, the contractor hereby represents and certifies to the Government as of the date this Agreement is executed by the contractor that, to the best of the Company’s knowledge and belief, the Remediation Costs subject to this Agreement are not the result of a knowing violation of law or regulation.

An additional note regarding wrongdoing, pursuant to the October 1992 Audit Guidance regarding payments to Third Parties Due to Fault Based Liabilities, examples of liability to third parties include health impairment, property damage, or property devaluation for residents or property owners near a contaminated site.  These third party claims usually arise from legal theories of tort and trespass, and losses from such claims may be unreasonable in nature for payment on a Government contract.  In the absence of a specific court finding of tort or trespass by the contractor, the facts of each case should be carefully examined to determine if the contractor payments are nonetheless based on those or other fault based legal theories.

However, an argument has been made that this guidance is inconsistent with FAR 31.201-3, Reasonableness.  The costs of cleaning contaminants that may have seeped into groundwater and down through aquifers to neighboring properties is still a clean up required by the environmental agencies and should thus be considered a necessary business expense.

(iii)
Fines or Penalties:  Under FAR 31.205-15 Fines, Penalties, and Mischarging Costs, costs of fines and penalties resulting from violations of, or failure of the contractor to comply with Federal, State, local, or foreign laws and regulations, are unallowable except when incurred as a result of compliance with specific terms and conditions of the contract or written instructions from the contracting officer.

Nevertheless, it is rare for an environmental agency to actually impose a fine or penalty.  If the contractor is complying with the clean-up order, then fault is not generally a matter of concern because the regulators utilize strict liability laws.  In the event you become aware of a fine or penalty, be aware that this FAR provision exists.

In addition, DCAAM 7.1920-13b states:

Fines or penalties are expressly unallowable under FAR 31.205-15 and any costs of legal proceedings where a fine or penalty could be imposed are covered by FAR 31.205-47.  However, the incurrence of clean-up costs to correct environmental contamination is not a penalty; it is a legal obligation.
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Figure 3-6 -- Greenplating

(iv)
Greenplating:  Some concern has been raised that a contractor might try to allocate costs to clean up its property to a lower contaminant level than is required by law.  Further, in the event there is no clean-up order, the concern is that the government might be paying to clean up property that would not qualify as “contaminated” under relevant environmental standards.  Both of these situations have been called “greenplating.”  For example, the level of contaminants in the soil generally must be lower if the land is going to be used for residential purposes than if it is going to be kept as commercial property.  Land can be sold at a higher rate if it can be used to build homes instead of just for commercial business.  However, the government should not be burdened with the extra costs of cleaning up the contamination to a level higher than is required by law.  Such additional costs would be unreasonable and therefore, unallowable.

To the extent that environmental remediation costs are in fact required by state law, there is likely to be no basis for DoD to challenge the reasonableness of those costs.  One test of reasonableness is whether the cost is one that a prudent businessperson would incur.  The Government should reserve the right to review the level of clean-up in excess of Federal, state or local requirements.  Since the contractor may be paying for a significant portion of the clean-up out of its own funds, an economic incentive exists to minimize costs.  However, some oversight on this issue may be advisable.  The Government should specifically reserve the right of DoD to review for reasonableness all cost not incurred in direct compliance with a requirement of Federal, state, or local law, regulation, or orders.

Since some clean-up operations may be negotiated after a state or federal order, some question may exist as to whether costs should be deemed either “required” or reasonable if the contractor arguably could have negotiated a less stringent requirement.  However, since once the order is issued noncompliance is no longer an option, the Government would bear the burden of demonstrating that specific costs would have been avoided by effective advocacy by the company of its own interests.

There is some risk that clean-up over and above the state or federal standard in the clean-up order may be deemed almost a necessity of doing business.  To the extent that such costs either are a “necessity” in the sense of being essential to the good-will of employees, suppliers, or other customers, or otherwise confer a “benefit” on the overall operation of the business, they may still be “reasonable” and allowable, but some contracting officer discretion would be permissible in this area.

To ensure the government is kept apprised of an environmental agency’s clean-up level requirements at the contractor site, you might want to consider including clauses similar to the clauses below, in any Advance Agreement negotiated with the contractor.

Example #I:  DoD reserves the right to question, on the following grounds, any particular charge or portion of a charge to Remediation Costs:

(a)
the charge is unallowable because it is believed to be unreasonable in amount for the services or supplies provided; or

(b)
the charge is unallowable because it was incurred to remediate a site to a level more stringent than required (or, in the absence of an order, is reasonably likely to be required) by the cognizant environmental regulatory authority.

Example #2:  Until the first fiscal year following the termination of this Agreement, the contractor shall provide in its Forward Pricing Rate Proposals submitted annually to DoD an accounting of Remediation Costs incurred during the immediately preceding fiscal year, including:

(a)
the amount of any Recovery from a Third Party obtained during that fiscal year,

(b)
the amount of credits applied;

(c)
a projection and description of the Remediation Costs estimated to be incurred during the current fiscal year, including changes to any clean-up levels at the sites subject to this Agreement; and

(d)
a description of the status of any pending attempts to obtain a Recovery from a Third Party.

In situations where there is no clean-up order, these costs are likely to be viewed as contingencies as defined by FAR 31.205-7(c)(2), and should be excluded from cost estimates.  See A (vii) Contingencies, above in this chapter.

In general then, unless the costs are a result of contractor wrongdoing, fines or penalties, or the result of greenplating, environmental remediation costs are arguably necessary business expenses and are reasonable.

Once you have all relevant facts and have excluded costs not allocable to this contractor, you will then review the various FAR/CAS provisions to determine what percentage of costs are allocable to government contractors.  At that point you should exclude all costs deemed to be unreasonable to come up with a total cost.

Some Advance Agreements have resolved the total allowability of costs issue and others have only resolved the Allocability issue, leaving reasonableness to be determined as each cost is incurred.  Some Advance Agreements have determined Allocability based on the percentage of Government sales made during the contamination period.  Other Advance Agreements have used the number of years Government work was performed at the site over the number of years commercial work was performed at the site to make an Allocability determination.  The facts of each case will dictate the best method for calculating Allocability.
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Figure 3-7 Mountain Climbing

Once you have climbed the mountain of cost analysis, you will then need to decide whether an Advance Agreement is appropriate in your case.

Chapter 4

Using An Advance Agreement
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Figure C4 -- Using An Advance Agreement

This chapter will provide you with information on the usefulness of an Advance Agreement and a case law analysis of the impact an Advance Agreement has on a contractor’s potential insurance recovery.  This discussion will include potential credit clause solutions to the issue.  This chapter will then provide you with possible solutions in the event a dispute arises under an Advance Agreement.  Finally, it will provide examples of clauses, both effective and ineffective, that have been used in other Advance Agreements.

FAR 31.109(a), Advance Agreements, states in pertinent part,

“. the reasonableness and Allocability of certain costs may be difficult to determine, particularly for firms or their divisions that may not be under effective competitive restraints.  To avoid possible subsequent disallowance or dispute based on unreasonableness or non-allocability, contracting officers and contractors should seek advance agreement on the treatment of special or unusual costs.  However, an advance agreement is not an absolute requirement and the absence of an advance agreement on any cost will not, in itself, affect the reasonableness or Allocability of that cost.”
A. -- Benefits of an Advance Agreement:

The most important aspect of an Advance Agreement is that it is consensual, which keeps the parties in control of the outcome.  The parties choose the terms of the agreement, to include allowability percentages, how costs will be classified, how credits will apply, etc.  This allows the parties to be creative and flexible in settling this cost issue.  Advance Agreements provide an avenue for both parties to creatively settle an issue in a manner that is reasonably acceptable to both parties.  Entering into an Advance Agreement also preserves the business relationship between the government and the contractor.  Often the parties desire to work together in the future and the contractor will most likely be bidding on projects that will have environmental clean-up costs in the overhead.  It is in both parties’ best interest to not only keep the overhead down, but to maintain a working relationship.  Further, entering into an Advance Agreement allows both parties to avoid the cost and delay of litigation.  An open and frank negotiation of the issues generally involves broader and more flexible discovery of information and reduced time spent on dispute resolution procedures.  Finally, an Advance Agreement will generally delineate the rights of both parties on a particular issue for the future.  This eliminates the need to negotiate the issue on a yearly basis, as the costs are incurred and provides both parties clear guidance on how to handle the particular cost issue in future years.  If the Advance Agreement is carefully crafted, both parties can be protected from future problems on the issue at hand.

B. -- Effect on Insurance Recovery:

The DCAAM 7-1920.15, Advance Agreements for Environmental Costs, states:

There are many areas of judgment involved in the determination of allowability for environmental costs.  It is necessary for the auditor and the ACO to coordinate closely during the review.  Advance agreements should be considered to facilitate negotiations with the contractor.  Acceptance of the costs may require some form of agreement to protect the government’s interest.  Any agreement to accept costs for clean-ups or for the costs of pursuing insurance recoveries should also provide expressly for government participation in any insurance claim recoveries and any reductions resulting from later-discovered PRPS.  Consideration should also be given to requiring contractor diligence in pursuing insurance recoveries and identifying contamination attributable to other PRPS.  Advance agreements should provide for recovery of expenses priced into fixed price contracts if those expenses are later reduced based on subsequent identification of additional PRPs or insurance coverage after the agreement on price.

However, if entering into an Advance Agreement would result in a court’s ruling that the contractor has suffered no damages and hence there is no insurance coverage, then we would most likely determine that such an agreement is not in the government’s best interest.

One school of thought is that, although an Advance Agreement might be appropriate, and FAR 31.105-19 does not apply, any credit applied to the Government as a result of insurance recovery should only be in the form of a direct payment that bears a close relation to the Government’s pro rata share of the clean-up costs or insurance premiums paid.  Crediting insurance recoveries to the indirect cost pools allocated over the contractors entire business base, in an environment of declining DoD business, will ultimately result in DoD paying a larger share than it stands to recover.  For example, assume Contractor Xs business base is currently 100% DoD contracts, and DoD enters into an Advance Agreement to allow 55% of all environmental remediation costs to be allocated to Government contracts.  DoD would effectively pay 55% of all environmental remediation costs.  Given ongoing insurance litigation between Contractor X and several of its insurance carriers, any insurance recoveries are unlikely for several more years, when contractor X’s DoD business base is likely to be much lower.  Hence, DoD would receive less than 55% of any insurance recoveries.  Therefore, the credit should not be applied to the indirect cost pools, but rather directly to the Government in some form.

A second school of thought is that if a DoD policy on the insurance recovery issue encouraging Advance Agreements is ever provided, such a policy should provide for a method to ensure that the Government has some protections in the event the Government is named as a potentially responsible party by a state or federal environmental agency, in addition to being the responsible contractor’s current customer.  To explain, we have situations around the country in which the Government owned and operated a business several years ago on the property currently owned and operated by a Government contractor.  Not only might the Government pay a portion of the clean-up through the contractor’s overhead allocations, but the Government might also be required to pay a portion of the clean-up costs directly, as a responsible party to the contamination.  If one of the contractor’s insurers reimburses the contractor’s environmental remediation costs and subsequently recovers the amount it paid to the contractor from the Government, the Government has no recourse against the contractor.  Consequently, the contractor effectively retains a windfall.  For example, assume Contractor X (assume this is the same Contractor X described in the previous paragraph in which the Government agreed to pay 55% of the costs) incurs $100 million In environmental remediation costs.  Under the Advance Agreement entered into between the Government and Contractor X those costs are subsidized by up to 55% by the Government.  Assume further that Contractor X recovers $100 million from one of its insurers.  Under the Advance Agreement, up to 55% of that reimbursement is credited to the Government.  Yet, if the insurer then recovers $100 million against the Government, Contractor X does not share in the Government’s loss, and keeps its 45% share.  The concern is that the Government needs some protections to prevent such a windfall in favor of the contractor.

A third school of thought is that the Government should not enter into any type of agreement with the contractor until all substantial insurance recovery avenues have been pursued.  Further, a state court might determine, that due to the Government’s contractual agreement to pay for these remediation costs, the contractor suffered no loss or damage, hence is entitled to no recovery from its insurance carriers.

Most insurance carriers seek to exploit treatment of environmental costs in government contracts as a device to escape liability under their policies.  Insurance carriers advocate that to the extent the government reimburses environmental remediation costs by allowing these costs in the contractor’s overhead, the contractor has not suffered damages.  Without damages, the contractor is not entitled to any relief under its insurance policies.  Insurance carriers argue that an insurance policy covers only the insured’s “net economic loss” or the amount of the loss that remains uncompensated after the actual value of other rights of indemnification are taken into account.  The argument is that the portion of those costs the government recognizes in the contractor’s overhead is a form of indemnification that should reduce the contractor’s “net economic loss.”

The issue of what constitutes “damage” was addressed in AIU Insurance Company v.  FMC Corporation, 51 Cal.3d 807, 274 Cal.  Rptr.820, 799 P.2d 1253 (Cal.  Supreme Ct.1990).  The court held that reimbursement of environmental clean-up costs constituted “damages” within the meaning of Comprehensive General Liability (CGL) policies, since federal and local agencies’ expenditure of funds to investigate and initiate clean-up of hazardous waste constituted “loss” or “detriment” and reimbursement by responsible parties was monetary “compensation” for such loss.  FMC’s CGL policies issued by the insurer contained fairly broad liability language, stating that the coverage was for all sums which FMC shall become legally obligated to pay

(a)
as damages because of property damage to which this policy applies, or

(b)
by reason of the liability imposed upon FMC by law for damages on account of property damages.

This case involves an additional suit brought by the United States and local administrative agencies against FMC, seeking relief for violations of RCRA, CERCLA, and other local statutes.  The agencies not only sought Injunctive relief to stop FMC from disposing of hazardous waste and to compel the removal of existing contaminants, but also the agencies sought reimbursement of their costs of investigating, monitoring, and initiating the clean-up of the hazardous waste for which FMC was responsible.  In AIU, FMC sought insurance recovery under its CGL policies for the costs it had to pay to the environmental agencies.  This court held that a three-part test must be met in order to determine liability.  That three-part test was:

(a)
any adverse orders issued in those suits must “legally obligate” FMC to pay such costs,

(b)
the costs must constitute “damages” or “ultimate net loss”, and

(c)
such costs must have been incurred because of “property damage.”

Although the court found that all three elements were met in this case and that the insurance carrier was therefore liable for FMC’s costs, we would like to focus on the. second part of the three-part test.

The court in AIU Insurance Company v.  FMC Corporation held that the contractor must suffer “damages” or “ultimate net loss” in order for the insurance carrier to be liable under its CGL policies.  The court defined damages, taking from its “ordinary and popular” definition and Section 3281 of the California Civil Code, as compensation in money recovered by a party for loss or detriment it has suffered through the acts of another.  The court then broke its definition into two parts, stating that the insured must have made some monetary compensation and there must have been some loss or damage to the property in this case.  Because FMC was required to reimburse the environmental agencies for costs they had expended in investigating, monitoring and initiating clean-up at the properties, monetary compensation was required.  Secondly, because the property was contaminated, such contamination resulted in a loss or damage to the property, and because the environmental agencies conducted the clean-up work, the harm they suffered is also considered a “loss” or “detriment.”

The apprehension that various government officials have with this case is the uncertainty as to how the court would have ruled if FMC was not required to reimburse the environmental agencies.  Arguably there would have been no monetary compensation made even though there had been property damage.  Contractor’s attorneys have argued that because the environmental agencies’ loss is considered “loss” or “damage” under the policies, this triggers insurance coverage.  However, that argument fails to recognize the first part of the two part definition of “damage” asserted in the AIU case.  Due to the court’s rationale in AIU, it is possible that a future court could find that the insured had incurred no damages with respect to the portion paid by the government and therefore, no insurance recovery was available.  Hence, if the Government agrees to pay for a contractor’s environmental remediation costs in an Advance Agreement, then the contractor will not be suffering any monetary loss or detriment and might not be able to recover from its insurance carriers.  See also Glen Falls Insurance Company v.  Sterling, 219 Md.217, 148 A.2d 453 (Md.  Ct.  App.1959), in which the court held that because the insured failed to prove any actual pecuniary loss to itself as a result of the damage to their property, there could be no recovery on the insurance contract.  For the same proposition, see also Ramsdell v.  Insurance Company of North America, 197 Wis.136, 221 N.W.654 (1928).

Another potential problem is the offset issue.  The issue is whether the government’s contractual agreement to pay for the contractor’s environmental remediation costs affects the contractor’s ability to recover the same costs from its insured.  For case law on the offset issue, see James B.  Lansing Sound, Inc.  v.  National Union Fire Ins.  Co., 801 F.2d 1560, amended 981 F.2d 1549 (9th Cir.1992) and Graydon-Murphy Oldsmobile v.  Ohio Casualty Ins.  Co., 16 Cal.  App .3d 53 (1971).  Insurance carriers argue that the contractors are attempting to recover twice for the same loss.  Whether entering into an Advance Agreement on environmental remediation costs destroys or merely reduces the insurance carrier’s liability on the contractor’s claim for insurance coverage, is it in the best interest of the Government to enter into such an agreement?

Although most, if not all, contractors’ counsel do not believe in the possibility of a court ruling against the contractor due to an Advance Agreement with the Government, judges do not always understand Government contract law.  Hence, it is difficult to predict with any certainty what ruling any particular state court might make in a future case.

Potential Solutions:  Although there has been no court ruling that directly addresses the concern regarding the possibility of reducing or destroying an insurance carrier’s liability because of an Advance Agreement between the insured and the Government, it is prudent to take appropriate measures to avoid the consequences of any such future court ruling.  One possible solution is simply to word the Advance Agreement in such a way as to protect the Government.  Another solution is to write the Advance Agreement indicating the Government’s intent to be a beneficiary in all of the contractor’s insurance policies and have the Government join in the insurance litigation.

Solution #1 -- Arguably the Government’s recognition of a cost as allowable does not mean that the contractor is being “reimbursed” or “indemnified” for any particular cost under the contracts.  Specifically with firm-fixed-price contracts, the contractor is being paid a flat amount, not for any particular cost that is incurred on the contract.  Furthermore, these environmental remediation costs are indirect costs, usually being placed in the contractor’s G&A expense pool.  Some sample clauses that might suffice to protect the Government’s interest are stated below.

Sample Clause #1:  The United States has asserted that its obligation, if any, to allow the costs in the pricing of the contractor’s Government contracts is secondary to the obligation of the contractor’s insurers to pay and indemnify the contractor under its CGL policies.  In entering into this Agreement, the parties recognize that

(1)
the contractor’s insurers have failed to pay all the costs in issue and are disputing their obligation to defend and indemnify the contractor under the policies; and

(2)
the contractor is entitled to include the costs in its indirect rates only to the extent that such costs are not paid by the contractor’s insurers.  Accordingly, in order to assure that there is no double recovery of costs by the contractor, and to effectuate the intent of the Agreement, the parties agree that:

(a)
the agreement of the United States to allow and pay costs is in advance of potential recovery from the contractor’s insurers; and

(b)
implementing FAR 31.201-5 (“Credits”), the United States is entitled to a credit from any insurance recovery for such costs, in accordance with the terms of this Agreement.

Sample Clause #2:  In the event any insurance carrier prevails before a court or administrative body on the issue of the contractor’s double recovery or lack of risk of loss due to DoD compensation, the contractor agrees to reimburse DoD all costs the contractor would have received had it prevailed in the insurance recovery litigation.  These costs would include both compensatory damages as well as punitive damages the contractor would have received but for DoD’s compensation to the contractor for environmental remediation costs,

Sample Clause #3:  If the contractor’s insurers obtain an offset or a reduction of their obligations to the contractor on the basis or by virtue of this Agreement or any provision herein, the contractor’s credit obligations for payments made by the contractor’s insurer shall be increased by the same percentage as the Government’s agreed upon allocable share of the amount of any such offset or reduction.

Sample Clause #4:  For purposes of Government contract cost accounting, environmental remediation costs are treated as indirect costs and not direct costs.  Nothing in the Agreement shall

(a)
require the Government to reimburse environmental remediation costs as a direct cost under a contract, or

(b)
shift the risk of loss regarding environmental remediation costs to the United States.

Any advance agreement should provide for the application of the credit to fixed price contracts.  One way of doing this is to wait twelve months after receipt of the insurance moneys before applying the credit, so as not to lose the credit on the current fixed price contracts.  Another suggestion is to apply an inflated percentage of credits to a year, so that once it is reduced by the current fixed price contracts, the net result is the actual credit owed the government, which is applied to the cost type contracts.  Each situation is different and should be handled in a way that best protects the government’s interests.

Solution #2:  The second proposed solution is to make it clear in the Agreement that it is the Government’s intent to be a beneficiary on the insurance policies.  If the Government could actually be named as a beneficiary on the individual policies themselves, then it would be clear that they are in fact beneficiaries.  However, that is not very practical.  Therefore, it is much more plausible to place a clause in the Advance Agreement.  In some cases, the contractor’s insurance policies specifically name the government as an insured.  In other cases, policies may contain exclusions or language recognizing that the government has accepted responsibility for a category of acts, i.e. the handling of certain ultra hazardous wastes.

In United States v.  Seaboard Machinery Corporation, 270 F.2d 817 (5th Cir.1959), the court held that effect must be given to an intent to enlarge liability of a bailee when clearly manifested in the agreement.  In this case, the Government entered into a contract with Seaboard in which the Government leased to Seaboard specific equipment to be used at Seaboard’s shipyard.  The contract stated that Seaboard would indemnify and save harmless the Government in the event something were to happen to the leased equipment.  Subsequently, the shipyard and its equipment were destroyed in a fire.  Seaboard filed suit against its insurance carriers and the Government intervened as a claimant to part of the proceeds expected to be recovered by Seaboard.  Seaboard then settled its claim with the insurance carriers and placed the settlement in escrow to protect the insurance company against the Government’s claim to any portion of the settlement amount.  The court held that Seaboard was obligated to be responsible for the leased equipment or its value if it were destroyed.  Seaboard, having insurable interest, could and did protect itself completely against such a loss by taking insurance to the full value of the leased equipment.  The court ruled that Seaboard was required to pay over to the Government the insurance proceeds.

In light of the Seaboard ruling, it is feasible that courts would permit the Government to join in an insurance litigation case if the insured and the Government contractually agreed to the Government’s entitlement.  A sample clause is provided:

Sample Clause:  It is the intent of the parties hereto that the Government be treated as a beneficiary of the contractor’s insurance policy # _______, for the purposes of environmental remediation costs.  Although the Government is not directly reimbursing the contractor for any specific environmental remediation costs, it is agreed by both parties that the Government is suffering a loss from the environmental contamination.  Furthermore, the Government has paid insurance premiums through the contractor’s cost allocation methodology with the intent that the Government would be a beneficiary of this policy.  As a beneficiary and under the credits clause cited in paragraph (___) of this Agreement, it is agreed by all parties hereto that the Government is entitled to recovery from the insurance carrier.

With regard to a credits clause, FAR 31.201-5 states that the applicable portion of any income, rebate, allowance, or other credit relating to any allowable cost and received by or accruing to the contractor shall be credited to the Government either as a direct cost reduction or by cash refund.  Any credits clause should provide for a clear allocation of insurance credits.  All situations in the potential recovery in insurance litigation must be addressed using a formula and the credit clause to create a factor for each situation (if the contractor settles out of court, if the contractor settles on a site by site basis and if the case goes many years in the future).  Therefore, below is one sample credits clause that may or may not be appropriate in your case.

Sample Credits Clause:  In order to ensure there is no double recovery of environmental remediation costs by the contractor, the parties hereto agree that:

(1)
the Agreement of DoD to allow and recognize remediation costs is in advance of potential recovery from contractor’s insurers and other third parties; and

(2)
implementing FAR 31.201-5 (“Credits”), DoD is entitled to a credit from any such recovery, in accordance with the terms of this Agreement.  Accordingly:

(a)
A recovery from a third party obtained by the contractor attributable specifically and exclusively to a site(s) subject to the Agreement shall be recorded on the contractor’s books as a credit to reduce remediation costs in the contractor’s fiscal year when any such recovery is paid to the contractor.

(b)
As to a recovery from a third party that relates either to:

(i)
a number of specifically identified locations, at least one or more of which is a site subject to this Agreement or

(ii)
generally to all locations where the contractor has or may have environmental investigation or remediation liabilities, which includes a site(s) subject to this Agreement, but which is not attributable specifically to any particular location at which the company has such liability, the credit shall be equal to the amount of such recovery multiplied by the Government’s agreed allocation percent, provided that, there shall be no credit for a recovery from a third party that is attributable specifically and exclusively to a location(s) other than the sites subject to this Agreement.

The contractor will apply the credit to the applicable indirect cost pool before allocation of remediation costs to Government contracts.

(c)
To the extent the credit described above exceeds remediation costs allocated to Government contracts in a single contractor fiscal year, the contractor shall forward the remaining balance of the credit, together with interest, as a reduction of remediation costs in subsequent years until the credit is fully applied.  If DoD establishes that the credit is ultimately not fully applied in this manner, the contractor shall pay to DoD the un-depleted amount of any such credit, to be remitted as directed by the Corporate Administrative Contracting Officer.  The Corporate Administrative Contracting Officer shall determine when and how such remittance is to be made to the Government.

(d)
The contractor shall include in the credits made pursuant to this section simple interest on any amounts carried forward, at the applicable interest rate specified by the Contract Disputes Act (42 U.S.C.611) from the date on which any recovery from a third party is paid to the contractor until the credit is fully applied.

(e)
It is the intent of the parties that, in calculating the credit from an insurance recovery under this section, DoD shall be entitled to recognition of those amounts that the contractor would have recovered if those layers that were covered by the contractor’s self-insurance had been covered by independent insurance.  Therefore, if there is recovery from a contractor’s insurer for a period in which there was self-insurance, the recovery from a third party in the sections above shall be increased by the additional if any, that the contractor would have recovered from its insurers, if the contractor’s self-insurance for that coverage period had been subject to independent insurance containing coverage terms equivalent to the terms of the policies issued by the contractor’s insurers for that coverage period.  In the event there is a partial recovery from the contractor’s insurers during such a coverage period, the increase in recovery from a third party shall be determined by multiplying the amount of contractor’s self-insurance for that coverage period by the fraction of

(i)
the recovery from the contractor’s insurers for that coverage period, divided by

(ii)
the amount claimed by the contractor from its insurers for that coverage period.

Once these clauses or similar clauses are included in the agreement, the Government could argue to have the court assign rights of recovery to the Government.  If the court so ruled, then it is irrelevant what costs the Government paid to the contractor because both, the Government and the contractor are named beneficiaries to the insurance policy.

Although there is currently no environmental cost principle, and there may never be one, there are a number of FAR provisions on which one can rely in attempting to sift through the insurance recovery issue.

Concerns that entering into an Advance Agreement with a contractor would be a disincentive for the contractor to pursue any insurance recovery have proven, in the cases with which we have dealt so far, to be unfounded.  Contractors are generally still liable for a portion of the clean-up costs, as an Advance Agreement to allocate 100% of its costs to Government contracts is extremely unlikely.  Further, a number of these insurance policies cover other non-Government manufacturing sites, so there is clearly an incentive to pursue the policies regardless of the Government’s agreement.  In addition, with the current environment of DoD downsizing, it is in the contractor’s best interest to reduce its environmental remediation costs, so as to keep its overhead rates at a competitive level.

An agreement should always leave open the Government’s right to question the allowability of costs determined to be unreasonable.  The government should ensure it has access to the contractor’s records showing its insurance pursuit efforts by placing a clause in the agreement stating that the Government is entitled to review all of the contractor’s insurance settlement/legal pursuit documentation, after the case is either settled or ruled upon.  If, after this review, the Government believes that the contractor has not acted diligently, then the Government may deny its portion of the costs the contractor could have recovered from it insurance carriers as unreasonable costs due to the contractor’s failure to act as a reasonably prudent business person by not diligently pursuing third party recoveries.

In light of potential insurance liability, it is advisable for the Government to enter into Advance Agreements on environmental remediation costs.  Although prudent measures must be taken to ensure the Government’s interest are protected, entering into an Advance Agreement on environmental remediation costs is generally in the best interest of the Government.  There is some business risk is doing this, but the alternative is even less desirable, and the risk is manageable so long as the agreement is carefully worded to protect the Government in any given situation.

The goal of an Advance Agreement is to motivate the contractor to clean up a site and also to protect the government’s interest, while acknowledging that the contribution of the government to the pollution is only through an acceptance of an indirect cost.  In the event you decide that an Advance Agreement is in the government’s best interest in your case, you will need to conduct a Board of Review.

C. -- Handling Disputes Under the Agreement:

One of the main reasons to enter into an Advance Agreement is to resolve issues of Allocability and/or allowability in an attempt to avoid potential disputes.  Therefore, the first two sections below address suggestions on how to avoid disputes under an Advance Agreement.  The third section provides a sample Alternative Disputes Resolution provision, in the event a dispute arises nevertheless.
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Figure 4-1 -- A Reopener Clause

(i)
A Reopener Clause has been used in one of the Advance Agreements in which we were involved.  The contractor was extremely reluctant to allow such a clause, arguing that the agreement should be final for all time.  However, due to some ambiguities with one of the contractor’s clean-up sites, the government felt a reopener was necessary after a few years, once more information was learned about that specific site.  Both parties finally settled on the language in the sample clause below.

Example Clause:
(a)
Notwithstanding anything in this Agreement to the contrary, any time between (select a 6 month or 90 day window, five, seven, or ten years, etc., in the future) either party shall be entitled to propose a revision(s) to this Agreement based upon significant change in facts or law from the facts or law existing as of the time this Agreement is executed-, provided that a variation in the amount incurred or projected Remediation costs shall not be itself be a basis for proposing a revision to this Agreement pursuant to this section.

(b)
A proposal to revise this Agreement shall:

(1)
be initiated by service of a written notice on the other party any time between (the window selected in (a) above) and

(2)
describe specifically the proposed revision(s) to this Agreement and the significant change in facts or law supporting such revision(s).

(c)
The party receiving a written notice pursuant to paragraph (b) may propose other or additional revisions to this Agreement.  Any such proposed revisions shall be considered in conjunction with the revisions proposed by the party serving the initial notice pursuant to paragraph (b) above.

(d)
The parties shall negotiate in good faith all such proposed revisions for a period not to exceed sixty (60) days from the service of the written notice provided pursuant to paragraph (b) above.  If the parties do not reach an agreement on the revisions within said sixty days, the matter may be submitted for resolution under the non-binding ADR process referenced in Section (_), “Disputes”, above and then to any appropriate authority as provided in section (_).  Any revision to this Agreement proposed pursuant to this section shall be granted by such authority only to the extent that the revision is necessary to account for the effects of a significant change in facts or law as stated in paragraph (a) above.

In the event you have a reason to believe that facts or circumstances may change in your case, a clause similar to the one above might be appropriate.  This clause is just a sample and is not guaranteed to be the most effective clause in your particular situation.

(ii)
An Advance Agreement might provide for Changes in the Law in order to prevent future disputes.  With the current political environment, the future of environmental clean-up costs incurred by government contractors is uncertain.  Some contractors’ attorneys fear that Congress may create statutory language limiting or disallowing the government’s reimbursement of a contractor’s environmental clean-up responsibilities.  Hence, contractors want assurances that the Agreement will remain in effect irrespective of any such change.  On the other hand, ACOs do not want to enter into agreements to ignore Congressional actions.  FAR 31.109, Advance Agreements, states that the contracting officer is not authorized by this FAR provision to agree to a treatment of costs inconsistent with this part.  For example, an Advance Agreement may not prove ‘de that, notwithstanding 31.205-20, interest is allowable.

The case that gave rise to this issue was a recent U.S.  Court of Appeals case for the Federal Circuit.  On 30 August 1995, the Court, in Winstar Corp.  v.  U.S., 14 FP 77, (Fed.  Cir.1995), ruled that the government is liable for breach of contract where it enacts legislation directed at repudiating its contractual agreements.  The case involved arrangements between the government and savings and loan institutions developed to mitigate the 1970s and 1980s thrift crisis.  However, the principles of the case can be interpreted to apply to all government contracts, including, arguably, agreements on the treatment of costs.  In Winstar, the Court stated that when the Government enters into a contractual obligation, it acts not in its capacity as sovereign, but in its capacity as contractor.  Hence, the savings and loan institutions were given breach of contract damages when Congress changed the rules affecting, those savings and loan companies who had contracted with the government.  In its conclusion, the Court stated that although the government is free to legislate, it remains liable for breach of contract where its legislation is directed at repudiating its prior contractual agreements.

The government asserted the Sovereign Acts Doctrine as a defense.  Under the Sovereign Acts Doctrine, the Government is generally immune from breach of contract liability if its “public and general” act incidentally impairs the Government’s ability to perform its contracts.  See Horowitz v.  U.S., 267 U.S.458 (1925).  However, the Court held the particular legislation in Winstar was not a public and general act, but rather plainly singled out a particular item (supervisory goodwill), for special treatment.  The Court ruled that when the Government acts for the sole purpose of reversing an earlier policy which is later deemed unwise, the sovereign acts doctrine does not apply to grant the Government immunity from liability.

Historically, the Sovereign Acts defense has not been effective in protecting the government from its contractual obligations.  For example, in Everett Plywood Corp.  v.  U.S., 651 F.2d 723,227 Ct.  Cl.415, 23 GC 309 (1981), the court held that even high public policy reasons (like preserving the environment) do not give the government authority to repudiate contracts, though it may influence courts to refrain from a specific performance remedy.  In Everett, the Sovereign Acts defense was not effective in canceling a timber contract because of anticipated environmental damages.  The government unilaterally terminated the contract and was therefore liable for breach of contract damages.  If Congress were to enact legislation regarding environmental remediation, it is unclear whether or not the Sovereign Acts Doctrine would apply.

The clause in the Winstar contracts at issue stated that “Nothing in this Agreement shall require any unlawful action or inaction by either of the parties hereto.”  The government argued that the clause contemplates possible future changes in law.  The court stated that the proper reading of the clause was that neither party is required to act to the extent that some portion of the contract inadvertently violated the law as it existed at the time the contract was entered into.  Further the court stated a principal objective in deciding what contractual language means is to discern the parties’ intent at the time the contract was signed.

One of the main points of the Winstar decision is that we need to be sure that our intent is clearly spelled out in the terms of any agreement.  It is not clear whether or not the Winstar decision would apply to Advance Agreements on environmental remediation costs.  One argument is that the Winstar costs were old costs, having been incurred in years prior to the change in law.  However, any environmental Advance Agreement would also deal with future costs, costs that will be incurred after any change in the law.  Hence, it is unclear if the Winstar analysis would apply to future environmental remediation costs.

To avoid this potential issue, sample clauses are provided below.  However, each case needs to be handled in a manner consistent with the facts of that case and in the best interest of the government.

Example #1:  The parties believe that nothing in this Agreement is inconsistent with the current provisions of FAR 3 1.  Each party recognizes and expressly assumes the risk that a change in the statutes or regulations could support a treatment of Remediation Costs that is different from that required by this Agreement.  Thus, to the full extent that implementation and enforcement of this Agreement is within the authority of the United States, this Advance Agreement is intended to be implemented and enforced irrespective of any future changes in statute or regulation.  If the CACO believes that, due to a change in statute or regulation, continued implementation and enforcement of this Agreement is beyond his or her authority, the CACO may issue a Final Decision, making a specific disallowance of Remediation Costs under a particular contract.  Unless the contractor timely appeals or seeks other available relief from any such decision pursuant to Section (_), “Disputes,” this Agreement shall be implemented and enforced only in a manner consistent with the CACO’s Final Decision.

Example # 2:  The parties believe that nothing in this Agreement is inconsistent with the current provisions of FAR Part 3 1.  To the full extent that implementation and enforcement of the Agreement is within the authority of the United States, this Advance Agreement is intended to be implemented and enforced irrespective of any future changes in statute or regulation.  If the CACO believes that, due to a change in statute or regulation, continued implementation and enforcement of this Agreement is beyond his or her authority, the CACO may issue a Final Decision, making a specific disallowance of Remediation Costs under a particular contract.  Unless the contractor timely appeals or seeks other available relief from any such decision pursuant to Section (_), “Disputes,” this Agreement shall be implemented and enforced only in a manner consistent with the CACO’s Final Decision.  Nothing in this Agreement shall limit either party’s right to available remedies, including, without limitation, breach of contract damages, in the event that implementation or enforcement of this Agreement is limited or precluded due to a future change in statute or regulation.

Example #3:  The parties believe that nothing in this Agreement is inconsistent with applicable law, including the current provisions of FAR Part 31.  In entering into this Agreement, both parties recognize that a change in law could impair the specific enforcement of this Agreement.  Nonetheless, to the full extent that implementation and enforcement of this Agreement is within the authority of the United States, this Agreement is intended to be implemented and enforced irrespective of any change in law.  If the CACO believes that, due to a change in law, continued implementation and enforcement of this Agreement is beyond his or her authority, the CACO may issue a Final Decision, making a specific disallowance of Remediation Costs under a particular representative contract.  Unless the contractor timely appeals or seeks other available relief from any such decision pursuant to Section (___), “Disputes,” this Agreement shall be implemented and enforced only in a manner consistent with the CACO’ s Final Decision.  Nothing in this Agreement shall limit either party’s right to available remedies, including, without limitation, a government defense of sovereign acts, to the extent that such a remedy or defense is determined by a court or board of competent jurisdiction to be applicable, in the event that implementation or enforcement of this Agreement is limited or precluded by a change in law.  The term “change in law” shall mean a change in statute or regulation taking effect after the effective date of this Agreement, or a decision of a board or court after the effective date of this Agreement (other than a decision under the Disputes section of this Agreement; any such decision shall be enforceable in accordance with its terms, but shall not constitute a change in law for purposes of this section).
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Figure 4-2 -- The Alternative Disputes Resolution (ADR) Process

(iii)
The Alternative Disputes Resolution (ADR) process is one avenue of resolving any disputes that may come up regarding any advance agreement.  There are a number of ADR techniques available, such as the mini-trial, mediation, and arbitration.  One ADR technique is to use a neutral third party in your negotiations to focus on interests and develop alternatives to litigation in order to resolve disputes.  This is a cooperative problem-solving approach that may result in avoiding litigation.

A reference to the ADR process should be included in the Advance Agreement itself, with the ADR process agreement incorporated by reference.  A sample of such a clause is provided below.

Example:  Either party may enforce this Agreement under any available remedy, including, without limitation, remedies under the Contracts Disputes Act of 1978, 41 U.S.C.601, et seq., and the “Tucker Act”, 28 U.S.C.1491, through action before the Armed Services Board of Contract Appeals or the courts, in the event of a failure by the other party to fulfill its obligations.  This section shall apply to any dispute between the contractor and DoD involving the interpretation of this Agreement.  Before undertaking any formal action to resolve a dispute arising under this Agreement, the parties shall engage in a non-binding alternative dispute resolution (“ADR”) process for a period of sixty days in accordance with the ADR process set forth in Exhibit (_) attached hereto, which is hereby incorporated in the Agreement as if fully set forth herein.  The parties shall enter into an appropriate tolling agreement if necessary, to allow the ADR process to be completed before the expiration of any statute of limitation or other time limitation that may apply to the dispute.

A sample of a complete ADR Agreement is provided at Appendix B.

D. -- What to Include in an Advance Agreement:

FAR 31.109, Advance Agreements, specifically delineates when and how an Advance Agreement may be entered into by the government.  Of particular note is section (f), which states,

“Before negotiating an advance agreement, the Government negotiator shall --
(1)
Determine if other contracting offices inside the agency or in other agencies have a significant unliquidated dollar balance in contracts with the same contractor”

(2)
Inform any such office or agency of the matters under consideration for negotiation; and

(3)
As appropriate, invite the office or agency and the cognizant audit agency to participate in pre-negotiation discussions and/or in the subsequent negotiations.

Making the effort to involve the buying commands has proven rewarding in two of the cases in which we have been involved.  Although the customers might have different concerns than the ACO, it is important to include their concerns in the negotiation process.  In one of the cases, the CACO actually included members of the buying command on the negotiation team.  After some intense negotiations, the buying command was much more appreciative of the issues and understood better the give-and-take exercised by both sides.  Had they not been so involved, it Is uncertain whether they would have approved of the Advance Agreement at all.  If your situation lends itself to inviting the buying command to the negotiations, we highly recommend doing so.  If it is not feasible, then at least discuss the Advance Agreement with them before finalizing it.  After all, it is their money we are agreeing to use to pay these environmental remediation costs.

This section will provide you sample clauses that have been included in one or more Advance Agreements on environmental remediation costs.  Some of these clauses have proven to be effective and others have created problems.  Nevertheless, each environmental cost issue is different and, in the event an Advance Agreement is appropriate in your case, the clauses in your agreement will need to address your specific situation.  These are merely examples.  For a complete Advance Agreement, see Appendix A.

Before providing the clauses, it is appropriate to tell you general terms that should be included in an Advance Agreement:
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Figure 4-3 -- Other Sample Clauses & Concerns

(1)
Identify the parties to the Agreement;

(2)
State pertinent facts of your case, i.e. what costs are at issue, if an ASBCA case has been filed, history of the site usage at issue, types of contamination at issue, what local, state or Federal agencies are involved in the clean-up, etc.

(3)
Provide definitions of relevant terms, i.e. what sites are included in the agreement, what “Allowable Remediation Costs” means, what various insurance and credit terms mean, etc.;

(4)
Address any specific contract clauses that deal with environmental cost issues and explain how that clause is affected by the Agreement;

(5)
Identify how the remediation costs will be allocated to contracts, i.e. in which overhead pool these costs will be placed and how the reimbursement of that overhead pool will occur;

(6)
Provide a clear explanation of how any credits from third parties and insurance carriers will be applied to government contracts (see example clauses in Ch.4A); and

(7)
Include a clause stating that each party reserves the right to terminate application of the Agreement following-a formal determination that all response actions at that specific site have been completed.  This is particularly advisable if the Agreement covers more than one “site”.

Some specific clauses are identified below.  We have provided these clauses because, in our opinion, some of them have been a good idea in protecting the government’s interest and others have caused us problems since signing the Advance Agreement.
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Figure 4-3 -- Other Sample Clauses & Concerns

(i)
Effective Clauses are provided below:

Clause #1:  This clause provides a list of reports and information that the contractor is required to provide to the government over the course of the agreement.

Reports:  Until the first fiscal year following the termination of this Agreement, the contractor shall provide in its Forward Pricing Rate Proposals submitted annually to DoD an accounting of costs incurred during the immediately preceding fiscal year, including

(a)
the amount of any recovery from a third party obtained during that fiscal year;

(b)
the amount of credits applied pursuant to section (__) if any,

(c)
the net amount of remediation costs included in the contractor’s indirect costs pool(s) during the fiscal year;

(d)
the amount of the contractor’s applicable base for allocation of remediation costs in the fiscal year;

(e)
the total amount of remediation costs incurred in all preceding fiscal years;

(f)
a projection and description of the remediation costs estimated to be incurred during the current fiscal year, including changes to any clean-up levels at the sites subject to this Agreement, and

(g)
a description of the status of any pending attempts to obtain a recovery from a third party.

At the request of the CACO or DACO, the contractor shall provide briefings at reasonable intervals on the progress and costs of remediation work.

Clause #2:  This clause expressly reserves the government’s right to question environmental remediation costs as unreasonable.  In this particular Advance Agreement, Allocability was the only issue resolved.  The overall allowability might be less if costs are deemed unreasonable.

DoD reserves the right to question on the following grounds any particular charge or portion of a charge to Remediation Costs:

1)
the charge is unallowable under FAR Part 31 for reasons unrelated to its character as an environmental cost (e.g., a charge for unallowable entertainment expense under FAR 31.205-14);

2)
the charge is unallowable because it is believed to be unreasonable in amount for the services or supplies provided; or

3)
the charge is unallowable because it was incurred to remediate a site to a standard exceeding applicable legal requirements.

Clause #3:  This clause resolves the issue of whether or not the government is a responsible party.

In an action to enforce this Agreement, the extent to which performance of government contracts contributed to the conditions giving rise to remediation costs shall be deemed to have been resolved by execution of this Agreement.

Clause #4:  This clause explicitly identifies what a third party recovery is, for purposes of the Advance Agreement.

“Recovery from a Third Party” means any payment to the contractor for remediation costs or damages, including punitive damages, in respect of remediation costs, by a contractor insurer or any person or entity, excluding:

(i)
any such payment made by the United States, its agencies, departments, officers and employees, and

(ii)
intra-company payments or transfers among the contractor and its divisions in respect of remediation costs-provided that any such recovery from a contractor insurer obtained in consideration for a general release of all of the insurer’s obligations under the insurance policies that includes both environmental and non-environmental liabilities, shall be reduced by (__%) before application of the provisions set forth below, in the section titled “Credit for Recoveries from Insurers and Other Third Parties”.

Clause #5:  This clause explains the treatment of self-insurance in calculating insurance credits.

It is the intent of the parties that, in calculating the credit from an insurance recovery, DoD shall be entitled to recognition of those amounts that the contractor would have recovered if those layers that were covered by contractor self-insurance had been covered by independent insurance.  Therefore, if there is recovery from one of the contractor’s insurers for a period there was contractor self-insurance, the Recovery from a Third Party shall be increased by the additional amount, if any, that the contractor would have recovered from its insurers, if the contractor’s self-insurance for that coverage period had been subject to independent insurance containing coverage terms equivalent to the terms of the policies issued by the contractor’s insurers for that coverage period.  In the event there is a partial recovery from the contractor’s insurers during such a coverage period, the increase in Recovery from a Third Party shall be determined by multiplying the amount of the contractor’s self-insurance for that coverage period by the fraction of.

(i)
the recovery from the contractor’s insurers for that coverage period; divided by

(ii)
the amount claimed by the contractor from the contractor’s insurers for that coverage period.

Clause #6:  This clause states the binding effect the Advance Agreement has on the Department of Defense.  This clause has proven helpful when DCAA has questioned costs already deemed allowable under the terms of an Advance Agreement.

This Agreement shall be binding on all constituent elements of DoD.  As provided in FAR 31.109, this Advance Agreement shall be applicable to and incorporated into all government contracts entered into between the contractor and any agency, department or contracting entity of the United States as to which the CACO has cognizance.  It is further the intent of the parties that, as to contractual matters, this Agreement shall bind all Government agencies other than DoD with which the contractors have contracts and subcontracts to the full extent of the CACO’s authority to bind such other agencies.

Although many of these clauses have not been contested as of yet, it is our opinion that the six clauses identified above were good ideas in each particular case.

(ii)
The Ineffective Clauses are those clauses that have been used in one or more advance agreements and have either resulted in problems for the government or were not worded in the best interest of the government.  Such clauses are provided below:

Ineffective Clause #1:  This clause arguably created a valid estoppel argument with one of our contractors.  The clause permits the contractor to expense its site restoration costs.  If the government were to assert such expenses were now inconsistent with CAS and GAAP, they would first need to provide the contractor with notice before any future costs could be disallowed.  And as we all know, there is no retroactive disallowance of costs; see Litton Systems, Inc.  v.  U.S., 449 F.2d 392, (Ct.  Cl 1971).

The contractor will expense Site Restoration Costs and will not be required to capitalize and depreciate such costs for government contract accounting purposes, as long as such treatment is consistent with generally accepted accounting principles (“GAA.P”) and applicable Cost Accounting Standards in effect at the time costs are incurred.

Ineffective Clause #2:  This clause would limit the government’s ability to call a change in the contractor’s cost allocation methodology a cost accounting change.

In an action to enforce this Agreement, the allocation of remediation costs to the home office G&A Pool as not constituting a cost accounting change requiring a cost or price adjustment under the Cost Accounting Standards clause, shall be deemed to have been resolved by execution of this Agreement, irrespective of any change in statute or regulation.

Ineffective Clause #3:  This clause prohibits the government from asserting a wrong doing defense if contractor wrongdoing is discovered later, even if the contractor was aware of such wrongdoing when it signed the Advance Agreement.  It is our opinion that additional assurances might be necessary-, see Chapter 3, B (ii) Wrongdoing, for some sample language.  Hence, this clause by itself is usually not a good idea.

In an action to enforce this Agreement, the reasonableness of past conduct giving rise to Site Restoration Costs, including whether such conduct complied with applicable laws, regulations, permits, orders and any other legal requirements or whether such conduct was without fault, negligent, reckless, intentional, willful, or otherwise culpable shall be deemed to have been resolved, irrespective of change in statute or regulation.

As was stated earlier, each case is different and what works in one Advance Agreement might not be as effective in another Advance Agreement.  The three clauses identified above are provided to alert you of potential problems you should be aware of in drafting any Advance Agreement.

Chapter 5

Other Areas of Caution
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Figure C5: -- Other Areas of Caution

This chapter identifies four additional areas to consider when reviewing data and working, on the allowability issue.  We selected these areas based on the experiences we have had in working environmental cost issues.  This chapter discusses Freedom of Information Act (FOIA) issues, funding concerns, an equity argument posed by one of our primary customers, the issue of the Government being identified as a responsible party to the clean-up, formerly utilized defense sites, superfund tax, and contractor debarment.

A. -- The Freedom of Information Act (FOIA)

The Freedom of Information Act, 5 U.S.C.552 (1966), provides specifically that “any person” can make requests for government information.  The position of Congress in passing FOIA was that the workings of government are “for and by the people” and that the benefits of government information should be made available to everyone.  All branches of the Federal government must adhere to the provisions of FOIA with certain restrictions for work in progress (early drafts), enforcement of confidential information, attorney work product, classified documents, and national security information.  However, contractors are very concerned that the government may release its proprietary data through a FOIA request because such requests are frequently used by insurance carriers to obtain information previously provided to the government.

The exemptions are delineated at 5 U.S.C.552(b).  The exemptions that are most likely to apply to what the government has in its possession regarding a contractor’s environmental remediation costs are at (b)(4), “Trade Secrets and Commercial or Financial Information obtained from a person and privileged or confidential “and (b)(5), “Inter-agency or Intra-agency memos or letters which would not be available by law to a party other than an agency in litigation with the agency.”

With regard to exemption (b)(4), the “trade secrets” exemption, there is a three part test in order for the requested information to fall within the scope of this exemption:

(1)
it must be commercial or financial data,

(2)
it must be obtained from a person outside the government, and

(3)
it must be privileged and confidential.  National Parks and Conservation Association v.  Morton, 498 F.2d 765 (D.C.  Cir.1974)

The term “commercial data” has been clarified to mean data that, if released, would cause substantial harm to that entity’s competitive position.  See Worthington Compressors, Inc.  v.  Castle, 662 F.2d 45 (D.C.  Cir.1982), and Gulf & Western Industries v.  U.S., 615 F.2d 527 (D.C.  Cir.1979).  The submitter of the data need only show the likelihood of substantial competitive injury by the release of the data, not actual harm.  CNA Financial Corporation v.  Donovan, 830 F.2d 1132 (D.C.  Cir.1987).

With regard to the “privileged and confidential” portion of the test, In a 1992 case the court more clearly defined there feasibility of commercial data.  In Critical Mass Energy Project v.  NRC, 975 F.2d 871 (D.C.  Cir 1992) the court established a three part test for determining if information is “confidential”.  The test is whether the disclosure would likely

(1)
cause impairment of the government’s ability to obtain information in the future,
(2)
cause substantial competitive harm to the submitter, or
(3)
cause some other harm to the government or submitter.

This test only applies to information which is “required” by the government to be submitted.  For information that is voluntarily submitted to the government, the only issue in defining “confidential” is whether the information would customarily not be released to the public by the submitter.  See Critical Mass, supra.

We had a substantial FOIA request regarding one of the environmental cost cases. -- An insurance company, which was in litigation with the contractor regarding its liability for the contractor’s environmental clean-up costs, submitted a FOIA request to our office.  Once the requester sufficiently narrowed its request the contractor (submitter) objected to the releasability of a large number of the documents, based on exemption (b)(4).  Ultimately, the government released a portion of the documents (including some which were released despite the contractor objection), and denied access to others.  However, since a number of documents requested involved other government contract administration and buying activity offices, a lot of coordination was necessary.  The key to successfully resolving this type of FOIA request is to keep in communication with the other government offices.  Based on all the insurance litigation pending across the country, you might expect to see this type of FOIA request in your office some day.

With regard to exemption (b)(5), the “Deliberative Process” exemption, pursuant to Mervin v.  FMC, 591 F.2d 821, 192 U.S.  App.D.C.212 (1978), the court held that internal work papers in which opinions are expressed and policies potentially formulated and recommended are exempt.  Under this privilege, if a document is predecisional (issued prior to the conclusion of negotiations) and a direct part of the process in which government personnel exchange opinions and recommendations regarding negotiations, the courts have extended protection from disclosure to encourage frank discussions and to prevent the premature disclosure of positions.  See NLRB v.  Sears, Roebuck & Co., 421 U.S.132 (1975); Jordan v.  Department of Justice, 591 F.2d 753 (PC, Cir, 1980); Vaughn v.  Rosen, 523 F.2d 1136 (D.C.  Cir, 1975).  Because such reports play a direct role in the overhead negotiations, and because premature release could cause public confusion, they qualify for withholding from release.

The courts have established a two-part test under the deliberative process exemption:

(1)
the communication must be predecisional, Jordan v.  U.S.  Department of Justice, 591 F, 2d 774, and

(2)
the communication must be deliberative, i.e. “a direct part of the deliberative process in that it makes recommendations or expresses opinions on legal or policy matters.”  Vaughn v.  Rosen, 523 F.2d 1136, 1143-44, (D.C.  Cir 1975)

Although exemption (b)(5) might apply in your case, in a Memorandum to Department Heads from Attorney General Reno, dated 4 October 1993, Ms.  Reno encouraged greater disclosure and less reliance on the FOIA exemptions, where appropriate.  For example, we should consider the sensitivity of the information at issue, the reasonably expected consequences of its release and the age of the information.  Where appropriate, documents may be disclosed even if they could be exempted from such disclosure under (b)(5).

We had a FOIA request for our internal monthly status reports from the Pilot Cost Allowance Team.  Although these reports were predecisional and had policy issues included in them, we simply extracted any controversial facts or issues before providing the status reports to the requester.

In general, because there is so much information out there on any given clean-up site, it is highly likely that the government will receive at least one FOIA request pertaining to such site.  This portion of Chapter 5 was designed to alert you of the issues and types of FOIA requests you might expect.  When receiving a FOIA or other discovery requests, you should give the contractor written notice and the opportunity to review any documentation that is subject to a demand for disclosure.  It is best if you notify the contractor that DLA and/or DCAA activities must respond promptly to such requests in accordance with applicable regulations and that it is the contractor’s responsibility to complete its review within those parameters:

B. -- Funding

This section will briefly touch on a perceived need for special funding with regard to a contractor’s environmental remediation costs and will also discuss the Anti-Deficiency Act (ADA) concerns.

(i)
The need for Special Funding has been expressed by a number of buying commands.  Generally, the argument is that since the contamination occurred long before the current contracts came into existence, these current contracts should not be wrongfully penalized with the contractor’s environmental remediation costs by allowing the costs in the current overhead.  A suggestion has been made that the environmental costs be paid through a separate piece of appropriated funding, either DoD wide or by each branch of DoD.  This appropriation could be used to either directly pay for the contractor’s allowable remediation costs or to reimburse affected programs for the additional overhead costs they will have to bear as a result of the contractor’s remediation costs.  Another suggestion has been made that the Defense Environmental Restoration Account (“DERA”), which is now used to help fund clean-up at government owned facilities, be burdened with the contractor’s allowable remediation costs.  Whether or not a special appropriation will be created is uncertain.  Right now, the contractor’s environmental remediation costs are included in its overhead, which, some would argue, properly places the costs in the prices of the goods produced.

(ii)
The Anti-Deficiency Act (“ADA”), 31 U.S.C.1341, has become more of an issue since the elimination of the “M” Accounts (Merged Surplus Accounts) as of 30 September 1993.  With regard to environmental remediation costs, many ACOs have settled prior year rates and agreed to roll these unsettled costs forward to future years.  Below are some sample clauses taken from various forward pricing rate agreements.

Example # 1:  The G&A rates set forth herein exclude costs for clean-up of polychlorinated biphenyl (PCB) contamination.  The parties recognize that questions concerning Allocability, reasonableness, and the ultimate allowability of these expenses are not settled.  To conclude negotiations, the contractor has agreed to G&A rates without PCB costs subject to subsequent negotiations regarding whether to expense or capitalize an appropriate recovery if said costs are determined to be allowable, in whole or in part, and allocable to DoD contracts.  Furthermore, it is agreed that the contractor shall be entitled to an appropriate adjustment in the event of favorable resolution to the contractor for all contracts negotiated with these G&A rates that exclude PCB.

Example #2:  In the interest of administrative convenience, the par-ties hereby agree to exclude from this settlement the environmental remediation costs as to which the parties have been unable to reach agreement.  This set-aside is not precedent setting and would not prevent future environmental clean-up costs from being claimed or recovered by the contractor.  Both the contractor and the Government reserve all of their respective rights and defenses with respect to these set-aside costs.  It is understood that the ultimate resolution of the issue may result in amounts equal to or less than the set-aside being considered.  Any adjustment will be recognized in the settlement of the overhead claim for the oldest open overhead year at the time of resolution but will reflect the shoreline and participation rates of this year.  Upon final resolution of this matter by settlement of the parties or by decision of the Armed Services Board of Contract Appeals (or other competent forum), all applicable components of the costs of contracts affected by this Rate Agreement (for example, cost/total cost; profit) shall be adjusted and funded in accordance with such settlement or decision.

Example # 3:  This example is from a reservation of rights clause placed in the contracts.

As of the effective date of this contract/modification, the Government and the Contractor have been unable to reach agreement on the allowability of certain costs -- categorized as “Site Restoration Costs”.  These costs are not included in the negotiated price of this contract/modification.

Upon final resolution of this claim by settlement of the parties or by decision of the Armed Services Board of Contract Appeals (or other competent forum), all applicable components of the contract price (for example, target costs/estimated costs/total costs, target fee/fixed fee/target profit/profits; and associated incentives and ceilings, as appropriate), shall be adjusted and funded in accordance with such settlement or decision, notwithstanding the provisions of the “Limitation of Cost” clause or “Limitation of Funds” clause.  This reservation clause shall be modified as appropriate once the adjustments to the applicable components of the price are made and fully funded.

The argument has been made that the Anti-Deficiency Act is violated when funds for the year in which the clean-up costs were actually incurred are deobligated and unavailable funds for the following year are used.  Where funds are still available on the following year contracts there may be another problem.

FAR 42.705 addresses the establishment of final indirect cost rates.  The Cost and Payment clause, FAR 52.216-13, states that the proposed rates shall be based on the contractor’s actual cost experiences for that period.  Further, since most contractors account for environmental clean-up cost as G&A, CAS 410 (b)(1) requires that the G&A expenses of a cost accounting period be allocated to final cost objectives of that accounting period.  An argument has been made that both the FAR and CAS requirements identified here are violated if the current year G&A costs, like environmental clean-up costs, are carried forward into subsequent periods for allocation to the final cost objectives of those periods.  However, a materiality analysis would be appropriate with regard to the CAS 4 1 0 issue.

Another Anti-Deficiency Act issue is the potentially contingent nature of environmental remediation costs.  The ADA ordinarily prohibits the Government from agreeing to contingent liability of an indefinite amount.  However, the act does not prohibit an indemnity where a maximum liability is ascertainable, and where the Government has sufficient excess funds reserved to cover the maximum liability.  Therefore, the Government’s liability must be limited to appropriations available at the time the contingency arises.

Further, payment under an indemnification clause could arguably be in violation of the Anti-Deficiency Act because it exposes the Government to potentially unlimited liability and could easily exceed funds obligated for performance of the particular contracts.  In fact, the clause itself provides that “payments shall be made from funds as stated in 10 U.S.C.2354,” and, 10 U.S.C.2354 requires payment to be made from funds obligated for performance of the contract concerned, otherwise unobligated research and development funds, or funds appropriated for indemnification payments.

Although this issue exists and we all need to be aware of it, we have had no real problems with this as of yet.  However, each time we negotiate an environmental cost issue, we have had to consider the fiscal law implications of each situation.

C. -- Equity
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Figure 5-1 -- Equity

Equity is a common law concept.  With regard to environmental remediation costs, one equitable principle is that one party shall not appropriate a benefit derived from another’s expenditure without paying for it.  41 km.  Jur.3d Improvements, Section 22.  The argument goes like this:  to the extent that another party’s expenditures permanently improved the value of an owner’s property, equity would permit the recovery of such expenditure against the owner to the extent that they actually augmented the value of the property.  Those asserting this position see no reason why such an equitable principle cannot be incorporated into a proposed Advance Agreement so that remediation costs paid for by the Government are recovered from the augmented market value of the property measured by the relative sale value of the property with and without the required remediation.

The issue then, is whether or not environmental remediation should be considered an improvement or a repair.  DCAAM 7.1920-8 states that you look at the condition of the land when it was acquired.  In many cases, the land was farmland or pristine land when the contractor acquired it.  One argument is that since we are in the business of contracts, the condition of the land at the beginning of the individual contract should be used to determine whether or not the clean-up is an improvement or a repair.  Refer to discussion at Chapter 3 A.(viii), Capitalization of Costs.

Then, if the remediation improves the property beyond its condition at the beginning of the contract those costs are improvements rather than repairs and must be capitalized.  Another argument, or solution to the issue, is that some type of financing arrangement should be used whereby the government finances the remediation costs (the improvements as well), but retains an equitable interest in the property to ensure repayment of those costs.

The problem with the arguments asserted above is that they ignore the accounting definition of repairs which would not require capitalization, specifically when the land was pristine at the time the contractor acquired it.  Nevertheless, some feel that where a substantial remediation expense, which the contractor is asking the Government to fund, would significantly enhance the market value of property which the contractor may sell, the government should be entitled to a reimbursement of any such remediation expense from any future sales proceeds of its facilities.

In looking at the other side of this equity argument, had the contractor not performed government contracts, using the chemicals necessary to do so, it would not have incurred a majority of the clean-up costs in the first place.  Therefore, the government has already benefited via contract performance.  Further, the government will continue to benefit by the contractor cleaning up the property so that it may continue to perform government contracts.  In many cases, the majority of the contamination would not have occurred had it not been for the performance of government contracts.  It is only equitable that the government pay its fair share of the clean-up costs.  Further, under the current DCAA/DCMC guidance this clean-up is not considered an improvement to the land, but rather a simple restoration of the land to its condition when the contractor acquired/occupied it.  In addition, if we insist on recouping some of the clean-up costs in the event of a sale, what would our liability be if the land is sold at a loss?  Would we then be required to subsidize any loss the contractor incurred?  True equity means equity for both sides, not just for the government’s benefit.

Currently, there is no case law or other legal authority for the proposition that the government is entitled to recover a portion of the sales price when the land was pristine at acquisition and when we are not aware of any land being prepared for sale.  Until there is some legal authority for doing so, (i.e.  FAR revision, change in C.F.R., etc.) we have no legally supportable argument for the collection of any portion of such sales price.

Although environmental remediation costs can be extraordinary in amount and substantially impact the value of the contractor’s land, remediation costs are not all considered improvements, according to the current guidance and GAA-P.  Nevertheless, this issue has been debated with regard to one of our cases.  Hence, we thought it appropriate to share the sentiments of at least one of our buying commands.  Whether or not this equity argument will continue to be an issue is yet to be seen.

D. -- The Government as a Responsible Party

There are several ways in which the government can be named as a Potentially Responsible Party (PRP).  Some circumstances include situations in which the government was a prior owner of the land or the government sent waste to that third party site.  The most intriguing issue here, with regard to environmental remediation, is whether the government exercised sufficient control and authority over the contractor’s work to be liable for damages caused by the contractor.  For example, in Alonso & Carus Iron Works, Inc., ASBCA No.38312, 90-3 BCA 23148, the Board held that the Navy was liable for clean-up costs due to its unreasonable refusal to allow the contractor to perform a test that would have prevented a fuel spill.  On the other hand, in Inman and Associates, Inc., ASBCA No.3 7869, 91-3 BCA 24048, the Board held that a consent decree to clean up PCB contamination did not entitle the contractor to include those costs in its government contracts.  The court concluded that the contractor’s remedy was with the state and not through government contracts.  In FMC Corp.  v.  Department of Commerce, 29 F.3d 833 (3d Cir.1994), the United States was held liable under CERCLA as an operator because the government supervised manufacturing operations involving rayon at the contractor’s site during World War II.  The court stated that the government exerted considerable day-to-day control over the plant by:

(1)
ordering the use of the chemicals;
(2)
controlling the production processes through regulations and on-site inspectors;
(3)
building plants supplying raw materials to this manufacturing process;
(4)
providing equipment for use in the manufacturing processes; and
(5)
controlling the product marketing and price.

However, see United States v.  Vertac Chemical Corp., 46 F.3d 803 (8th Cir.1995), which distinguished itself from the FAFC case cited above and held that the government was not liable as an operator under CERCLA because it did not take actual or substantial control of Vertac’s manufacturing process.  See also, United States v.  Iron Mountain Mines, Inc., 881 F.  Supp 1432 (E.D.  Cal.1995) for an analysis of the government control theory.

In one of the cases in which we were involved, the contractor disposed of TCE (used in the production of solid rocket motors on government contracts) by combustion and incineration.  This disposal process was actively promoted by the government buying command.  Unfortunately, the disposal process resulted in TCE-laden rain which polluted large areas of land.  If the government owned the facility or could be considered an operator due to its conduct, then it could be liable as a responsible party along with the contractor.  In the case of the TCE-laden rain, the government felt a negotiated Advance Agreement was in its best interest, in order to resolve the potential liability issue as a responsible party.

If the government had actually been a previous owner of the land, as was the situation n the TCE-rain case identified above, then the government is likely to be named as a potentially responsible party (PPP) under CERCLA.  In such a case, even if the government were o response disallow the remediation costs in the contractor’s overhead, the government would likely end up paying a portion of those costs as a named PPP if the contractor were to seek such recovery under CERCLA.

Therefore, in evaluating your particular situation you need to consider whether the government’s control of operations, authority over the processes, contribution to. the contamination, or prior ownership of the land, causes the government to arguably be a PRP.  If so, then perhaps a negotiated Advance Agreement on the treatment of remediation costs is appropriate.  As mentioned in Chapter 4c(i), Clause #3, any such agreement should specifically resolve the issue of the government’s contribution as a responsible party.

E. -- Formerly Utilized Defense Sites

The Defense Environmental Restoration Program (DERP) is a vehicle used by DoD to correct environmental damage caused by its activities.  The clean-up of formerly used defense sites (FUDS) is a part of the DERP program.  The DoD is responsible for its contamination of proper-ties that it or one of its components formerly owned or leased.  FLTDS are those properties that the DoD once owned or used, but no longer controls.  These properties include privately owned farms, National Parks, residential areas, schools, colleges, and industrial areas.  The FLJDS program includes former Army, Navy, Air Force, DLA, and other defense agencies’ properties.  Further, FUDS includes sites where DoD had a documented presence and sites that were used for the disposal of DoD materials or waste where the installation responsible for the waste is permanently closed.  The U.S.  Army Corps of Engineers is DoD’s manager for the FLJDS program.

Under the DERP program, the Corps manages and serves as the DoD Executive Agent for the Defense and State Memorandum of Agreement Program (DSMAO).  This program funds states and territories for the technical services they proved to support the clean-up of active and closing DoD facilities and FLJDS.  The Corps also works closely with the Army installations affected by BPAC actions.  Finally, under DERP, the Corps provides design, construction and technical assistance to the EPA for the Superfund Program.

F. -- Superfund Tax Refund Issue

The Superfund tax is a CERCLA-imposed excise tax on certain chemical feedstocks and’ petroleum products.  A trust fund was created for the clean-up of hazardous waste and was financed by penalties and this excise tax.  In a case titled Appeal of Rockwell International Corporation, ASBCA No.46544, the contractor appealed a contracting officer’s decision that the Superfund tax was an unallowable income tax cost until FAR 31.205-41 was revised in 1991 to allow for these costs, In Rockwell, the contractor sought reimbursement of taxes incurred during its fiscal years 1988-1990 under Internal Revenue Code (I.R.C.) 59A, which is entitled “Environmental Tax” and referred to as the “Superfund Tax.”  The contractor argued that the change in the FAR, making the Superfund tax allowable, was retroactive.  Rockwell argued that the Superfund Tax is an allowable cost of performing its contract because the drafters of the precursors of the FAR did not intend to disallow broadly any federal income tax, but intended to disallow only basic federal income tax.  The commercial sector argued that the Superfund tax is an excise for hazardous waste clean-up expressly deductible under the Internal Revenue Codes.  The government responded by stating that the Superfund tax is an income tax and should not be an allowable cost merely because it is deductible from income.  The Cost Principles Committee further stated that absent express provisions of law, rules are to be enforced in a prospective manner only, even where the government would be affected adversely.  The crux of the issue arose because the revision stated that the change to FAR 31.205-41(a)(4) was a clarification on the tax.  However, the congressional intent was to revise the FAR provision, not clarify it.  The ASBCA held that the Superfund tax constitutes an income tax and was therefore not reimbursable under the FAR until the effective date of the revision, January 1991.

Therefore, until January 1991, the Superfund tax was an unallowable cost.  Since the revision of FAR 31.205-41, the Superfund tax in now an allowable cost.

G. -- Contractor Debarment

A contractor can be debarred for environmental violations.  When a contractor is indicted and convicted of a criminal offense the lead agency will make the debarment determination.  If the case involves a DLA contractor, for example, the DLA debarment office may take jurisdiction and process the case.  Under FAR 9.402(c), when more than one agency has an interest in the suspension or debarment of a contractor, consideration shall be given to designating one agency as the lead agency making the decision.  The determination of which is the lead agency on any environmental issue depends on a number of factors:  which agency has the predominant interest (based on a particular number or dollar amount of contracts)-and was the violation related to the performance of a particular agency’s contracts.  For example, if the criminal offense is strictly environmental with no other crimes, such as false claims, etc., then the case will generally be referred to the Federal EPA debarment and suspensions division for evaluation, while the DoD agency maintains communication and coordination with the EPA.

Although there is reciprocity between the FAR debarment regulations, FAR 9.406 & 407, and the Government-wide Non-procurement debarment regulations, 40 CFR 32, EPA generally follows the Non-procurement regulations when making discretionary decisions regarding potential debarments.  Unlike procurement-based debarments, EPA Debarments do not have immediate effect because once the contractor receives a Notice of Proposed Debarment it is entitled to a hearing.  However, suspensions do have an immediate effect.  Generally, when a contractor is debarred by any federal agency, it will have the effect of precluding the suspended/debarred entity from all federal programs government-wide.  This means that a determination of ineligibility by any federal agency will be given full faith, credit, and effect by all other federal agencies.  Being debarred/suspended means that the entity can not contract with the federal government during the entire suspension/debarment period.  Further, it can not receive any federal grants or public assistance on its commercial work during the entire suspension/debarment period.

EPA also has statutory debarment requirements under the Clean Water Act (CWA), 33 U.S.C.1368 and the Clean Air Act (CAA), 42 U.S.C.7606.  The listing of contractors who violate the provisions of the CWA or the CAA is mandatory if the contractor was convicted of a criminal violation of either Act.  The offending facility is placed on the list, rather than the corporation.  The contractor is then precluded from entering into any government contracts until the conditions giving rise to the violations are corrected.  There is no specific time period of suspension/debarment; rather, the contractor must submit a petition for delisting.  The EPA then reviews the site to determine of it has been appropriately cleaned up.  The EPA not only reviews the violation issues but also conducts a broader review of the entire site.  If there is still some environmental problems, then the petition for delisting is denied.  If the petition is granted, and that contractor is taken off the list, EPA generally requires the contractor to enter into an Environmental Compliance Agreement with the EPA.  Being placed on EPA’s list does not preclude any other agency from also debarring or suspending that entity.

Chapter 6

Conclusion
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Figure C6 -- Equity (Fig5-1.bmp)

We have completed our Journey!  Hopefully you have learned something about how to approach, investigate, analyze and resolve environmental remediation cost issues included in a contractor’s overhead rates.

Although this process may appear a bit scary at first glance, so long as you take the steps suggested in this book in chronological order, the issues are manageable.  Just dig in and begin your journey.  If you get stuck, the Environmental Law Practice Group is here to help.

Shelley P. Turner

Appendix A

Sample Advance Agreement

This Agreement is entered into by and between (Name of Contractor) and the United States Department of Defense (“DoD”), represented by the Corporate Administrative Contracting Officer (“CACO”) assigned to (Name of Contractor)

Whereas:
A.
Contractor provides defense equipment, (etceteras) and support services to agencies and prime contractors of the Department of Defense.

B.
Contractor currently performs a substantial portion of its work under government prime contracts and subcontracts at manufacturing facilities located in (_____) County, (referred to for convenience in these recitals as “the ( ) operations.”) The principal business of Contractor and Contractors’ predecessor in interest at the ( ) Operations, is and has been the design and production of ( ) under contracts with DoD.

C.
Beginning (when Contractor was established in ( ) until approximately ( ).  Contractor was engaged in the production of ( ).

D.
Contractor used various substances in the performance of contracts at the Operations.  Certain of those substances were found present in groundwater and soils beneath and in the immediate vicinity of the Operations.

E.
The Regional Water Board has issued orders to Contractor requiring investigation and certain remedial activities to remove or mitigate the presence of contaminants in the soils and groundwater at particular sites specifically identified in the orders.

F.
Contractor has incurred substantial costs in investigating, evaluating and remediating soil and groundwater contamination at the Operations.  As the current operator of the Operations, Contractor anticipates incurring substantial costs in the future for the same or similar purposes.

G.
Contractor has filed claims under its liability insurance policies, seeking to have the insurers defend and indemnify Contractor for the liabilities imposed under environmental laws and regulations requiring environmental investigation and remediation activities at numerous sites throughout the United States, including the Operations.  To date, (State the current insurance litigation situation, i.e. recoveries, etc.)

H.
Since the costs were first incurred Contractor and DoD have been unable to agree upon the allowability and allocability of environmental remediation costs in the pricing of Contractor’s government contracts.  In entering into this Agreement, the parties hereto recognize that:

(1)
the Government’s obligation to recognize allowable remediation costs in the pricing of government contracts is secondary to the obligation of Contractors insurers to pay and indemnify Contractor under its liability policies;

(2)
Contractor’s liability insurers (with some exceptions) have failed to pay the costs at issue and are disputing their obligation to defend and indemnify Contractor under the policies; and

(3)
Contractor is entitled to include allowable remediation costs in the pricing of its government contracts only to the extent that such costs have not been paid by the insurers.

I.
For purposes of government contract cost accounting, environmental remediation costs are treated as indirect costs and not direct costs.  Nothing in this Agreement shall

(a)
require the Government to reimburse environmental remediation costs as a direct cost under a contract, or

(b)
shift the risk of loss regarding environmental remediation costs to the United States.

J.
Based upon certification statements made by current Contractor manufacturing and operations supervisory personnel, Contractor represents and certifies to the Government as of the date this agreement is executed by Contractor that, to the best of the Company’s knowledge and belief, the Remediation Costs subject to this Agreement are not the result of a knowing Violation of law or regulation by Contractor.

Now Therefore, DoD and Contractor, in order to resolve disputes regarding environmental remediation costs, hereby agree as follows:

1. -- Definitions

1.1 “Allowable Remediation Costs” means, after removal of any otherwise unallowable costs (as defined in Section 7.2(a)), percent (%) of Remediation Costs (as defined in section 1.7) incurred by Contractor after (Certain Date).

1.2 “Compliance Costs” means any costs which Contractor has incurred or will incur to comply with environmental laws and regulations imposed by federal, state or local authorities in connection with materials and processes used in and wastes generated during Contractor current operations which are on-going at the time the costs are incurred.  Compliance costs include but are not limited to:

(a)
costs of storing, treating or disposing of chemicals and chemical wastes,

(b)
costs of implementing measures to comply with emission control or discharge requirements”

(c)
costs of investigation, monitoring, or other response action which

(1)
is required or initiated under permits, orders, or agreements governing current operations (e.g., RCRA facility investigations) and

(2)
is not associated with a specifically confined or alleged release of chemicals meeting the definition of “Remediation Costs” below,

(d)
costs of closure of chemical or waste handling facilities which

(1)
occurs under federal, state and local requirements (e.g., RCRA permits and closures, and fire department permits and closures); and

(2)
is not associated with a specifically confirmed or alleged release of chemicals meeting the definition of “Remediation Costs” below-,

(e)
oversight costs or permit costs paid to a regulatory agency associated with compliance activities described above, and

(f)
personnel, program management and indirect costs, including charges by outside consultants, associated with compliance activities described above.  Compliance Costs do not include Remediation Costs.

1.3 “Effective Date” means the date of the last required signature on this Agreement by an authorized representative of DoD.

1.4 “Contractor Insurer” means each liability insurer, whether providing primary, umbrella or excess insurance, and any applicable insurance guarantee fund, against which Contractor has made or may make a claim for recovery of Remediation Costs.

1.5 “Site” means any land, building, structure or other appurtenance, at the locations listed below, including the underlying and contiguous soils and groundwater, at which Remediation Costs, as defined in Section 1.7 below, are incurred:

(a)
The addresses of the locations at issue, and

(b)
any other location that is added to this Agreement pursuant to Section 7, 9 below.

1.6 “Recovery from a Third Party” means any payment to Contractor for Remediation Costs or damages, including punitive damages, in respect of Remediation Costs, by a Contractor Insurer or any person or entity, excluding:

(i)
any such payment made by the United States, its agencies, departments, officers and employees, and

(iii)
intra-company payments or transfers among the Contractor in respect of Remediation Costs; provided that any such recovery from an Contractor Insurer obtained in consideration for a general release of all of the insurer’s obligations under the insurance policies that includes both environmental and non-environmental liabilities, shall be reduced by % before application of the provisions set forth in Section below, titled “Credit for Recoveries from Insurers and Other Third Parties”.

1.7 “Remediation Costs” means any costs which Contractor has incurred or will incur in addressing actual releases of chemicals present in soils or groundwater above applicable action levels, and alleged releases of such chemicals unless and until they are determined to be below applicable action levels (only after which determination shall such costs be treated as Compliance Costs), at a Site arising from or relating to any activities conducted prior to including but not limited to costs of investigation, monitoring, and remedial, removal or other response actions, costs of compliance with orders issued by the Regional Water Board of any other regulatory agency, oversight costs, personnel, program management and indirect costs, including charges by outside consultants, associated with remediation activities, and costs of defending and responding to any demands, claims and actions brought by private parties or local, state or federal regulatory agencies regarding such releases.  Remediation Costs do not include

(a)
Compliance Costs,

(b)
fines, penalties and punitive damages that may be imposed upon Contractor relating to activities conducted prior to January 1, 1988, and

(c)
any Remediation Costs paid directly by DoD, if any such entitlement exists (e.g., pursuant to the Defense Environmental Restoration Act (DERP).

1.8 “________ Credit” means that portion of a Recovery from a Third Party, determined as of the close of the Contractor fiscal year immediately preceding the Recovery from the Third Party, by dividing:

(a)
the total amount of incurred Remediation Costs at the Sites subject to this Agreement, plus the amounts reserved by Contractor on its financial statements for future Remediation Costs at such Sites, by

(b)
the total amount of incurred remediation costs at all locations where Contractor has or may have environmental investigation or remediation liabilities, plus the amount reserved by Contractor on its financial statements for future remediation costs at all such locations.

1.9 “Contractor Self-Insurance” means a layer of Contractor’s insurance coverage which was subject to either self insurance, a “fronting policy” (in which Contractor agreed to indemnify the insurer for ail claims paid under the policy), or insurance from an insurer captive to Contractor that was not covered by reinsurance, except to the extent Contractor can demonstrate that the Government did not recognize a premium charge or equivalent cost In the pricing of Contractor’s contracts for the period of such coverage.

2 -- Advance Agreement on Premediation Costs

2.
Contractor shall include and DoD shall recognize those Allowable Remediation Costs within Contractor’s indirect cost pool(s) that are allocable to Contractor’s government contracts, in accordance with Contractor’s Cost Disclosure Statement.  In order to implement the foregoing:

(a)
Allowable Remediation Costs shall be included in the final overhead rates for each year for which

(1)
an agreement on final overhead rates has not been executed as of the Effective Date, or

(2)
an agreement has been executed on final overhead rates as of the Effective Date, but a settlement of Remediation Costs has not been made in such agreement.  Such rates shall be utilized in determining the final price of each flexibly-priced government contract awarded before the Effective Date for which the final contract price has not been determined as of the Effective Date.  The parties shall use their best efforts to make these price adjustments promptly and in a manner which minimizes the administrative burden in implementing this provision.

(b)
Contractor shall include and DoD shall accept Allowable Remediation Costs in forward pricing rates applicable to all government contracts awarded on or after the Effective Date.

(c)
Allowable Remediation Costs shall be recognized in the initial and final pricing of all Contractor government contracts awarded on or after the Effective Date, and in the pricing of ail modifications executed after the Effective Date on government contracts awarded before, on or after the Effective Date.  Contractor will bill such costs in accordance with the terms and conditions of each such government contract, provided that, regarding the treatment of Remediation Costs, each such contract shall be subject and subordinate to the terms of this Agreement, whether or not such contract contains any cross-reference hereto.

3. -- Credit for Recoveries from Insurers and Other Third Parties

In order to ensure there is no double recovery of Remediation Costs by Contractor, the parties hereto agree that:

(1)
the agreement of DoD to allow and recognize Remediation Costs is in advance of potential recovery from Contractor’s Insurers and other third parties; and

(2)
implementing FAR 31.201-5 (“Credits”), DoD is entitled to a credit from any such recovery, in accordance with the terms of this Agreement.

Accordingly:

(a)
A Recovery from a Third Party obtained by Contractor attributable specifically and exclusively to a Site(s) subject to this Agreement shall be recorded on Contractors books as a credit to reduce Remediation Costs as provided in subsection 3(c) below,

(b)
As to a Recovery from a Third Party that relates either to:

(i)
a number of specifically identified locations. at least one or more of which is a Site subject to this Agreement, or

(ii)
generally to all locations where Contractor has or may have environmental investigation or remediation liabilities. which includes a Site(s) subject to this Agreement, but which is not attributable specifically to any particular location at which the company has such liabilities, the credit shall be equal to the amount of such recovery multiplied by the _____ Credit as defined in Section 1.8 of this Agreement; provided that there shall be no credit for a Recovery from a Third Party that is attributable specifically and exclusively to a location(s) other than the Sites subject to this Agreement.

(c)
The credit determined in accordance with Section 3(a) or (b) shall be applied as follows.

(1)
Contractor shall notify the Government within thirty days of the earlier of

(A)
the receipt of a Recovery from a Third Party or

(B)
execution of an agreement entitling Contractor to obtain a Recovery from a Third Party in the future, provided that nothing in this Agreement shall relieve Contractor from compliance with any disclosure obligations imposed by the Truth in Negotiations Act.

(2)
The credit shall be applied beginning one year from when the Recovery from a Third Party is received by Contractor or one year from the date the notice in subsection 3(c)(1) is given, whichever is later.  To the extent that application of the credit begins sometime other than at the beginning of Contractor’s fiscal year, for purposes of this subsection 3(c)(2) Contractor’s incurred and projected costs shall be equally prorated throughout the year (i.e.1/12 each month).  The delay in application of the credit specified in this subsection 3(c)(2) shall be the sole means of addressing the possibility that fixed-price contracts may have been negotiated without taking into account a post-negotiation receipt of a Recovery from Third Party.

(3)
Contractor will apply the credit to the applicable indirect cost pool before allocation of Remediation Costs to government contracts.

(d)
To the extent the credit as applied in accordance with subsection 3(c) exceeds Remediation Costs allocated to government contracts in a single Contractor fiscal year, Contractor shall carry forward the remaining balance of the credit, together with interest as provided in subsection 3(e) below, as a reduction of Remediation Costs in subsequent year(s) until the credit is fully applied.  If DoD establishes that the credit is ultimately not fully depleted until in this manner, Contractor shall pay to DoD the undepleted amount of any such credit, to be remitted as directed by the Corporate Administrative Contracting Officer.  The CACO shall determine when and how such remittance is to be made to the Government.

(e)
For each year in which amounts are delayed under subsection 3(c) or carried forward under subsection 3(d), Contractor shall include in the credits made pursuant to this section simple interest on the unapplied balance of amounts so delayed or carried forward, at the applicable interest rate specified by the Contract Disputes Act (42 U.S.C.601) from the date on which any Recovery from a Third Party is paid to Contractor until the credit is fully applied.

(f)
It is the intent of the parties that, in calculating the credit from an insurance recovery under this Section 3, DoD shall be entitled to recognition of those amounts that Contractor would have recovered if those layers that were covered by Contractor Self-Insurance had been covered by independent insurance.  Therefore, if there is recovery from a Contractor Insurer for a period in which there was Contractor Self-Insurance, the Recovery from a Third Party in Sections 3 (a) and (b) above shall be increased by the additional amount, if any, that Contractor would have recovered from its insurers, if the Contractor Self-Insurance for that coverage period had been subject to independent insurance containing coverage terms equivalent to the terms of the policies issued by Contractor’s Insurers for that coverage period.  In the event there is a partial recovery from Contractor’s Insurers during such a coverage period, the increase in Recovery from a Third Party in Sections 3(a) and 3(b) shall be determined by multiplying the amount of Contractor Self-Insurance for that coverage period by the fraction of --

(i)
the recovery from Contractor’s Insurers for that coverage period; divided by

(ii)
the amount claimed by Contractor from Contractor’s Insurers for that coverage period.

4. -- Option to Terminate

(a)
Each party reserves the option to terminate application of this Agreement as to any Remediation Costs incurred at a Site following the certification or other formal determination by the cognizant environmental enforcement agency(ies) that all response actions have been completed (including long-term monitoring) and no further response action is required at the Site.  A party may exercise this option by issuing written notice to the other party no earlier than sixty days following such certification or formal determination.  The effective date of such exercise of option shall be the ninetieth day following issuance of the party’s written notice.

(b)
An exercise of option to terminate under this Section 4 shall not affect the application of this Agreement as to any Remediation Costs incurred

(1)
before the effective date of the exercise of the option, or

(2)
at any Site other than the Site for which the certification or formal determination described in subsection 4(a) was issued.

5. -- Reports

Until the first fiscal year following the termination of this Agreement, Contractor shall provide in its Forward Pricing Rate Proposals submitted annually to DoD an accounting of Remediation Costs incurred during the immediately preceding fiscal year, including:

(a)
the amount of any Recovery from a Third Party obtained during that fiscal year-

(b)
the amount of credits applied pursuant to section 3, if any;

(c)
the net amount of Remediation Costs included in Contractor’s indirect cost pool(s) during the fiscal year;

(d)
the amount of Contractor’s applicable base for allocation of Remediation Costs in the fiscal year,

(e)
the total amount of Remediation Costs incurred in all preceding fiscal years-,

(f)
a projection and description of the Remediation Costs estimated to be incurred during the current fiscal year, including changes to any clean-up levels at the Sites subject to this Agreement, and

(g)
a description of the status of any pending attempts to obtain a Recovery from a Third Party.

At the request of the CACO or DACO, Contractor shall provide briefings at reasonable intervals on the progress and costs of the Site remediation work.

6. -- Disputes

Either party may enforce this Agreement under any available remedy, including without limitation remedies under the Contracts Disputes Act of 1979, 41 U.S.C.601 et seq., and the “Tucker Act”, 28 U.S.C.1491, through action before the Armed Services Board of Contract Appeals or the courts, in the event of a failure by the other party to fulfill its obligations.  This Section 6 shall apply to any dispute between Contractor and DoD involving the interpretation of this Agreement.  Before undertaking any formal action to resolve a dispute arising under this Agreement, the parties shall engage in a non-binding alternative dispute resolution (“ADR”) process for a period of sixty days in accordance with the ADR process set forth in Exhibit B attached hereto, which is hereby incorporated in this Agreement as if fully set forth herein.  The parties shall enter into an appropriate tolling agreement, if necessary, to allow the ADR process to be completed before the expiration of any statute of limitation or other time limitation that may apply to the dispute.

7. -- Other Provisions

7.1 This Agreement shall be binding on all constituent elements of DoD.  As provided in FAR 31.109, this Advance Agreement shall be applicable to and incorporated into all Contractor government contracts entered into between Contractor and any agency, department or contracting entity of the United States as to which the CACO has cognizance.  It is further the intent of the parties that, as to contractual matters, this Agreement shall bind all Government agencies other than DoD with which Contractor have Contracts and Subcontracts to the full extent of the CACO’s authority to bind such other agencies.

7.2
(a)
DoD reserves the right to question on the following grounds any particular charge or portion of a charge to Remediation Costs:

(1)
the charge is unallowable under FAR Part 31 for reasons unrelated to its character as an environmental cost (e.g., a charge for unallowable entertainment expense under FAR 31.205-14);

(2)
the charge is unallowable because it is believed to be unreasonable in amount for the services or supplies provided; or

(3)
the charge is unallowable because it was incurred to remediate a Site to a level more stringent than required (or, in the absence of an order, is reasonably likely to be required) by the cognizant environmental regulatory authority.

(b)
With respect to reviewing any Recovery from a Third Party for purposes of Section 3 of this Agreement, DoD may verify

(1)
the amount of any such recovery obtained by contractor,

(2)
the Site(s) for which such recovery was obtained, and

(3)
the scope of any release included in a settlement made for such recovery; provided that DoD may not inquire into the appropriateness or prudence of entering into a settlement to obtain any such recovery, or the amount thereof

(c)
With respect to the computation of the Government’s credit under Section 3(b) above, DoD may verify that the Credit was accurately determined using the amounts expended and the amounts reserved by Contractor for purposes of its publicly reported financial statements for future remediation costs at and at other locations; provided that, because DoD is relying on the discipline of the requirements of Federal Securities law, DoD may not inquire into, as to any of Contractor’s locations --

(1)
the appropriateness, prudence or characterization of amounts expended, or
(2)
the underlying determinations of amounts reserved.

7.3 Except as otherwise specifically provided in this Agreement, as to Remediation Costs, this Agreement shall take precedence over any contracts or other agreements between DoD and Contractor.

7.4
(a)
The parties believe that nothing in this Agreement is inconsistent with applicable law, including the current provisions of FAR Part 3 1.  In entering into this Agreement both parties recognize that a Change in Law (as defined below) could impair the specific enforcement of this Agreement.  Nonetheless, to the full extent that implementation and enforcement of this Agreement is within the authority of the United States, this Agreement is intended to be implemented and enforced irrespective of any Change in Law.  If the CACO believes that, due to a Change in Law, continued implementation and enforcement of this Agreement is beyond his or her authority, the CACO may issue a Final Decision, making a specific disallowance of Remediation Costs under a particular representative contract.  Unless Contractor timely appeals or seeks other available relief from any such decision pursuant to Section 6, “Disputes,” this Agreement shall be implemented and enforced only in a manner consistent with the CACO’s Final Decision.  As used in this Section 7.4, the term “Change in Law” shall mean a change in an applicable statute or regulation taking effect after the Effective Date of this Agreement, or an applicable decision of a board or court after the Effective Date of this Agreement (other than a decision under Section 6 of this Agreement; any such decision shall be enforceable in accordance with its terms, but shall not constitute a Change in Law for purposes of this Section 7.4(a)).

(b)
Subject to Section 7.4(a) above, in an action to enforce this Agreement, the following issues shall be deemed to have been resolved by execution of this Agreement:

(1)
the reasonableness of past conduct giving rise to Remediation Costs, including whether such conduct complied with applicable laws, regulations, permits, orders and any other legal requirements or whether such conduct was without fault, negligent, reckless, intentional, willful, or otherwise culpable, unless the Government demonstrates that the Contractor certification referred to in recital paragraph J above was false when made,

(2)
the extent to which performance of government contracts contributed to the conditions giving rise to Remediation Costs-,

(3)
the diligence of DoD), and Contractor through the Effective Date of this Agreement in responding to the environmental conditions and pursuing available sources for the recovery of Remediation Costs-, and

(4)
the adequacy or appropriateness of any order by a cognizant environmental regulatory authority giving rise to the incurrence of Remediation Costs, including but not limited to

(A)
the procedures utilized by such agency in reaching its determination(s),

(B)
any findings by such agency regarding the nature, causation, or hazardousness of the contamination addressed therein,

(C)
the nature or extent of any remedy selected or permitted by such agency,

(D)
such agency’s choice as to parties against which enforcement would or would not be sought,

(E)
whether such order was arrived at by negotiation, consent, or adversarial means, and

(F)
the finality of such order, provided, that nothing in this Section 7.4 shall be construed as resolving such issues in any action other than an action to enforce the provisions of this Agreement.

7.5
(a)
Notwithstanding anything in this Agreement to the contrary, any time between March 15, 2002 and May 15, 2002, either party shall be entitled to propose a revision(s) to this Agreement based upon a significant change in facts or law from the facts or law existing as of the time this Agreement is executed-, provided that a variation in the amount of incurred or projected Remediation Costs shall not by itself be a basis for proposing a revision to this Agreement pursuant to this section.

(b)
A proposal to revise this Agreement shall:

(1)
be initiated by service of a written notice on the other party any time between March 15, 2002 and May 15, 2002; and

(2)
describe specifically the proposed revision(s) to this Agreement and the significant change in facts or law supporting such revision(s).

(c)
The party receiving a written notice pursuant to paragraph (b) may propose other or additional revisions to this Agreement.  Any such proposed revisions shall be considered in conjunction with the revisions proposed by the party serving the initial notice pursuant to paragraph (b) above.

(d)
The parties shall negotiate in good faith all such proposed revisions for a period not to exceed sixty (60) days from the service of the written notice provided pursuant to paragraph (b) above. if the parties do not reach an agreement on the revisions within said sixty days, the matter may be submitted for resolution under the non-binding ADR process referenced in Section 6, “Disputes”, above and then to any appropriate authority as provided in Section 6.  Any revision to this Agreement proposed pursuant to this section 7.5 shall be granted by such authority only to the extent that the revision is necessary to account for the effects of a significant change in facts or law as stated in paragraph (a) above.

7.6 Nothing in this Agreement shall limit the rights of Contractor to obtain direct funding for Remediation Costs from the United States under any available method (e.g., DERA), including without limitation, direct recovery of the percentage of costs not recognized by the United States pursuant to Section 2 above.

7.7 Contractor shall notify DoD if environmental response or legal defense costs are incurred at a location other than the Sites described in Section 1.6 above, which costs arise from or relate to activities conducted by Contractor at the site prior to a specific year.  The parties shall use their best efforts to negotiate whether any such location should be added to this Agreement, and any such addition shall be implemented by a written addendum to this Agreement executed by the parties hereto.

7.8 This Agreement, and each of its terms and conditions, shall apply to and be binding upon

(a)
Contractor, their successors, assigns, subrogees, representatives, and any other person or entity claiming through or under each of them; and

(b)
DoD, its agencies, officers, employees, instrumentalities, administrators and all representatives thereof.

7.9 This Agreement, or any portion of this Agreement, may be amended, deleted or terminated only by a written agreement executed by Contractor and DoD.

7.10 This Agreement constitutes the entire agreement among Contractor and DoD, and supersedes any prior or contemporaneous agreement, written or oral, concerning the allowability and Allocability of Remediation Costs, as defined herein.  Nothing in this Agreement shall affect the allowability or allocability of any costs other than Remediation Costs, as defined in this Agreement.

7.11 The headings used in this Agreement are intended solely for convenience and shall not determine or alter the rights and obligations of the parties to this Agreement.

7.12 The parties designate the following persons to whom all reports and notices provided pursuant to this Agreement will be sent:

	
	For Contractor
	For DoD


A party may substitute another individual for its representative designated above by providing written notice to the other parties.

7.13
(a)
Contractor consents to the dismissal with prejudice of any existing ASBCA case on the issue and agrees to request such dismissal from the Board, in writing, within ten days after the Effective Date.  This Settlement and Advance Agreement constitutes a full and final settlement of the equitable adjustment claim which is the subject of the Appeals.  The resolution of the Appeals as provided in this Agreement is a negotiated settlement between the parties and does not constitute an admission of liability by Contractor or DoD.

(b)
Subject to the other provisions of this Agreement, including without limitation paragraph 7.13 (c), Contractor hereby remise, release and discharge the Government, its officers, agents and employees of and from all liabilities, obligations, claims, appeals and demands, which it now has or hereafter may have, whether known or unknown, administrative or Judicial, legal or equitable, including claims for attorneys fees and interest, with respect to the equitable adjustment claim which is the subject of the Appeals.

(c)
Allowable Remediation Costs shall be included in the final pricing of the open contracts that are the subject of the Appeals in the same manner as other contracts, as provided in Section 2 above.

	
	For U.S. Department of Defense
	Approved as to form

	
	Date:
	Date:

	
	For Contractor
	Approved as to form

	
	Date:
	Date:


Appendix B

Sample ADR Agreement

1.
This alternative dispute resolution (ADR) agreement is entered into by (Name of Organization) and (Name of Organization) to establish a procedure to resolve a dispute that has arisen between the parties.

2.
The parties agree to present their position on any dispute to a mediation panel consisting of a neutral advisor (the “Neutral”) to be selected by the parties in accordance with paragraph 3 below, and a principal of each party with authority to settle the dispute, representing the contractor and DoD.  Following the presentations of the parties, the panel will enter into negotiations to attempt to arrive at a fair settlement of the dispute.  During the ADR proceedings, the principals will have full authority to alter the procedure or to schedule additional meetings as they find necessary to reach a settlement of the dispute.

3.
The Neutral shall be selected in the following manner.  Within fourteen (14) days after notice from one party to the other that a dispute exists, the parties shall simultaneously exchange a list of three (3) proposed neutrals.  If a party fails to provide such a list, the Neutral shall be selected by a (a particular court or chief judge) from the list that was submitted.  If both parties submit a list, the same name appearing on both lists shall be considered a “Match”.  Within 14 days of exchange of the list:

(a)
if there is one Match, that person shall be appointed as the Neutral,

(b)
if there is more than one Match, the parties shall negotiate to reach agreement on a Neutral, and failing such agreement, the Neutral shall be selected from among the Matches by lot;

(c)
if there is no Match, the par-ties shall negotiate to agree upon a Neutral from among those included on the two lists or others, and failing such agreement within fourteen (14) days after the lists are exchanged, either party may petition the particular court or judge to appoint the Neutral from among those included on the two lists.

4.
One hearing will be held by the mediation panel on a mutually agreed upon date, or a date set by the panel.  Five (5) days prior to such hearing, each party will send the following to the mediation panel and the other parties:

a.
A position paper summarizing the arguments of the party.  This paper shall not exceed 25 pages, excluding exhibits.

b.
All documents that are relevant to the dispute.  The parties will cooperate in providing a binder of exhibits to the mediation panel to avoid duplication among the submissions of each party.

c.
A list of the issues to be considered by the panel.  The parties will make every effort to submit a joint list of issues in the order that is most logical for presentation to the panel.

d.
A list of participants in the ADR hearing.

5.
The ADR hearing will be conducted using the following procedures

a.
Each party will make an opening statement.  The first statement will be made by the proponent of the major elements of the dispute.

b.
Each issue will be presented using a round table discussion technique.  The proponent of each issue will make a brief presentation of its position on the issues.  The other party will then make a brief presentation of its response.  The Neutral will then moderate a discussion, calling on participants from each side as they request to address the issues in question.  The goal of this discussion is to fully develop all information relevant to the determination of the facts of the dispute and the precise position of each party.  All participants will refrain from statements that are unduly argumentative or contentious.  There will be no side discussions and no participant will speak until called on by the Neutral.

c.
The hearing will not be recorded and witnesses will not be sworn.  All participants will be expected to be forthright in their statements and to be fully open and honest in their dealings with each other.

d.
Attorneys may participate in the discussion and may call on other personnel when necessary to ensure they contribute their knowledge to the discussion.  Attorneys will not cross-examine witnesses of the other parties.

e.
Following the round table discussion, each party may summarize its position in a final statement, unless waived.

6.
Promptly following the hearing described in paragraph 5 above, the issues will be considered by the mediation panel.  The party principals may conduct discussions with or without the Neutral.  The principals may also request the Neutral to present his or her views on any issue or to propose a resolution of one or more of the issues in dispute.  Either principal may request a private, confidential meeting with the Neutral to discuss possible settlement positions, and the Neutral will not reveal any confidential information to the other party, unless authorized to do so.  Either principal may adjourn the meeting at any time to caucus with his or her team, but all parties will endeavor to keep the negotiations active until a settlement has been reached.  If settlement is not reached within the time allotted for the proceeding, either or both of the principals may request the Neutral to formulate a proposed settlement that is fair to each party.  Each party is obligated to consider fully and in good faith a settlement proposed by the Neutral, but no party is obligated to accept such a settlement.

7.
If a settlement is reached, either party may call for the Neutral to prepare a report documenting the settlement and stating his or her conclusions as to it merits.  Any such report will be delivered to each party and may be used by any party to justify the settlement within its own organization.

8.
This entire ADR process is a settlement negotiation subject to Federal Rules of Evidence 408.  All offers, promises, conduct or statements made in this ADR proceeding are confidential and shall be inadmissible in any subsequent litigation (including proceedings before a board of contract appeals) of the disputes covered by this agreement; provided that pre-existing information used in the ADR proceeding that is otherwise discoverable or admissible in any subsequent proceeding shall not be deemed non-discoverable or inadmissible due to its use in the ADR proceeding under this Agreement.  All written materials created specifically for this proceeding, including any reports prepared by the Neutral, are also confidential and inadmissible in any subsequent litigation.  If a settlement is reached, however, any such statements and written material may be used to justify and document the settlement within a party’s own organization.

9.
The Neutral will treat the subject matter of this Proceeding as confidential and refrain from disclosing any of the information exchanged to third parties.  The Neutral is disqualified as a witness, consultant or expert for either party in any matter relating to the disputes covered by this agreement.

10.
The fees of the Neutral and the cost of the hearing will be shared equally by the parties.  Each party will bear its own costs of the proceedings.

11.
The ADR process shall be non-binding, unless and until an agreement is reached and fully approved by parties.

12.
No party shall be required to continue in an ADR process under this agreement for more than thirty (30) days after the hearing described in paragraph 5, unless extended by mutual agreement of the parties.
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