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GENERAL INFORMATION
0101 GENERAL POLICIES
010101  Purpose

A. Volume 2 of the Financial Management Regulation (FMR) provides general guidance on the
formulation and submission of the budget requests to the Office of the Secretary of Defense for the Fall budget
review and the presentation and justification of the budget requests to the Congress. Thisvolume is established
under the authority of DoD Instruction 7000.14.

B. Volume 2 of the FMR isintended as a comprehensive reference book on budget matters of the
Department of Defense. Budget policy memoranda issued throughout the year will provide any necessary changes or
revisions to this standing document, as well as special instructions and nonrecurring requirements unique to that
year's budget cycle.

C. Theprovisions of Volume 2 apply to al military and civil functions of the Department of Defense.

D. Anintroduction to the total Financial Management Regulation, DoD 7000.14-R can be found in
Volume 1 of the Regulation.

010102 Organization

A. Volume 2 isorganized into 19 chapters that provide specific guidance, required budget exhibits and
formats along with instructions for their preparation, and automated submission requirements.

010103 Changesto Volume 2

A. Changesto Volume 2 will be issued biennially, prior to the Fall budget review of theinitial biennial
budget cycle. Pen and ink changes will not be used.

B. Generaly, significant changes on a page will be indicated by the paragraph or section containing a
change being printed in ITALICS.

010104 Reports Control Symbol

Data requirements established by this volume are exempt from the requirement for assignment of a
Report Control Symbol.

010105 Requestsfor Exceptionsto OMB Circular A-11

A. Eachyear the Office of Management and Budget (OMB) issues Circular No. A-11 which addresses
the preparation and submission of budget estimates for all Federal agencies.

B. Federal agencies are allowed to request exceptions to the requirements of Circular A-11 by
submitting in writing to OMB all required exceptions by August 1. Exceptions approved by OMB are valid only for
1year.

C. Each year the USD(Comptroller) requests certain exceptionsto OMB Circular A-11. Generally,
these exceptions concern special situations that are unique to the Department of Defense.

1.  Subsequent to the issuance of Circular A-11 by OMB each year, any DoD Component
requiring an exception to the requirements of Circular A-11 should submit in writing the specific section for which
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an exception is required and provide adequate rationale to justify the exception. The memorandum addressing the
requested exceptions should be submitted directly to the Office of the USD(Comptroller), Program/Budget, Plans
and Systems Directorate (Room 3A862, telephone (703) 697-9171) no later than July 15 of each year.

2. If therequested exception is acceptable to the USD(Comptroller), these proposals will be
consolidated and forwarded to OMB for approval. Components will be advised of any exceptions approved by
OMB.

3. All DoD Components are required to comply with any requested exceptions not approved and
to properly reflect the information in the budget submissions.

010106  Proposed Changesin Budget Structure and Appropriation Language

A. Under the provisions of OMB Circular A-11, the following types of changes must be cleared with
OMB:

1. Changesin the appropriation pattern, including proposed new accounts and changesin the
titles and sequence of existing accounts.

2. Changesin the methods of funding a program.

3. Changesin program or budget activity classifications for the program and financing schedules
for all appropriation accounts and funds.

B. Any proposed changes on the items listed above must be submitted by memorandum to the Office of
the USD(Comptroller) that explains the proposal and the rationale for the changes. |f acceptable to the
USD(Comptroller), these proposals will be forwarded to OMB for approval.

C. Proposed changes in the wording of appropriation language should be submitted to the Office of the
Deputy General Counsel (Fiscal) (Room 3D961, telephone (703)695-5864) as soon as possible after the passage of
the current year’s appropriations acts. ODGC(Fiscal) will coordinate changes with OMB.

010107  Budget Terminology/Definitions

A. Standard Government-wide definitions of budget terminology are provided in the Office of
Management and Budget’ s issuance’s, most notably Circulars A-11 (Section 20) and A-34 (Section 11).

B. For the Department of Defense, some of the more common budget concepts applicable to budget
formulation follow:

1. Accrua Basis of Accounting: A method of accounting in which revenues are recognized in the
period earned and costs are recognized in the period incurred, regardless of when payment isreceived or made.
There have been many initiatives over the years to convert the Federal Budget to an accrual accounting basis.
Although the budget is on a cash basis, DoD accounting is on the accrual basis.

2. Advance Procurement: Authority provided in an appropriations act to obligate and disburse
during afiscal year before that in which the related end item is procured. The funds are added to the budget
authority for the fiscal year and deducted from the budget authority of the succeeding fiscal year. Used in major
acquisition programs for advance procurement of components whose long-lead-times require purchase early in order
to reduce the overall procurement lead-time of the major end item. Advance procurement of long lead components
is an exception to the DoD “full funding” policy and must be part of the President’ s budget request.
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3. Appeal: A request for reconsideration of an action taken to adjust, reduce, or delete funding
for an item during the congressional review of the Defense budget (authorization and appropriation). This processis
discussed in Section 010406.

4. Apportionment: A distribution by the Office of Management and Budget of amounts available
for obligation in appropriation or fund accounts of the Executive Branch. The distribution makes amounts available
on the basis of specified time periods, programs, activities, projects, or combinations thereof. The apportionment
system is intended to achieve an effective and orderly use of funds. The amounts so apportioned limit the
obligations that may be incurred.

5. Appropriations: A provision of legal authority by an act of the Congress that permits Federal
agencies to incur obligations and to make payments out of the Treasury for specified purposes. An appropriation
usually follows enactment of authorizing legislation. An appropriation act isthe most common means of providing
budget authority (see Budget Authority). Appropriations do not represent cash actually set aside in the Treasury for
purposes specified in the appropriation act; they represent limitations of amounts which agencies may obligate
during the time period specified in the respective appropriation acts.

6. Authorization (Authorizing Legislation): Basic substantive legislation enacted by the Congress
which sets up or continues the legal operation of a Federal program or agency either indefinitely or for a specific
period of time or sanctions a particular type of obligation or expenditure within a program. Such legidation is
normally a prerequisite for subsequent appropriations or other kinds of budget authority to be contained in
appropriation acts. It may limit the amount of budget authority to be provided subsequently or may authorize the
appropriation of “such sums as may be necessary.”

7. Biennial Budget: The FY 1986 Department of Defense Authorization Act required the submission of two-year
budgets for the Department of Defense and related agencies beginning with FY 1988/FY 1989. The Department has
fully institutionalized a biennial cycle for the Planning, Programming, and Budgeting System (PPBS), including the
Defense Guidance (DG), the Program Objective Memorandum (POM), Volume 2 of the Financial Management
Regulation (FMR) and budget formulation memoranda. A biennial budget, as currently structured, represents
program budget estimates for a two-year period in which fiscal year requirements remain separate and distinct.

8. Budget Activity: Categories within each appropriation and fund account which identify the
purposes, projects, or types of activities financed by the appropriation or fund.

9. Budget Amendment: A formal request submitted to the Congress by the President, after his
formal budget transmittal but prior to completion of appropriation action by the Congress, that revises previous
reguests, such as the amount of budget authority.

10. Budget Authority: The authority becoming available during the year to enter into obligations
that result in immediate or future outlays of Government funds.

11. Budget Deficit: The amount by which the Government’ s budget outlays exceed its budget
receipts for any given period. Deficits are financed primarily by Treasury borrowing from the public.

12. Budget Receipts: Amounts received by the Federal Government from the public that arise
from the exercise of governmental or sovereign power (primarily tax revenues, but also receipts from premiums of
compulsory social insurance programs, court fines, license fees, etc.); premiums from voluntary participantsin
Federal social insurance programs; and gifts and contributions. Excluded from budget receipts are collections
resulting from business-type transactions and payments between government accounts as a result of
intragovernmental transactions.

13. Closed (Canceled) Appropriations: An appropriation that is no longer available for the
adjustment or payment of obligations. Appropriations are closed (canceled) after being in the expired status for five
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years. A Comptroller General opinion has provided the DoD with authority to make disbursement adjustments to
closed appropriations to correct errors only. (See Expired Appropriation.)

14. Concurrent Resolution: A resolution passed by both Houses of Congress, but not requiring the
signature of the President, setting forth, reaffirming, or revising the congressional budget for the United States
Government for afiscal year. A concurrent resolution on the budget, due by April 15, must be adopted before
legislation providing new budget authority, new spending authority, new credit authority or changesin revenues or
the public debt limit is considered. Other concurrent resolutions for a fiscal year may be adopted at any time
following the first required concurrent resolution for that fiscal year.

15. Constant Dollars: A dollar value adjusted for changesin prices. Constant dollar series are
derived by dividing current dollar estimates by appropriate price indices, a process generally known as deflating.
Theresult isatime series asit would presumably exist if prices were the same throughout as in the base year - in
other words, as if the dollar had constant purchasing power. Any changes in such a series would reflect only changes
inthe real (physical) volume of output. Constant dollar figures are commonly used for gross national product and its
components.

16. Continuing Resolution: Legidation enacted by the Congress to provide budget authority for
specific ongoing activities in cases where the regular fiscal year appropriation for such activities has not been
enacted by the beginning of the fiscal year. The continuing resolution usually specifies a maximum rate at which the
agency may incur obligations, based on the rate of the prior year, the President’ s budget request, or an appropriation
bill passed by either or both Houses of the Congress.

17. Controllability: The ability under existing law to control budget authority or outlays during a
given fiscal year. “Relatively uncontrollable” usually refers to spending that cannot be increased or decreased
without changes in existing substantive law. At the Federal budget level, the largest part of such spending isthe
result of open-ended programs and fixed costs, such as socia security and veterans benefits. For Defense,
controllability is limited by the payments due under obligations incurred during prior years.

18. Current Services Estimates: Estimated budget authority and outlays for the upcoming fiscal
year based on continuation of existing levels of service, i.e., assuming that all programs and activities will be carried
on at the same level asin the fiscal year in progress and without policy changes in such programs and activities.
These estimates of budget authority and outlays, accompanied by the underlying economic and programmatic
assumptions upon which they are based (such as the rate of inflation, the rate of real economic growth, pay increases,
etc.), are required to be transmitted by the President to the Congress.

19. Deferral of Budget Authority: Any action or inaction by any officer or employee of the United
States that withholds, delays, or effectively precludes the obligation or expenditure of budgetary resources, including
the establishment of reserves under the Antideficiency Act, as amended by the Impoundment and Control Act.
Section 1013 of the Impoundment Control Act of 1974 requires a special message from the President to the Congress
reporting a proposed deferral of budget authority. Deferrals may not extend beyond the end of the fiscal year in
which the message reporting the deferral is transmitted and may be overturned by the passage of an impoundment
resolution by either House of Congress.

20. Disbursements: In budgetary usage, gross disbursements represent the amount of checks
issued, cash, or other payments made, less refunds received. Net disbursements represent gross disbursements less
income collected and credited to the appropriation or fund account, such as amounts received for goods and services
provided.

21. Emergency Appropriations. Appropriations that have been designated by the Congress and
the President as an emergency requirement under the Balanced Budget and Emergency Deficit Control Act of 1985,
as amended.
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22. Expenditures/Disbursements: A term generally used interchangeably with outlays.

23. Expired Appropriation: An appropriation whose period of availability for incurring new
obligations has expired but the appropriation is not closed (canceled). During this period, the appropriation is
available for adjustment to, or payment of, existing obligations. Appropriations remain in an expired status for
5-years as shown in the table below. At the end of the five-year expiration period, the appropriation is closed
(canceled) and is no longer available for the payment of unliquidated obligations. (See Closed (Canceled)
Appropriations.)

Normal Life Cycle of Appropriations:

Years For
New Obligation Closed
Obliga- Adjust. & End of

tions Disburse. Y ear
Approp Unexpired Expired Canceled
MilPers 1 2-6 6
O&M. 1 2-6 6
RDT&E 2 3-7 7
Proc. 3 4-8 8
SCN 5 6-10 *10
Mil. Con. 5 6-10 10

*  Extended to 15-years under certain circumstances.

24. Federal Debt: Federal debt consists of public debt and agency debt. Public debt isthat portion
of the Federal debt incurred when the Treasury Department or Federal Financing Bank (FFB) borrows funds directly
from the public or another fund or account. Agency debt isthat portion of the Federal debt incurred when a Federa

agency authorized by law, other than Treasury or the Federal Financing Bank, borrows funds directly from the public
or another fund or account.

25. Fiscal Year: Any yearly accounting period without regard to its relationship to a calendar year.
The fiscal year for the Federal Government begins on October 1 and ends on September 30. The fiscal year is
designated by the calendar year in which it ends. Fiscal years are further designated as follows:

Past Year-1: Also referred to as Prior Year-1, the fiscal year immediately preceding the past year.

Past Year (PY): Alsoreferred to as Prior Y ear, the fiscal year immediately preceding the current year; the last
completed fiscal year.

Current Year (CY): Thefiscal year in progress. Immediately precedes the budget year.
Budget Year (BY): The next fiscal year for which estimates are submitted if not a biennial budget.

Budget Year 1 (BY1): Inabiennia budget submission (Department of Defense), the first fiscal year of a
2-year period for which the budget is being considered.

Budget Year 2 (BY?2): Inabiennial budget submission (Department of Defense), the second fiscal year of a
2-year period for which the budget is being considered

Budget Year(s)+1 (BY(9)+1): Thefiscal year immediately following the budget year(s). Thisformat continues
through Budget Y ear +5 (BY +5), the fifth fiscal year following the budget year(s).
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26. Full Funding Policy: The practice of funding the total cost of major procurement and
congtruction projectsin the fiscal year in which they will be initiated. See Section 010202 for further information.

27. Full-time Equivalent (FTE). Reflectsthe total number of regular straight-time hours (i.e., not
including overtime or holiday hours) worked by employees divided by the number of compensable hours applicable
to each fiscal year. Annual leave, sick leave and compensatory time off and other approved leave categories are
considered to be “hours worked” for purposes of defining full-time equivalent employment.

28. Future Y ears Defense Program (FYDP): The Future Y ears Defense Program is the program
and financial plan for the Department of Defense as approved by the Secretary of Defense. The FYDP arrays cost
data and force structure over a 6-year period (force structure for an additional 3 years), portraying this data by major
force program for DoD internal review for both the Program Review and Budget Estimates Submission (BES). Itis
also provided to the Congress in conjunction with the President’ s budget.

29. Impoundment: Any action or inaction by an officer or employee of the United States that
precludes the obligation or expenditure of budget authority provided by the Congress.

30. Impoundment Resolution: A resolution of the House of Representatives or the Senate
disapproving a deferral of budget authority set forth in a special message ordinarily transmitted by the President
under section 1013 of the Impoundment Control Act of 1974. Passage of an impoundment resolution by either
House of Congress has the effect of overturning the deferral and requires that such budget authority be made
available for obligation.

31. Incremental Funding: The phasing of total funding of programs or projects over two or more
fiscal years based upon levels and timing of obligational requirements for the funds. Differs from full funding
concept where total funds for an end item, program or project are provided in the fiscal year of program or project
initiation, regardless of the obligational requirement for the funds.

32. Multiyear Procurement: Procurement of a particular end item or system under a multiyear
contract approved by specific provision of law. For the Department of Defense, multiyear procurement contracting
of military hardware or systems must be specifically, and individually, approved by the Congress.

33. Object Classification: A uniform classification identifying the transactions of the Federal
Government by the nature of the goods or services purchased without regard to the agency involved or the purpose
of the programs for which they are used.

34. Obligations: Amounts of orders placed, contracts awarded, services received, or similar
transactions made by Federal agencies during a given period, which will result in outlays during the same or some
future period.

35. Outlays: The amount of checksissued or other payments made (including advancesto others),
net of refunds and reimbursements. Outlays are net of amounts that are adjustments to obligational authority. The
terms “expenditure” and “net disbursement” are frequently used interchangeably with the term “outlay.” Gross
outlays are disbursements and net outlays are disbursements (net of refunds) minus reimbursements collected.

36. President’s Budget: The budget for a particular fiscal year transmitted to the Congress by the
President in accordance with the Budget and Accounting Act of 1921, asamended. Some elements of the budget,
such asthe estimates for the legidative branch and the judiciary, are required to be included without review by the
Office of Management and Budget or approval by the President.

37. Program Budget Decision (PBD): A budget decision document issued during the joint review
of Service budget submissions by analysts of the Office of the Secretary of Defense (OSD) and the Office of
Management and Budget (OMB). PBDs reflect the decisions of the Secretary of Defense as to appropriate program
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and funding to be included in the annual Defense budget request which, in turn, isincluded in the President’s
Budget.

38. Program Decision Memorandum (PDM): A document containing the decisions by the
Secretary of Defense on the program and resource levelsidentified in the Program Objectives Memorandum.

39. Program Objectives Memorandum (POM): The final product of the programming process
within the Department of Defense, the Components Program Obj ectives Memorandum (POM) displays the resource
allocation decisions of the Military Departments in response to and in accordance with Defense Guidance.

40. Program Year: Thefiscal year in which authorization was provided and in which funds were
appropriated for a particular program, regardless of the fiscal year in which funds for that program might be
obligated.

41. Reapportionment: A revision by the Office of Management and Budget of a previous
apportionment of budgetary resources for an appropriation or fund account. A revision would ordinarily cover the
same period, project, or activity covered in the original apportionment.

42. Reappropriation: Congressional action to restore the obligational availability, whether for the
same or different purposes, of all or part of the unobligated portion of budget authority that has expired or would
otherwise expire in an annual or multi-year account. Obligational authority in a current appropriation may also be
extended by a subsequent appropriation act.

43. Reconciliation Process: A process used by the Congress to reconcile amounts determined by
tax, spending, and debt legislation for a given fiscal year with the ceilings enacted in the second and required
concurrent resolution on the budget for that year. Section 310 of the Congressional Budget and | mpoundment
Control Act of 1974 provides that the second required concurrent resolution on the budget, which sets binding totals
for the budget, may direct committees to determine and recommend changes to laws, bills, and resolutions, as
required to conform with the binding totals for budget authority, revenues, and the public debt.

44. Recovery of Prior Year Obligations: Amounts made available for obligation in no-year and
unexpired multi-year accounts through downward adjustment of prior year obligations.

45. Reimbursements: Sums received by the Government for commodities sold or services
furnished either to the public or to another Government account that are authorized by law to be credited directly to
specific appropriation and fund accounts. These amounts are deducted from the total obligationsincurred (and
outlays) in determining net obligations (and outlays) for such accounts.

46. Reprogramming: Utilization of fundsin an appropriation account for purposes other than those
contemplated at the time of appropriation. Reprogramming is generally accomplished pursuant to consultation with
and approval by appropriate congressional committees. Instructions are contained in VVolume 3 of this regulation.

47. Rescission: The consequence of enacted legidation which cancels budgetary resources
previously provided by the Congress prior to the time when the authority would otherwise lapse. Section 1012 of the
Impoundment Control Act of 1974 requires a special message from the President to the Congress reporting any
proposed rescission of budgetary resources. These proposals may be accepted in whole or in part through the
passage of arescission bill by both Houses of the Congress.

48. Rescission Bill: A bill or joint resolution that provides for cancellation, in whole or in part, of
budgetary resources previously granted by the Congress. Under Section 1012 of the Impoundment Control Act of
1974, unless Congress approves a rescission hill within 45 days of continuous session after receipt of the proposal,
the budgetary resources must be made available for obligation.
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49. Revolving Fund: A fund established to finance a cycle of operations through amounts received
by the fund. Within the Department of Defense, such funds include the Defense Working Capital Fund, aswell as
other working capital funds.

50. Sequestration: The reduction or cancellation of new budget authority; unobligated balances,
new loan guarantee commitments or limitations; new direct loan obligations, commitments, or limitations; spending
authority; and obligation limitations. OMB Circular A-11, section 20 provides additional guidance on sequestration
rules of the Budget Enforcement Act of 1990 (BEA).

51. Supplemental Appropriation: An act appropriating funds in addition to those in an annual
appropriation act. Supplemental appropriations provide additional budget authority beyond original estimates for
programs or activities (including new programs authorized after the date of the origina appropriation act) for which
the need for fundsis too urgent to be postponed until enactment of the next regular appropriation act.

52. Total Obligational Authority (TOA) Availability: The sum of (1) all budget authority granted
(or requested) from the Congressin a given year, (2) amounts authorized to be credited to a specific fund, (3) budget
authority transferred from another appropriation, and (4) unobligated balances of budget authority from previous
years which remain available for obligation. In practice, thistermisused primarily in discussing the Department of
Defense budget, and most often refersto TOA as “program which equatesto only (1) and (2) above.

53. Transfer Authority: Annual authority provided by the Congress to transfer budget authority
from one appropriation or fund account to another.

54. User Fee: Afee, charge, or assessment levied on those directly benefiting from, or subject to
regulation by, a Federal government program or activity, to be utilized solely to support the program or activity.
Collections from other Federal accounts are not user fees. (See OMB Circular A-11, section 20.7)

010108  Security Classifications
A. Genera

1. Instructions concerning premature disclosure of budget information prior to presentation to the
Congress are contained in OMB Circular A-11.

2. Instructions concerning security classification of the budget estimates submissionsto OSD are
contained in Section 010305.

3. Instructions concerning security classification of congressional justification material are
contained in Section 010401.

B. Classification of Procurement Exhibit P-1 lineitems, RDT& E Exhibit R-1 line items, and the
Congtruction Programs (C-1):

1. Procurement Exhibit P-1 lineitems: P-1 lineitemswill be unclassified to the maximum extent
possible. Classify only those line items for which the program’s Security Classification Guide so dictates and when
conditions in paragraph C. (below) apply.

2. RDT&E Exhibit R-1 lineitems: R-1 lineitemswill be unclassified to the maximum extent
possible. Classify only those line items for which the program’s Security Classification Guide so dictates and when
conditions in paragraph C. (below) apply.

3. The Construction Programs (C-1) is designed to be an unclassified document. See Section
010504 for instructions.
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C. Security classification instructions for Intelligence Programs/Activities Resource Information are
contained in Chapter 16
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0102 FUNDING POLICIES
010201 Criteriafor Determining Expense and I nvestment Costs

A. Appropriation accounts form the structure for the President’ s budget request and are the basis for
congressional action. The appropriations are further organized into budget activities of appropriations with
programs, projects or activities of similar purposes. To support management of the Department of Defense’s
programs, projects or activities, resource requirements should be organized and categorized consistently within the
appropriation and budget activity structure. The following sections provide guidance for categorizing resource
requirements into the various appropriations.

B. Basic Distinctions Between Expense and Investment Costs. The criteriafor cost definitions consider
the intrinsic or innate qualities of the item such as durability in the case of an investment cost or consumability in the
case of an operating cost and the conditional circumstances under which an itemis used or the way it is managed. In
all cases where the definitions appear to conflict, the conditional circumstances will prevail. The following guidance
is provided to determine whether a cost is either an expense or an investment. All costs are classified as either an
expense or an investment.

1. Expensesare the costsincurred to operate and maintain the organization, such as personal
services, supplies, and utilities.

2. Investments are the costs that result in the acquisition of, or an addition to, end items. These
costs benefit future periods and generally are of along-term character such asreal property and personal property.

C. Policy for Expense and |nvestment Costs.

1. DoD policy requires cost definition criteria that can be used in determining the content of the
programs and activities that comprise the Defense budget. The primary reasons for these distinctions are to allow for
more informed resource allocation decisions and to establish criteria for determining which costs are appropriate to
the various defense appropriations.

2. The cost definition criteria contained in this policy are only applicable to the determination of
the appropriation to be used for budgeting and execution. Cost definitions for accounting purposes are contained in
Volume | of thisregulation.

3. Costs budgeted in the Operation and Maintenance (O& M) and Military Personnel
appropriations are considered expenses. Costs budgeted in the Procurement and Military Construction
appropriations are considered investments. Costs budgeted in the Research, Development, Test and Evaluation
(RDT&E), Base Realignment and Closure (BRAC), and Family Housing appropriations include both expenses and
investments. Definitions for costs within the Defense Working Capital Funds are provided in Chapter 9 and Section
010214.

4. Items procured from the Defense Working Capital Funds will be treated as expensesin al
cases except when intended for use in weapon system outfitting, government furnished material (GFM) on new
procurement contracts, or for installation as part of a weapon system modification, major reactivation, or major
service life extension.

D. Proceduresfor Determining Expenses Versus Investments. The following criteriawill be used to
distinguish those types of costs to be classified as expenses from those to be classified as investments for budgeting
purposes:

1. Expenses. Expensesare costs of resources consumed in operating and maintaining the
Department of Defense. When costs generally considered as expenses are included in the production or construction
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of an investment item, they shall be classified as investment costs. Military personnel costs are an exception to this
rule. The following guidelines shall be used to determine expense costs:

. Labor of civilian, military, or contractor personnel.

. Rental charges for equipment and facilities.

. Food, clothing, and fuel.

. Supplies and materials designated for supply management of the Defense Working Capital Funds.
. Maintenance, repair, overhaul, rework of equipment.

*  Assamblies, spares and repair parts, and other items of equipment that are not designated for centralized item
management and asset control and which have a system unit cost less than the currently approved dollar threshold of
$100,000 for expense and investment determinations. This criterion is applied on the basis of the unit cost of a
complete system rather than on individual items of equipment or components that, when aggregated, become a
system. The concept of a system must be considered in evaluating the procurement of an individual end item. A
system is comprised of a number of components that are part of and function within the context of awhole to satisfy
a documented requirement. In this case, system unit cost applies to the aggregate cost of all components being
acquired as a new system.

. Cost of incidental material and items that are not known until the end item is being modified are conditional
regquirements and are considered expenses because the material is needed to sustain or repair the end item.

. Engineering efforts to determine what a modification will ultimately be or to determine how to satisfy a
deficiency are expenses.

. Real property maintenance, including facility maintenance and repair and O& M-funded minor construction
projects. Planning and design costs are excluded from the cost determination for purposes of determining
compliance with the amounts established in 10 U.S.C. 2805 for minor construction projects, however, design costs
are not excluded from capitalization.

2. Investments. Investments are coststo acquire capital assets such asreal property and
equipment. The following criteria shall be used to determine those costs to be classified asinvestments:

*  All items of equipment, including assemblies, anmunition and expl osives, modification kits (the components of
which are known at the outset of the modification), spares and repair parts not managed by the Defense Working
Capital Funds, that are subject to centralized item management and asset control.

»  All equipment items that are not subject to centralized item management and asset control and have a system
unit cost equal to or greater than the currently approved expense and investment dollar threshold of $100,000. The
validated requirement may not be fragmented or acquired in a piecemeal fashion in order to circumvent the expense
and investment criteria policy.

. Congtruction, including the cost of land and rights therein (other than leasehold). Construction includes real
property equipment installed and made an integral part of such facilities, related site preparation, and other land
improvements. (See paragraph F below for special guidance concerning real property facilities.)

*  The costs of modification kits, assemblies, equipment, and material for modernization programs, ship
conversions, major reactivations, major remanufacture programs, major service life extension programs, and the
labor associated with incorporating these effortsinto or as part of the end item are considered investments. All items
included in the modification kit are considered investment even though some of the individual items may otherwise
be considered as an expense. Components that were not part of the modification content at the outset and which are
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subsequently needed for repair are expenses. The cost of labor for the install ation of modification kits and
assembliesis an investment.

. Supply management items of the Defense Working Capital Funds designated for weapon system outfitting,
government-furnished material on new procurement contracts, or for installation as part of a weapon system
modification or modernization, major reactivation or mgjor service life extension.

*  Also considered as investments are support elements such as data, factory training, support equipment and
interim contractor support (1CS), which are required to support the procurement of a new weapon system or
modification.

3. Conditional Cases. The following are conditional cases that take precedence over the criteria
contained in paragraphs 1 and 2 above:

A major service-life extension program, financed in procurement, extends the life of a weapon system beyond
its designed service life through large-scale redesign or other alteration of the weapon system.

. Depot and field level maintenance is the routine, recurring effort conducted to sustain the operational
availability of an end item. Depot and field level maintenance includes refurbishment and overhaul of end items,
removal and replacement of secondary items and components, as well asrepair and remanufacturing of reparable
components. The maintenance effort may be performed by a depot maintenance activity in the Defense Working
Capital Fund, by a direct funded DoD activity, by another government agency, or by a contractor.

. Maintenance, repair, overhaul, and rework of equipment are funded in the operation and maintenance
appropriations. However, maintenance of equipment used exclusively for research, development, test, and
evaluation effortswill be funded by the RDT&E appropriations.

. Continuous technology refreshment is the intentional, incremental insertion of newer technology to improve
reliability, improve maintainability, reduce cost, and/or add minor performance enhancement, typically in
conjunction with depot or field level maintenance. The insertion of such technology into end items as part of
maintenance is funded by the operation and maintenance appropriations. However, technology refreshment that
significantly changes the performance envel ope of the end item is considered a modification and, therefore, an
investment (See section on “ Product Improvement” 010212 C. 7.). This definition applies equally to technology
insertion by commercial firms as part of contractor logistics support, prime vendor, and similar arrangements and
to technology insertion that is performed internally by the Department.

. Initial outfitting of an end item of investment equipment, such as a ship or aircraft, with the furnishings,
fixtures, and equipment necessary to make it complete and ready to operateis a part of the initial investment cost.
Material procured through the Defense Working Capital Funds for initial outfitting will be financed by procurement
appropriations when drawn from the supply system. This concept includes changes to the allowance lists of ships,
vehicles, and other equipment. Changes to allowance lists will be budgeted as investment costs.

. Initial outfitting of afacility construction project financed by a Military Construction appropriation is financed
as either expense or investment based on the general criteria. Collateral equipment and furnishings are not
considered construction costs since these items are movable and are not installed as an integral part of the facility.

*  When family housing isinitialy outfitted with kitchen equipment to include refrigerator, shades, carpeting, etc.,
these items are considered part of the construction costs.

. Construction program costs, associated with construction management in general, as distinguished from
supervision of specific construction projects, are expenses. Costs incident to the acquisition (i.e., design, direct
engineering, technical specifications) and construction of a specific project are investments. The cost of
administering the real property maintenance program is an expense at al levels.
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»  Costs of minor construction projects, not financed by Military Construction appropriations, meeting the current
criterion for funding from appropriations available for operation and maintenance are considered expenses.
However, this definition does not abrogate the prohibition against the planned acquisition of, or improvementsto, a
real property facility through a series of minor construction projects (i.e., incremental construction).

» Thecost of civilian personnel compensation and other direct expenses (i.e., travel, office equipment leasing,
maintenance, printing and reproduction) incurred in support of procurement and/or production programs by
departmental headquarters staff, contracting offices, contract audit offices, system project offices, and acquisition
managers are expenses. Procurement and/or production direct support costs such as production testing, quality
assurance, production engineering, and equipment assembly, whether performed under contract or by in-house
personnel funded on areimbursable basis are investments.

*  When investment equipment isto be installed in areal property facility, the costs of both the equipment and its
installation are considered investments.

E. Special Guidance Concerning General Purpose Communications and |nformation Systems
Procurement. The following is guidance to apply the expense and investment criteriato general purpose
communications and information systems.

1. New Equipment and System Procurement. The aggregate cost of new equipment and systems,
including peripherals and system unique software, procured to address a requirement validated in an approved
requirement document will be used to determine whether it should be treated as an expense or investment cost. The
determination of expense or investment cost will be applied on the basis of each system in the requirements
document, if the document includes more than one system.

2. Additional or Replacement Equipment and System Procurement. \When new requirements
necessitate adding, replacing or modifying equipment or software that is a component of, or supports the functioning
of an existing system, only the additional equipment and software procurement costs will be used to determine
whether it should be treated as an expense or investment cost. Upgrades to an existing system involving multiple
equipment component and software changes that are combined to address validated system deficiencies or to
improve system performance will be treated as new eguipment or system procurement in determining the
applicability of the expense and investment criteria.

3. Software. If only software is being procured and its intended use isto replace operational
software, the cost is an expense funded in O& M. If the software requires developmental testing or initial operational
test and evaluation (IOT& E) by an independent test agency, the expenseisfunded in RDT&E. If softwareis
required for RDT&E test purposes, the cost isfunded in RDT&E. Further guidance on funding information systems
isfound in Section 010212, paragraph C.10., Information Systems Costs.

4. Reguirements Determinations. The validated requirement for, or upgrade to, a communications
or information system may not be fragmented or acquired in a piecemeal fashion in order to circumvent the expense
and investment criteria policy.

F. Specia Guidance Concerning Real Property Facilities

1. Construction includes real property equipment (often called installed equipment) which is
affixed and built into afacility as an integral part of afacility. The cost of this equipment and itsinstallation is part
of the construction cost.

2. Itemsof equipment that are movable in nature and not affixed as an integral part of afacility
are not normally considered construction costs, except for initial outfitting of family housing, as detailed in
paragraph D3 above. This equipment includes all types of production, processing, technical, information systems,
communications, training, servicing and RDT&E equipment. The cost of this equipment is an expense or an
investment according to the policy criteriaabove. In addition, modifications to an existing facility required to
support the installation of movable equipment, such as the installation of false floors or platforms, prefabricated
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clean rooms, or utilities, will be considered an integral part of the equipment costs. As such, the costs are either
expense or investment, as long as the modifications do not include structural changes to the building. If the
modifications include structural changes, they will be considered investment costs and budgeted as construction.

G. Expense/lnvestment Cost Determination

Expense/l nvestment Cost Deter mination
Istheitem a If Then If Then If Then
Centrally Yes | Istheitem Yes | Istheitem part of a Yes (Classify as Investment
M anaged/Asset purchased from full funding effort? * No (Classify asExpense
Controlled Item? DWCF? No | Classify asInvestment
No | Istheunit cost more | Yes | Classify as Investment
than $100,000? No | Classify as Expense
* When intended for use in weapon system outfitting, government furnished material on new procurement contracts or for installation as
part of aweapon as part of aweapon system modification, major reactivation or major service life extension.

010202  Full Funding of Procurement Programs

A. Policy for Full Funding. It isthe policy of the Department of Defense to fully fund procurements
that are covered within the procurement title of the annual DoD Appropriations Act. There are 2 basic policies
concerning full funding.

1. Thefirstisto provide funds at the outset for the total estimated cost of a given program so that
the Congress and the public can be fully aware of the dimensions and cost when the program isfirst presented in the
budget.

2. Thesecond isto provide funding each fiscal year to procure a complete, usable end item. In
other words, an end item budgeted in afiscal year cannot depend upon a future year’ s funding to compl ete the
procurement. However, efficient production of major defense systems has necessitated two general exceptionsto
this policy - advance procurement for long leadtime items and advance economic order quantity (EOQ) procurement.
EOQ is normally associated with multiyear procurements but can be requested for annualized procurements on an
exception basis for unusual circumstances (such as combined parts buys for a block of satellites). Both efforts must
be identified in an Exhibit P-10, Advance Procurement, when the Budget Estimate Submission is submitted to OSD
and when the President’ s budget request is submitted to the Congress.

B. Proceduresfor Full Funding

1. Cost Estimates. Full funding appliesto aninitial estimate and can exist only at a point in time
because estimates change. However, the Future Y ears Defense Program (FY DP) shall be a consistently reliable
foundation for stating the total cost of acquiring defense systems. Thus, the FY DP shall reflect a DoD Component’s
best estimate at completion of the program. The estimate should reflect the most likely cost of a procurement.
Program estimates shall be kept current and fully financed through the Planning, Programming, and Budgeting
System (PPBS) process and established reprogramming procedures.

2. Time-Phased Procurement. Within defense system acquisition programs, nonrecurring costs
and costs of certain production items related to, but not integral to, the end item of equipment are considered part of
the overall acquisition cost. DoD Components shall plan and budget in a manner to ensure completion of the
nonrecurring effort or delivery of such production items consistent with the planned delivery of the associated end
items. That is, the programming and budgeting shall be on atime-phased "leadtime away" or "need to commit"
basis. The Funded Delivery Period is part of the process to determine the quantities required to be budgeted in a
particular fiscal year. DoD Components may not budget funds for obligation for items such as support, trainers, or
data before the design or specifications of such items are essentially complete. These items shall be budgeted on an
"ability to contract" basis as well as on a"leadtime away" basis.
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3. Advance Procurement (Long Leadtime Items). Advance procurement requests for long
leadtime items shall be limited to the end itemsin major procurement appropriations. Long leadtime procurements
shall be for components, parts, and material whose |eadtimes are greater than the life of the appropriation (3-5 years).
In some circumstances, Advance Procurement is also warranted when items have significantly longer leadtimes than
other components, parts, and material of the same end item or when efforts must be funded in an advance
procurement timeframe in order to maintain a planned production schedule. For new development programs, the
planned production schedule should be based on a full funding basis without the use of long lead material. Planning
the program content this way provides additional flexibility should development delays arise. When advance
procurement is part of the program, however, the cost of components, material, parts, and effort budgeted for
advance procurement shall be relatively low compared to the remaining portion of the cost of the end item. Each
budget request for advance procurement shall represent, at a minimum, the termination liability associated with the
total cost of the long leadtime components, material, parts, and effort for which the advance procurement request is
being made. The termination liability should not cover the cost of the end item budgeted in the following fiscal
year(s). Thefull cost of components, material, parts, and effort included in the advance procurement request should
be budgeted in the FY DP consistent with full funding procedures. The budget requests will properly debit and credit
advance procurement budget requests as defined in Exhibits P-1, P-5, P-10 and P-40 instructions.

4.  Economic Order Quantity (EOQ) Procurement. EOQ isnormally associated with multiyear
procurements but can be requested for annualized procurements on an exception basis for unusual circumstances
(such as combined parts buys for a block of satellites). It isthe general policy of the Department of Defense not to
create unfunded contract liabilities for EOQ procurements. Rather, funding for EOQ procurements shall be included
in advance procurement budget requests unless an exception to the general policy is granted by the
USD(Comptroller). The EOQ procurement may satisfy procurement regquirements for no more than five program
years. Unlessit would be more effective to fully fund the EOQ, or the USD(Comptroller) has granted an exception
to the general policy to allow inclusion of EOQ costs in a cancellation clause, the advance procurement funding for
an EOQ procurement shall cover, at a minimum, the estimated termination liability of the EOQ procurement.

5. Relationship of Budgeting and Contracting. Anend itemisfully funded only when funds are
budgeted, programmed and available to cover the total estimated cost of the item at the time the procurement action
isbegun. Contracting, on the other hand, is a part of the execution phase or acquisition process within the
framework of a program. The number of contracts required to procure a defense system, the type of contract
awarded, and the timing of the award have no bearing upon whether or not anitem is fully funded. In executing a
program, no procurement of material or equipment, or work or services therefor, shall be directed or implemented
unless the full program amount is available, except for authorized economical order quantity (EOQ) and advance
procurement. For multiyear contracts, the test of full funding does not include the cancellation ceiling associated
with itemsin the FY DP to be procured in fiscal years not yet funded (that is, beyond the budget year). Multiyear
contracts may not be awarded unless the contract and the multiyear program are fully funded within the approved
FY DP funding.

010203 Multiyear Procurement.

A. Multiyear procurement (MY P). Thisisageneric term describing the process, planning, and contract
under which the government may contract for the purchase of supplies or services for more than one, but not more
than five, program years. Such a contract may provide that performance during the second and subsequent years of
the contract is contingent upon the appropriation of funds, and may provide for a cancellation payment to be made to
the contractor if such appropriations are not made. Multiyear procurements are budgeted and funded annually.

B. Statutory Requirements. Section 2306b of title 10 of the United States Code, section 806 of Public
Law 105-85, the FY 1998 DoD Authorization Act, and section 8008 of Public Law 105-56, the FY 1998 DoD
Appropriations Act, require that approval, initiation, and execution of a multiyear contract follow certain guidelines.

1. MYPapproval is predicated on:

. Substantial Savings. The use of a multiyear contract will result in substantial savings of the total anticipated
costs of carrying out the program through annual contracts.
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. Stability of Requirement. The minimum need for the property to be purchased is expected to remain
substantially unchanged during the contemplated contract period in terms of production rate, procurement rate, and
total quantities.

. Stability of Funding. Thereis areasonable expectation that throughout the contemplated contract period, the
head of the agency will request funding for the contract at the level required to avoid contract cancellation.

. Stable Design. Thereis a stable design for the property to be acquired and the technical risks associated with
such property are not excessive.

. Realistic Cost Estimates. The estimates of the cost of the contract and the anticipated cost avoidance through
the use of amultiyear contract are realistic.

. National Security. Use of a multiyear contract will promote the national security of the United States.
2. Inaddition to the approval criteria, Congress requires that:

. MY P contracts cannot be initiated for any system or component thereof if the value of the MY P contract would
exceed $500.0 million unless specifically provided for in an Appropriations Act and an Act other than an
Appropriations Act.

. Proposed legidation and funding must accompany the MY P request in the President's budget submission; or the
MY P request must be formally submitted as a budget amendment; or the Secretary of Defense must request MY P
approval in writing to the congressional defense committees.

. Congressional defense committees must be notified at least 30 days in advance of a proposed contract award
that: employs economic order quantity procurements in excess of $20.0 million in any one year of the contract;
employs advance procurement leading to a multiyear procurement contract that employs economic order quantity
procurement in excess of $20.0 million in any one year; or includes an unfunded contingent liability in excess of
$20.0 million.

* A multiyear procurement contract cannot be initiated for which the economic order quantity advance
procurement is not funded at least to the limits of the government’ s liability.

* A multiyear procurement contract must provide for production at not less than the minimum economic rate
given the existing tooling and facilities.

* A present value analysis must be used to determine the present value, or real worth, of the multiyear savings.
Comparing the multiyear contracting approach to a conventional annual-buy approach derives the savings.

*  The Secretary of Defense must certify to the Congress that the support costs associated with the multiyear
procurement with a value greater than $500 million are fully funded within the Future Y ears Defense Program
(FYDP). The Secretary of Defense in a March 23, 1998 memorandum delegated this certification to the USD
Comptroller. Components must submit the certification letter to the USD Comptroller at least 30 days prior to the
anticipated contract award for approval, signature, and transmittal to the congressional defense committees.

. Multiyear procurement contracts may provide for cancellation provisions to the extent that such provisions are
necessary and in the best interests of the United States. The cancellation provisions may include consideration of
both recurring and nonrecurring costs of the contractor associated with the production of the items to be delivered
under the contract. However, the Agency Head and the USD(C) must approve the inclusion of recurring costsin a
cancellation ceiling (see paragraph C below).

. Before any multiyear procurement contract that contains a clause setting forth a cancellation ceiling in excess of
$100.0 million may be awarded, the head of the agency concerned shall give written notification of the proposed
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contract and of the proposed cancellation ceiling for that contract to the congressional defense committees. The
contract may not be awarded until the end of a 30-day waiting period beginning on the date of such notification.

. MY P contracts cannot be terminated without a 10-day prior notification to the congressional defense
committees.

C. DoD Requirements.

e Theitem should be technically mature, normally having completed RDT& E (including devel opment testing, or
equivalent) and Initial Operational, Test and Evaluation (IOT& E), with relatively few changesin item design
anticipated. Deliveries of production itemswill indicate that the underlying technology is stable. This does not
mean that changes will not occur but that the estimated cost of such changes is not anticipated to drive total costs
beyond the proposed funding profile.

. Estimates should be based on prior cost history for the same or similar items or proven cost estimating
techniques. Normally, production assets should have been delivered in order to obtain actual costs for the
comparisons (exceptions include satellites and ships).

*  With the exception of funding for economic order quantity (EOQ) procurement and advance procurement for
long leadtime items as defined in section 010202, multiyear procurement contracts will comply with full funding.

»  Theinclusion of recurring costsin cancellation ceilings is an exception to normal contract financing
arrangements and requires approval by the Agency Head (FAR 17.106-3(e)) and the USD Comptroller.

*  Anexception, to be approved by the USD Comptroller, is needed to structure a contract with an unfunded
cancellation ceiling. Justification explaining why an unfunded cancellation ceiling is the chosen acquisition strategy
should be provided. Thisjustification should specify what costs comprise the unfunded cancellation ceiling and why
these costs are not funded under the full funding policy.

. Funds obligated for multiyear contracts must be sufficient to cover any potential termination costs. The costs
of cancellation or termination may be paid from (1) appropriations originally available for the performance of the
contract concerned; (2) appropriations currently available for procurement of the type of property concerned, and not
otherwise obligated; or (3) funds appropriated for those payments.

010204 Transportation

A. First Destination Transportation (FDT) is that transportation required to deliver production items
from the manufacturer’s plant or source of procurement to the first point of delivery where the Military Service or
Defense Agency takes possession and/or ownership of that item. The procurement source, as used herein, is any
supplier outside the DoD supply system or any DoD industrial activity that fabricates new materiel. The
procurement source or the first point of delivery may be in the Continental United States (CONUS) or overseas.
FDT is not applicable to components or items reworked by an industrial activity. In the case where the Government
accepts the production item at the manufacturer’s plant or source of production and legally owns the item, FDT
extends to the first point of delivery for either use or storage by the Military Service or Defense Agency. For
shipments destined to overseas locations that will enter the Defense Transportation System, FDT terminates at the
port of embarkation (CONUS or overseas).

B. Second Destination Transportation (SDT) is any transportation other than FDT.
C. Budgeting Responsibilities for Transportation
1. Transportation of Supply Management Materiel of the Defense Working Capital Funds.
Transportation among the 50 states is financed by the supply management business area responsible for the

shipment. Transportation of supply management standard items overseas is financed by the appropriation or fund
ordering the materidl if within the definition of FDT, otherwise it isfinanced as SDT. Transportation of DWCF
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nonstandard items overseas is financed in the same manner as transportation of standard items overseas except for
items that are shipped on a free-on-board (FOB) destination basis. In this case, the overseas shipment transportation
cost isincluded in the cost of the nonstandard item and no additional transportation charges should be incurred for
the overseas shipment.

2. Transportation of Items Procured by Other Than Procurement and O&M Appropriations, or
Defense Working Capital Funds. In general, FDT isfinanced by the appropriation, which financed acquisition of the
item, i.e,, RDT&E appropriations for RDT& E materiel and Military Construction appropriations for items that are
shipped to support such construction projects. All over-ocean shipment of subsistence items financed by the Military
Personnel appropriations is considered as an exception and is financed as SDT.

3. Transportation of Items Procured by Procurement Appropriations. FDT isnormally financed
by the Procurement appropriation that financed acquisition of theitem. SDT is normally financed by the Operation
& Maintenance (O& M) appropriations. The following additional guidance applies:

a.  Transportation costs integral to production contract price such as FOB destination
charges are considered part of the end item contract price and are financed by the procurement appropriation that
financed acquisition of the item.

b.  All transportation of government furnished equipment (GFE) and government furnished
materiel (GFM) prior to installation into an end item is considered FDT and is financed by the procurement
appropriation that financed acquisition of the item.

c.  Thetransportation of items that are not owned by DaD - such as nuclear materials and
warheads that DOE provides to DoD but DOE retains ownership - is considered FDT and is financed by the
procurement appropriation that financed the acquisition of the end item into which the item will be incorporated.

4. Transportation of Items Procured by O& M Appropriations. Transportation is financed by the
O&M appropriation according to the FDT and SDT definitions.

010205 Engineering Change Orders
Engineering change orders should be funded commensurate with the level of risk in the program.
010206 Factory Training

Factory training course costs for initial cadre training are considered investment costs and should be
budgeted and funded in the investment appropriation and the specific program used to procure the devel opment,
acquisition, or modification of the related end item. Temporary Duty (TDY)) travel costs of military or civilian
personnel attending factory training courses are funded in the Operation and Maintenance appropriations. Factory
training courses acquired for end items no longer in production are to be funded in the Operation and Maintenance
appropriations.

010207 Interim Contractor Support

Interim contractor support (ICS) is the maintenance and support of a new weapon system provided by a
commercial vendor pending transition to organic support. Because ICSisamajor component of the initial logistics
support of a newly fielded system and integral to program acquisition, ICS funding requirements should be budgeted
in the Procurement appropriations. However, ICSisintended to provide support for the brief period between initial
item deployment and the permanent organic support. All acquisition strategies should attempt to minimize ICS
requirements and duration. 1CS will only be funded in Procurement appropriations until the organic support date
specified in the acquisition program baseline is achieved. Continued funding of I1CS after the baseline support
transition date will be approved on an exception basis.
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010208 Commercial Off-the-Shelf (COTS) and Non-Developmental Item (NDI) Procurement

A. Items purchased directly from a commercial source that can be utilized without alteration or
modification are classified as COTS or NDI. All COTS and NDIs, including the first article and associated first
article acceptance testing should be funded in the Procurement or O& M appropriations, as determined by the
Expense and Investment criteria. If an end item requires design and development in order to accept the COTS or
NDI, then the entire effort isnot COTS or NDI, and funding for that effort should be budgeted in RDT&E. If a
COTSor NDI isrequired for RDT&E test purposes, the cost is funded in RDT&E.

B. Commercially available items that must be modified to satisfy user requirements are classified as
"modified COTS' or "modified NDI" articles. Inthisinstance, the first article, modification of the first article, and
first article testing should be budgeted in RDT&E. Follow-on purchases should be budgeted in the Procurement or
O&M appropriations, as determined by the Expense and Investment criteria. The number of first articles procured
will not exceed the quantity needed to conduct the acceptance tests.

010209 Sparesand Repair Parts

A. This Section provides instructions applicable to funding reguests for spares and repair parts procured
with direct appropriations in the Procurement Title.

1. Initial Sparesand Repair Parts. Initial spares and repair parts will include those repairable
components, assemblies, and subassemblies required asinitial stockage at all levelsincluding the pipeline to permit
fielding of new end items. Whole spare engines will be classified asinitial spares through the life of system.
Funding will be budgeted based on afirst year obligation rate of 92 percent.

2. War Reserve Spares and Repair Parts. War reserve material (WRM) spares and repair parts for
initial stockage will be budgeted in replenishment except for whole spare engines in accordance with the above
definitions. See Section 010215, Defense Working Capital Funds - War Reserve Materiel, for additional budgeting
WRM policies.

B. The Operation and maintenance (O&M) accounts will finance the purchase of depot level
reparables (DLRs) and consumable repair parts, primarily through the Defense Working Capital Fund (DWCF), for
maintenance of all Class I X equipment (excluding medical peculiar repair parts).

C. Spares budgeting can be aggregated by weapon system except for Selected Acquisition Report
(SAR) systems.

010210 Direct and Reimbursable Budget Plans.

A. Direct Budget Plan. This plan includes those items of materiel to be purchased for delivery to
service inventory and those procurement programs that support the acquisition of materiel for US forces. Financing
for the direct budget plan is derived from: new budget authority provided by the Congress, the transfer of resources
from other appropriations, and reimbursements. When dealing with reimbursements involving the sale of materiel,
three situations can arise:

1. Replacement-in-Kind. In thissituation anitem of materiel is sold and will require replacement
with an item of the identical type, model, and series or modified version of the same basic model (i.e., the sale of C-
130E aircraft and purchase of C-130E aircraft). In this situation the reimbursement from the sale will be included in
reimbursabl e financing and the buy-back of the item in the reimbursable program. There will be no reflection of this
transaction in the Direct Budget Plan. For an ammunition item, the replacement-in-kind policy permits replacement
of around with any round that provides the same warfighting mission capability, providing the round to be
purchased has been previously approved by the Congress for procurement, and the inventory objective presented to
the Congressis not exceeded.
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2. Replacement. Inthissituation anitem of materiel is sold and will require replacement to
compensate DoD inventories for the resultant loss of capability or readiness. Because of one or more circumstances,
the replacement item will not beidentical to the item sold. It must, however, be alater series or modified version of
the same basic model (e.g., sale of a C-130A aircraft and purchase of a C-130E aircraft) or an acceptable substitute
item used in the requirements computations (e.g. sale of an M-48 tank and purchase of an M-60 tank). In this
situation the reimbursement from the sale will be included under reimbursable financing but the buy-back of the
replacement item must be shown under the Direct Budget Plan and must comply with reprogramming requirements.

. Items sold from inventory with a unit cost less than $5,000 will be treated as a replacement-in-kind if an
improved model of the same end item is being procured, it provides the same warfighting capability, and the
inventory objective presented to Congress is not exceeded.

. If an itemis eligible for replacement or replacement-in-kind and is not replaced, the reimbursement should be
treated as a "free asset."

3. Free Assets. Inthissituation an item of materiel is sold and will not require replacement. All
free assets from FM S transactions are required to be deposited into the Miscellaneous Receipts of the US Treasury in
accordance with 10 U.S.C. 114(c)(2).

B. Reimbursable Budget Plan. This plan includes those items of materiel to be purchased for delivery
to and use by customers. These itemswill be included on the Exhibit P-45, Reimbursable Budget Plan. Financing
for the reimbursable budget plan is derived from:

*  Anticipated reimbursement based upon customer orders received for items (not stocked by or purchased for
procuring service use) to be purchased for direct delivery to a customer. (Direct citation of customer funds for
procurement against this type of order is encouraged where common components and/or common assembly with
service production of similar items are not involved.)

*  Anticipated reimbursement based upon customer orders received or to be received for items common to the
procuring service and customer, for direct delivery to the customer.

*  Where the materiel item isto be made available from on-order quantities under an existing contract of a
Military Department, the sales transactions will be reflected as reimbursable transactions. The quantities and costs of
the replacement procurement will be included in the reimbursable program.

*  Where the materiel itemisto be made available directly from a contract awarded after the date of the sales
agreement and the contract includes a particular quantity of the item to fulfill the sales agreement, the transaction will
be reflected as a direct cite transaction.

. In "Replacement-in-Kind" situations, the proceeds from the sale will be included under reimbursable financing
and the buy-back program will be included in the Reimbursable Budget Plan.

. In "Replacement” situations, the proceeds from the sale will be included under reimbursable financing but the
buy-back program will be included under the Direct Budget Plan (not the Reimbursable Budget Plan).

. Reimbursements from customer orders for secondary items, because of the nature of such commodities and
the way they must be managed, will always be treated as a generic category requiring, by definition, "replacement-
in-kind." Accordingly, the proceeds from such transactions will be included under reimbursable financing and the
buy-back of an equivalent value of such commodities will be included in the Reimbursable Budget Plan.
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010211 Budgeting for Information Technology and Automated I nformation Systems

A. Information Technology and Automated | nformation Systems that are not embedded in weapons
systems and/or major end item procurements are budgeted according to the investment and expense criteria (see
010201) and the appropriation or fund’s purpose.

B. Thefollowing guidelines are provided to help determine which appropriation to use:

1. RDT&E appropriations: Development, test and evaluation requirements, including designing
prototypes and processes, should be budgeted in the RDT&E appropriations. The RDT& E funds should be used to
develop major upgrades increasing the performance envel ope of existing systems, purchase test articles, and
conduct developmental testing and/or initial operational test and evaluation prior to system acceptance. In general,
all developmental activities involved in bringing a program to its objective system are to be budgeted in RDT&E.

» Reaching the objective system, as defined in the requirements documents, is a critical determinate. Some
software programs, particularly those following a spiral or incremental devel opment pattern, may be approved for
initial fielding even though the early capability is below the objective system requirements. The follow-on
development and test activities required to reach the objective system performance will be budgeted in RDT&E.

»  Commercial-off-the-shelf (COTS) systems that require engineering design, integration, test, and evaluation to
achieve the objective performance will be budgeted in RDT&E.

e Theacquisition, operation and maintenance of IT systems that are used exclusively to support RDT&E activities
will be budgeted and funded within an RDT&E appropriation.

2. Procurement appropriations: Acquiring and deploying a complete system with a cost of
$100,000 or more is an investment and should be budgeted in a Procurement appropriation. Complete system cost
isthe aggregate cost of all components (e.g., equipment and software) that are part of, and function together, as a
system to meet an approved documented requirement. For modification efforts, only the cost of the upgrade (e.g.,
new software, hardware, and labor) is counted towards the investment threshold. The total cumulative cost of the
systemis not considered when deciding what appropriation to use to fund modernization.

*  Procurement of fully developed and tested modification kits and associated installation, including labor costs
should be financed from Procurement appropriations. Equipment purchased after successful systemtesting and a
favorable fielding decisions should be bought with Procurement funding.

» Proprietary software carries a copyright from the vendor that prohibits duplication or modification.
Essentially, the purchaser is buying a license from the vendor to use the software on a particular system.
Proprietary software is an investment, subject to the expense-investment criteria, unlessit is financed on an "annual
fee" basis. Inthelatter case, it isan expenseitem properly financed in RDT&E or O&M. Software procurements
made under the Enterprise Software Initiative may be made through use of the Defense Working Capital Funds.

3.  O&M appropriations. Expensesincurred in continuing operations and current services are
budgeted in the O&M appropriations. Modernization costs under $100,000 are considered expenses, as are one-
time projects such as devel oping planning documents and studies.

»  Softwarereleases categorized as iterations on the basic release and not involving significant performance
improvements or extensive testing are considered a maintenance effort. Minor improvements in software
functionality which are accomplished during routine maintenance may also be O&M funded.

e Items purchased from a commercial source that can be used without modification (e.g., COTSand

nondevel opmental items) will be funded in either the Procurement or O&M appropriations, as determined by the
expense and investment criterion.
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4. ThelT systems developed and acquired through the Defense Working Capital fund will be
reflected in the Capital Budget if the system is $100,000 or more. Systems costing less than $100,000 are funded
through the Operating Budget.

5. Capitalization of Software Cost. For accounting purposes, the total cost of software should be
capitalized when the total cost of the system exceeds the Department’ s capitalization threshold amount, which is
currently $100,000. Capitalization of software is not dependent on the appropriation used to fund its purchase or
development. Further information on capitalization may be found in the DoD FMR, Volume 4, Chapter 6,
paragraph 060210.

010212 Research, Development, Test and Evaluation (RDT&E) - Definitions and Criteria

A. Definitions. The term "research and development (R&D)" isintended broadly to include the work
performed by a government agency or by private individuals or organizations under a contractual or grant
arrangement with the government. It includes R&D in all fields, including the physical sciences, engineering, etc.

1. Researchissystematic study directed toward fuller scientific knowledge or understanding of
the subject studied.

2. Development is systematic use of the knowledge and understanding gained from research, for
the production of useful materials, devices, systems, or methods, including the design and development of prototypes
and processes.

B. General Criteria. When, after consideration of the following criteria, there is doubt as to the proper
assignment of costs between appropriations, the issue should be resolved in favor of using RDT&E funding. In
general, the types of costs to be financed by RDT& E and related appropriations are:

1. RDT&E Appropriations

a. RDT&E will finance research, development, test and evaluation efforts performed by
contractors and government installations, including procurement of end items, weapons, equipment, components,
materials and services required for development of equipment, material, or computer application software; its
Development Test and Evaluation (DT&E); and its Operational Test and Evaluation (OT&E) as provided for in
paragraph C.5. (Test Articles and Test Support) below.

b. Theoperation of R&D installations and activities engaged in the conduct of R&D
programs, including direct and indirect efforts, expense and investment costs.

c. Theacquisition or construction of industrial facilities costing |ess than $500,000 at government owned,
government operated (GOGO) facilities under the criteria of DoD Directive 4275.5 as provided for under

10 U.S.C. 2805 (unspecified minor construction). Use of RDT&E funds for acquisition and construction at
contractor owned or contractor operated government facilities is authorized under 10 U.S.C. 2353, Contracts;
Acquisition, Construction, or Furnishings of Test Facilities and Equipment.

2. Related Appropriations

a  All construction at R&D installations and activities other than that covered above will be
funded in the Military Construction appropriations.

b. Equipment and material approved for production and intended for operational use or
inventory upon delivery will be funded in the Procurement appropriations. Product improvement within the current
performance envelope on systems in production, will be funded in the Procurement appropriations as long as no
development or operational tests by an independent operational test agency are required.
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c.  Family housing construction, operation and maintenance at R& D installations and
activities will be funded in the Family Housing appropriations.

d. Expensesof Headquarters R& D management, organizational management analyses, test
and evaluation for system sustainment personnel and command support, and product improvement within the current
performance envelope for systems out of production will be funded in the Operation and Maintenance (O& M)
appropriations.

C. Specific Determinations. Additional details on the determination of proper funding for specific
items or efforts are provided in the following paragraphs.

1. Organizational Funding Criteria

a. TheRDT&E appropriation will finance expenses and investments for the operation and
maintenance of R& D organizations, equipment (including R& D aircraft, ships and ship-type vehicles), installations
and activities (including those operated by contract).

b. Expensesfor the support of tenant activities will be funded in accordance with the
following:

(1) Expensesfor the support of tenant activities at R& D installations and activities will
be RDT&E funded by the host activity, pending the establishment of reimbursable arrangements. Subsequent to the
establishment of reimbursable arrangements, expenses for the support of the tenant will be funded by the tenant or as
mutually agreed with the host.

(2) Where reimbursable arrangements exist, expenses for the support of R&D activities
or organizations that are tenant activities at installations having a primary function other than research, devel opment,
test and evaluation will be funded by RDT&E.

(3) Expensesfor the support of R&D activities or organizations which are tenant
activities at installations having a primary function other than R& D will be funded by the host, pending the
establishment of reimbursable arrangements.

c. Expensesof R&D management and administrative organizations at major systems
commands, headquarters organizations and administrative organizations at DoD component departmental
headquarters levels (except for the Defense Advanced Research Projects Agency and the Ballistic Missile Defense
Organization) will be financed in the Operation and Maintenance (O& M) appropriations.

d. Expensesand investments for the operation and maintenance of major range and test
facilities, as defined under DoD Directive 3200.11, that conduct devel opmental and operational testing as a primary
mission as determined by workload, will be financed by the RDT& E appropriation. Major range and test facilities
that primarily support testing after system acceptance for operational use or training exercises will be financed in the
O&M appropriations.

e. Costs of evaluating organizational structure and distribution of function, administrative
operating policies, procedures, methods and systems (management studies) and applications of the management
sciences to improve effectiveness in carrying out assigned functions are financed in the O& M appropriations.

f.  Expenses of operational military forces having a primary mission other than R& D and not
specifically assigned to R& D that may, from time to time, be engaged in or support R& D activities, will be funded in
the O&M appropriations.

2. Facilities Construction and Modification. When it is determined that DoD financing of real
property projectsis required, the projects shall be programmed, budgeted, and financed as follows:
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a  Government-Owned, Government-Operated (GOGO) Facility on Government Land.
When GOGO property is to be constructed on government-owned land, such construction will normally be financed
as a Military Construction project. Construction of facilities for RDT& E costing $500,000 or less may be funded
with RDT&E appropriations. Such expenditures are authorized under 10 U.S.C. 2805 (unspecified minor
congtruction). All minor construction must result in a complete and usable facility. In no event are two or more
construction projects or minor and major construction projects to be contrived to be a usable facility. Construction
projects at R& D installations and activities whose costs are greater than $500,000 will be financed by the Military
Construction appropriation in accordance with Chapter 6.

b. Government-Owned, Contractor-Operated (GOCO) Facility

(1) When the GOCO facility is on amilitary installation (post, camp or station) the
primary funding is the Military Construction appropriation. However, if the facilities are contractor-operated, and
the contractor is solely responsible for the complete and total operation and maintenance of the facility complex,
construction may be financed in Procurement or RDT& E in accordance with DoD Directive (DoDD) 4275.5 and
10 U.S.C. 2353 criteria. Improvements having general utility or new construction are not authorized under
10 U.S.C. 2353.

(2) When GOCO facilities are constructed on government property other than a military
installation, the Procurement or RDT& E appropriation will finance the construction in accordance with
DoDD 4275.5 criteria.

c.  Contractor-Owned, Contractor-Operated Facility. Under 10 U.S.C. 2353, aresearch or
development contract may provide for the acquisition, construction, or furnishing of facilities and equipment that are
necessary for the performance of the contract to the contractor. Improvements having general utility or new
congtruction are not authorized under 10 U.S.C. 2353. Fecilities that would not be readily removable or separable
without unreasonable expense may not be installed or constructed on property not owned by the government, unless
the contract contains:

(1) A provision to reimburse the government for the fair value of the facilities;
(2) An option for the government to acquire the underlying land; or

(3) An dternative provision that protects the interests of the United Statesin the
facilities.

d. All proposed RDT&E real property facilities will be identified to Congress in accordance
with Chapter 5, Section 050402.

e.  TheFamily Housing appropriation will provide for Family Housing construction and
Family Housing O& M at R&D installations and activities.

3. Equipment. RDT&E appropriations will finance the development, design, purchase,
installation, and acceptance testing of equipment or instrumentation required to support RDT& E activities. Costs of
specialized equipment and instrumentation required for the support of research, development, test and evaluation
contractor effort at government-owned, contractor-operated (GOCO) activities will be financed in RDT&E. DoD
Directive 4275.5 applies. Installation costs include directly related foundations, shielding, environmental control,
weather protection, structural adjustments, utilities and assets. Installation costs are excluded from RDT& E
financing if the effort is accomplished concurrently with a military construction project, and in these instances, the
military construction appropriation finances the installation cost. To the extent that the equipment installation occurs
at a government activity and the cost exceeds $500,000, no new facility or physical outer dimension expansion to an
existing facility shall result from an RDT& E-funded equipment installation project.
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4, Establishment of Pilot Line and Tooling Requirements

a.  The costs associated with establishing an initial pilot line, which are necessary to acquire
alimited number of representative items for test purposes, including the test items, will be financed by RDT&E. Al
items and costs associated with maintaining the initial pilot line beyond the quantity sufficient to test for operational
acceptability will be financed from other appropriations.

b.  When an end item under development has a so been approved for procurement,
operational use, or included in the force structure, then hard tooling requirements common to both the devel opment
and procurement phases will be financed by Procurement appropriations. When an end item under devel opment has
not been approved for procurement, operational use, or included in the force structure, then tooling and other
preliminary production facilities required to produce realistic development items for test and evaluation will be
financed by RDT& E, even though such tooling and facilities might later be used for production.

5. Test Articles and Test Support

a.  Asagenerd rule, the procurement of test articles and test support, including " Special
Support" costs and " Command Support” costs (see Glossary), for all RDT&E tests preceding and leading to
acceptance for operational use will be RDT&E funded. Test articles and components or materials to be assembled
into test articles shall be budgeted in accordance with the need for them in the development and test program.
Purchases of fully configured or near fully configured test articles (e.g., off-the shelf drones) should be budgeted in
accordance with the need for full units to test.

(1) Development and preproduction prototypes (RDT& E financed) will be used for
Developmental Test and Evaluation (DT&E), including scientific, technical and weapons effectstests. DT&E
programs must provide complete and reliable data that can be used to estimate the military utility of new itemsasa
basis for considering decisions to continue engineering development. To thisend, it is essential to plan, program,
budget and fund for an adequate number of R& D articles for development, test and evaluation that will be fabricated,
manufactured or produced in arealistic preliminary production manner and thus provide such data.

(2) Development and preproduction prototypes (RDT& E financed) will be used for
OT&E. When so used, they must be sufficiently representative of the expected production items' to provide from
OT&E avalid estimate of production items operational effectiveness and suitability (including compatibility,
interoperability, reliability, maintainability, and logistic and training requirements).

(3) Low RateInitial Production (LRIP) assets. LRIP, as defined in DoD 5000.2-R, isto
provide production configured or representative articles for operational test (RDT& E funded, see paragraph (2));
establish aninitial production base for the system (procurement funded); and permit an orderly increasein
production rate for the system (procurement funded). If the asset requires developmental or operational testing by an
independent operational test agency, then it should be procured with RDT& E funds. If the asset, originally procured
for testing, will subsequently be fielded, procurement must be used. The LRIP quantity will be determined as part of
the Engineering and Manufacturing Development (EMD) approval (Milestone I1). RDT&E fundswill be budgeted
to procure the items required for operational test to facilitate the testing of LRIP assetsin the EMD phase. LRIP test
articles must be specifically identified in the budget documentation. Should LRIP items beyond the test quantity be
required, they would need to be included in the Milestone Il decision and a determination made at that time. Ships
and space systems do not have LRIP periods like other systems. Special guidance relating to the transition of ships
and space systems from RDT&E to Procurement is provided in paragraph 9 of this section.

b.  Conduct of testing that is not associated with RDT&E, or testing conducted after fielding
or acceptance for operational use, such as the examples noted below, will be financed in the Procurement or O& M
appropriations, as appropriate.

(1) Acceptance, quality control and surveillance testing of articles obtained for other
than RDT& E purposes.
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(2) Routine testing in connection with logistic support.

(3) Testing related to the operation and maintenance of equipment and material
acquired for use under appropriations other than RDT&E.

(4) Testing required to prove the capability of facilities to produce items which have
been approved for production will be funded by procurement as part of theinitial acquisition cost.

¢c. Theacquisition of commercial or nondevelopmental items for testing and operational
evaluation that do not require RDT& E engineering, design or integration effort will be financed by O&M or
Procurement appropriations (as determined by the Expense and Investment criteria). O& M appropriations will
finance personnel and command support costs for test and evaluation of commercial and nondevel opmental items by
field units for doctrine, operational, or organizational purposes. If the commercially available item is modified and
requirestesting prior to approval for service use or inventory it isto be funded in RDT&E as are all devel opmental
items.

d. Articles (including end items, weapons, egquipment, major test vehicles such as ballistic
missile boosters or upper stages, components and materials) of types regularly procured to meet established general
requirements such as operational training, operational use, or inventory which are assigned or allocated on a priority
basis for usein support of approved R& D programs and which are not consumed in testing, may be financed by
Procurement or O& M appropriations using the expense and investment criteria. 1n addition, excess items that can be
made available on a priority basis from existing inventory will be reassigned for usein R&D test and evaluation
programs without reimbursement. However, all items, expected to be consumed in R& D test and evaluation will be
financed by RDT& E appropriations.

e.  Consumable rounds of ammunition or rounds of similar tactical missiles otherwise
procured in quantity for inventory under existing procedures, may be issued on a priority basis for usein R&D
testing without reimbursement.

f.  Theacquisition of test articles will be financed by O&M or Procurement appropriations
(as determined by the Expense and Investment criteria), and personnel and command support costs will be financed
by O&M appropriations for all test and evaluation (T& E) subsequent to acceptance for operational use and T& E to
demonstrate the operational employment or develop operational tactics (i.e., subsequent to RDT& E efforts).

6. Madification and Refurbishment of Test Articles.

a.  Costs associated with modifying or reconfiguring an existing item for R&D test purposes
will be funded in RDT&E. When an item that has been diverted from another use is not consumed in R&D testing,
any costs necessary to return the item to serviceable condition or to its pre-existent configuration will be financed in
RDT&E.

b. If anarticleinitially acquired with RDT& E funds as part of an RDT& E test effort is still
available at the completion of the test program, it may be reassigned for operational use or inventory. The cost to
modify such an article for operational use would be borne by the Procurement and O& M appropriations, as

appropriate.

7.  Product |mprovement

a.  "Product improvement” of major end items and major components of mgjor end items
currently in production or in the operational inventory, is subject to the following:

(1) Redesign of an item to increase the current performance envelope, including related
development, test and evaluation effort, will be financed in RDT&E.
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(2) Engineering services or related manufacturing efforts applied to an item currently in
production to extend its useful military life within the current performance envel ope should be funded by
Procurement appropriations as long as no developmental testing (DT) or operational test and evaluation (OT&E) by
an independent operational test agency isrequired. If DT or OT&E by an independent operational test agency is
required, RDT& E finances the improvement. The phrase "an item currently in production” implies that the item has
end item procurement funding in the year the product improvement effort isto take place.

(3) Engineering services or related manufacturing efforts applied to an out-of-
production, but still operational item to extend its useful military life within the current performance envel ope should
be financed by O& M appropriations as long as no developmental testing (DT) or operational test and evaluation
(OT&E) by an independent operational test agency isrequired. If DT or OT&E isrequired by an independent
operational test agency, RDT& E finances the improvement.

b.  While existing off-the-shelf equipment may be procured with Procurement funds, items
that require engineering design, integration, test, or evaluation effort shall be procured with RDT&E fundsin
sufficient numbers to support such effort.

c. Costs of fully developed and tested modification kits and associated installation costs
should be financed from Procurement appropriations. If DT or OT& E by an independent operational test agency is
required, RDT& E finances the RDT& E effort and the kits required for RDT&E testing. Procurement funds would
then be used to procure the follow-on kits.

d. Aircraft engine component improvement costs are budgeted in the RDT& E
appropriations to provide for continuing improvements in the aircraft engines in the areas of reliability,
maintai nability, durability, correction of Service-revealed deficiencies, safety of flight, time-between-overhaul, etc.
"Component Improvement” is established at the point in time when:

(1) There has been a Government acceptance of the first procurement funded engine,
and

(2) The engine has successfully completed stringent qualification or verification testing
to demonstrate initial production suitability subject to:

(8 Compliance with contractual specifications, performance guarantees and
military specifications, as applicable to individual Service requirements;

(b) Completion of endurance testing representative of the anticipated Service use
to include completion of specified post test inspections, certification, and penalty runs;

(c) Demonstration of prescribed performance capability; and

(d) Accomplishment of prescribed durability, reliability, and environmental
testing.

8. Ships and Ship-type Vehicles

a.  Anexperimental test bed type of ship or an experimental ship will be financed by
RDT&E appropriations. Thiswill include all such experimental ships required to support an approved R& D
program or for the purpose of experimenting with new or radical ship concepts or to demonstrate the military
usefulness of new ship designs, configurations or fabrication techniques, when the ship-type test vehicle itself can be
predicted to be consumed or expended in testing, or to have little or no operational usefulness in the force structure.
Prototype ships, when designated by the Secretary of Defense, are included.

b. A ship of demonstrated, conventional concept and design having a high probability of
military usefulness and inclusion in the force structure, even though first of a class, will be constructed using
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procurement funds. A ship of demonstrated conventional concept and design temporarily or permanently assigned
from inventory to support R& D effort will be furnished without reimbursement, but the cost of providing all R&D
types of equipment or instrumentation, the cost of "nonstandard” modifications of the ship required to make the ship
suitable for R& D support, as well asthe cost of any related restoration to conventional or operational ship conditions
upon release from assignment to R& D, will be financed by RDT& E appropriations.

c.  Preliminary or contract design for new ship construction will be financed by RDT& E
appropriations, including contractor and "field activity" effort costs. Detail design for ships appropriate for
procurement funding will be funded by procurement accounts.

d. Land-based or sea-based combat system test installations will be financed by RDT& E
appropriations.

9. Space Systems. Like shipbuilding programs, most space programs do not include dedicated
test articles once they have entered the engineering and manufacturing development phase. The following guidance
describes the circumstances in which RDT& E funds may be used for the acquisition of operational space systems.

a. Expendablelaunch vehicles. The first rocket of a new design is normally used to launch
an operational satellite into orbit. This rocket may be financed with either RDT&E or Procurement appropriations.
The second and subseguent expendable launch vehicles shall in all cases be financed with Procurement
appropriations. The full funding policy shall apply to all expendable launch vehicles budgeted in Procurement
appropriations.

b. Satellites. Thefirst satellite of anew design is normally placed into operational use. For
programsin which satellites are launched individually, the first two satellites may be financed with either RDT&E or
Procurement appropriations. The third and subsequent satellites shall in all cases be financed with Procurement
appropriations. For programs in which multiple satellites are launched with a single rocket, the satellites comprising
the first launch may be financed with either RDT&E or Procurement appropriations depending upon which
budgetary approach is most consistent with the contract structure. Satellites for the second and subsequent launches
shall in all cases be financed with Procurement appropriations. The full funding policy shall apply to all satellites
budgeted in Procurement appropriations. It is expected that satellite programs will make frequent use of advance
procurement, combined parts buys, and multiyear contracts to efficiently use funds within the context of the full
funding policy. To achieve these efficiencies, advance procurement funding may be budgeted two years (and, inrare
instances, three years) prior to the year of full funding. The total advance procurement funding for a satellite should
not exceed 20 percent of the unit cost of the satellite.

c.  Ground Control and Ground Processing Systems. The design and implementation of
ground control and ground processing systemsis an integral part of the development of new satellite systems. The
entire cost of the primary ground system (including off-the-shelf workstations, power supplies, etc., but not including
military construction) shall normally be financed with RDT& E appropriations. The cost of backup ground systems
shall be financed with Procurement appropriations, and the full funding policy shall apply.

d. User Terminals. User terminals for space systems shall transition from RDT&E to
Procurement in the same manner as non-space-related communications and el ectroni cs equipment.

10. Training Devices. A training deviceis composed of components and software that have been
designed or modified to demonstrate or illustrate a concept or simulate an operational circumstance or environment.
Theinitia or prototype training device and all its support costs through service acceptance for operational use will
be funded in RDT&E. RDT&E will not fund beyond the initial system unless more than one full system is required
to demonstrate the training device performance. The initial or prototype training device that employs new or off-the-
shelf computers and system components, but has training system unique software and interface components, will be
developed and procured with RDT& E funds. Typically, these training devices have small quantity regquirements and
theinitial or prototype deviceis used for operational training. Modifications or updates to existing training devices
will normally be funded in the applicable Procurement or O& M appropriation, subject to the expense and investment
criteria. Any necessary development effort for these modifications or updates will be funded in RDT&E.
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11. Joint Test and Evaluation

a.  Joint Test and Evaluation (JT&E) refersto T& E conducted jointly by two or more DoD
components as directed by the Director, Strategic and Tactical Systems (OUSD/S&TS). JT&E will be conducted to
test and evaluate capabilities of developmental and deployed systems in ajoint environment, to evaluate joint
operations concepts, and to determine requirements and interoperability of systems and forces. Testing will be
accomplished in realistic operational conditions when feasible and essential to the evaluation. Testing will bein
accordance with established joint doctrine and will be consistent with the assigned missions of the participating
Components. Tests involving alternative concepts, organization, tactics, or procedures will be coordinated with the
Components and The Joint Staff. Assuch, JT&E should not be construed to encompass the DT&E or OT&E efforts
for weapon system acquisitions. Further, OUSD/S& T S-directed JT& E does not include that joint testing initiated by
and mutually agreed to by two or more Components for their own purposes.

b. Funding for OUSD/S& TS-directed JT&E isfinanced in the Operational Test and
Evaluation (OT&E), Defense appropriation (program element 0605804D). The costsincurred are for the direction,
supervision, and performance of JT& E and will be for those areas that are unique to the needs of the JT& E. In the
accomplishment of Joint Tests, the Components will be reimbursed from these funds for those unique costs as
defined in the Glossary of Terms. When directed as Executive Agent for a particular JT& E, the Component will be
responsible to the Secretary of Defense for ensuring that all resources necessary for the successful accomplishment
of the JT& E are available to the Joint Test Director (JTD). Thisincludes administrative management support and
facilitiesfor the JTD. The Components support costs (O& M, Procurement, and RDT&E) are to be programmed
and budgeted in accordance with established budgetary procedures.

12. Manufacturing Technology. The Department of Defense Manufacturing Technology program,
which demonstrates factory application of new or improved technology in producing defense items, will be financed
in the RDT& E appropriations.

13. Development Efforts Related to Future L eased Services. When the provider of aleased service
that will ultimately be financed in O& M requiresinitial funding in order to design or develop major changes or
improvements to meet the government’ s requirement for that service, then the costs of such development efforts will
be financed in RDT&E.

14. Subsystem Integration into Weapon Systems. Research and development necessary for the
integration of subsystems into weapon systems should be financed from the weapon system program. For example,
the R& D cost of integrating an electronic warfare black box into an aircraft should be borne by the aircraft R& D
program.

15. Engineering change orders should be funded commensurate with the level of risk in the
program.

010213 RDT&E - Incremental Programming and Budgeting Basis

A. Purpose ThisChapter specifiesthe principlesto be followed, and establishes the criteria and
definitions to be used, in the preparation of the annual Research, Development, Test and Evaluation (RDT&E)
budget estimates on an incrementally funded basis. The incremental budgeting policy provides that only those funds
required for work in a given fiscal year shall be included in the RDT& E budget request for that fiscal year for most
classes of effort.

B. Policy Theannua budget estimates for Research, Development, Test and Evaluation (RDT&E)
projects and programs, including developmental and operational test and evaluation programs, are to be prepared on
an incrementally programmed basis (as opposed to the fully funded program basis used in preparing procurement
budget estimates.

C. Guidance
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1. Thebudget request for DoD projects and programs will be developed and presented in
accordance with the following principles:

a.  Annua estimates of initial financing needed for new major weapon systems and other
development programs and projects requiring several years to complete, and which involve contracts spanning more
than one year, should be formulated to cover costs expected to be incurred during each fiscal year. Generaly this
will represent a 9-month or lesser period for the initial, first year increment of a new start program due to the nature
and timing of the congressional budget approval. The second and succeeding increments will be programmed and
financed for the entire fiscal year. However, the Service or Defense Agency Comptroller must approve extensions of
up to 3 months beyond the end of the fiscal year for which funds are requested. In thisregard, DoD components
should make every effort to align subsequent years' funding requirements on an annual basis coincident with the
fiscal year, although it is recognized that there may be circumstances where this will not be feasible. The estimate of
the financing required in the budget year to continue devel opment projects must always take into account any
changes (such as dippage’s) that have occurred. RDT& E funding requirements should be based on forecasted
obligations that consider costs and timelines for each milestone and other programmatic event.

b.  There are requirements in which there is no logical way to divide the work; it is clearly
unfeasible to limit the contract to a shorter period; or the planned technical effort is such that no responsible
contractor can be found who will accept a contract for aless-than-completion increment. For these type efforts that
take longer than 12 months but less than 18 months, the Service or Defense Agency Comptroller may approve
financing the total requirement in one fiscal year.

c.  Whileitisintended that the foregoing guidelines will be applicable to program execution
aswell as program formulation, there may be circumstances that could delay the start of an annual increment (such as
legal, administrative, or technical problems). The 2-year availability of funds authorized for the Research,
Development, Test and Evaluation appropriation provides the necessary flexibility for program execution in those
circumstances.

d. Engineering change orders should be funded commensurate with the level of risk in the
program.

2. Special Termination Cost Clause (STCC). DoD FAR Parts 249.50170 and
252.249-7000 permit the use of STCC in fixed-price incentive contracts and incrementally funded cost
reimbursement contracts. If contracts containing an STCC are terminated before completion, the special
termination charges are covered by the unobligated balance of the applicable appropriation, subject to any
congressional approval required for reprogramming. The extent to which the STCC can be used is limited to the
ability of the Service or Agency to cover expected termination costs from unobligated balances. A recordable
obligation under the STCC arises when the contract is actually terminated. If a proposed STCC would require an
above threshold reprogramming action when a program is terminated, the approval to use the STCC shall be
obtained from the USD (Comptroller) before the contract or contract modification is awarded. All STCCs,
regardless of dollar amount, require prior notification of the House and Senate Appropriations Committees.

010214  Defense Working Capital Funds - Oper ating Budget

The operating budget represents the annual operating costs of an Activity or Component, including
depreciation and amortization expenses. Detailed requirements and guidance can be found in Chapter 9.

010215 Defense Working Capital Funds - Mobilization/Surge Costs

A. Separate funding is provided for those costs related to mobilization and wartime surge capacity that
would not otherwise be incurred to meet peacetime requirements. The prices of services and products provided to
peacetime customers exclude these costs, to more appropriately reflect consistent pricing between competing
activities. Similarly, better visibility of surge or readiness requirementsis provided to decision makers at every
level. These”mobilization” costs, athough funded and justified as non-Fund direct appropriation to Component
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budgets, are elements of business area costs and must be fully justified on the SM-3 and Fund-8 schedule. Detailed
reguirements and guidance can be found in Volume 2B, Chapter 9, paragraph 090103F(2).

B. Unutilized capacity that is associated with the ability to satisfy a projected surge capability is
considered a mobilization requirement that is to be funded by appropriated funds provided by the DoD Component
having management responsibility for the Fund activity. Costs applicable to unutilized plant and egquipment, such as
depreciation, or maintenance, are not to be charged to the customers of the Fund activity.

C. Thejudtification for costs related to mobilization and wartime surge capacity must identify the
scenario assumptions or other basis for the requirement under which these costs were calculated. Additionally, a
description of how these costs will be collected and accounted for in execution must be provided. The UPC Funding
Exhibit Fund-30 will be used to support the request for UPC Funding.

D. Volume 2B, Chapter 9 provides additional guidance and instructions associated with
mobilization/surge requirements.

010216 Defense Working Capital Funds- War Reserve M ateriel

War reserves are procured and maintained to meet wartime requirements as determined by the Defense
Guidance. These costswill be funded with direct appropriations in the Components' budgets, not through customer
rates. However, since the war reserve materiel will be under the management of supply management businesses, war
reserve requirements will also be described and justified on the SM-3 and Fund-8b. In addition, an new exhibit,
SMI--6 War Reserve Material, will be prepared by the Components to justify WRM Requirements. Detailed
requirements and guidance can be found in Volume 2B, Chapter 9.

010217 Defense Working Capital Funds - Military Personnel Costs

A. Military personnel costs have been included in revolving funds since FY 1991. This change was
made to ensure that the total costs of the business were being captured. The cost of military personnel assigned to
DWCEF activitieswill beincluded in the total cost of operations of DWCF activities at civilian equivalent rates and
reflected in the stabilized rates charged to customers. This policy is based on the concept of total costing, whichis
designed to ensure that the total cost of producing products and servicesis being identified to both DWCF activities
and customers.

B. Theamount expensed for military personnel by DWCF activities and the amount reimbursed to the
appropriate military personnel will be the same as the amount budgeted. The budget amount will equal the average
strength multiplied by the civilian equivalency rate for each grade. The average strength for the budget year(s) will
be calculated using the average fill rate for the three prior years. Thefill rateis calculated by dividing actual average
strength by the authorized strength for each grade. No adjustments will be made to the DWCF cost of operations to
reflect the actual cost of military personnel employed by DWCF activities.

C. SeeVolume 2B, paragraph 090103G, for budget formulation, execution, and reimbursement
procedures.

010218 Defense Working Capital Funds - Full Recovery of Costs/Setting Prices
A.  General Guidelines

1 All business areas in the Fund are required to set their prices based upon full cost recovery,
including all general and administrative support provided by others. Prices are established through the budget
process. Except for Depot Maintenance and Central Design Agent Activity Groups, prices remain fixed during the
year of execution; actual costs are evaluated against revenue generated by workload at established prices; and the
financial condition of the business assessed accordingly. Profits or losses will be determined at the end of the year
and will be employed as a basis for evaluating operating efficiency.
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2. Pricesfor every Defense Component business activity are established for each fiscal year.
Once established, these prices are held constant (stabilized) through program execution. This stabilized rate policy
serves to protect customers from unforeseen inflationary increases and other cost uncertainties and better assures
customers that they will not have to reduce programs to pay for potentially higher than anticipated prices. Inturn,
this policy allows activities to execute the budgeted program level and permits a more effective utilization of Fund
resources.

3. Pricesfor the budget year(s) will be set to recover costs over the long run. This means that
prices will be set to achieve an Accumulated Operating Result (AOR) of zero. During budget execution, business
areas will have either a positive or negative Net Operating Result. Accordingly, pricesin the budget year will be set
to either make up actual/projected losses or to give back actual/projected gainsin the budget year(s).

4.  Anactivity group may request that AOR losses be recovered over atwo year period. The
request must be included in the budget submission, may recover no more than 50% of the loss in the second year,
and must demonstrate that the delay in the recovery of losses will not adversely effect the cash balance of the activity

group.

5. Inthe supply management businesses, the price setting process will be consistent with the rate
changes approved during the budget review.

B. Recovery of Unplanned Lossesin Depot Maintenance and Central Design Agent Activity Groups

1.  Unbudgeted Depot Maintenance or Central Design Agent operating losses and operating gains
of $10 million or more per activity group will be recouped or returned as appropriate, in the current fiscal. Thisrate
adjustment will increase financial discipline, encourage depot commanders to implement cost controls more rapidly,
provide the right incentives to set rates correctly in the budget, eliminate the routine use of advance billing to cover
execution losses, and improve operational efficiency.

2. The established procedures will impose a surcharge on customer bills to recoup losses. The
amount of the losses to be recouped will be determined at the first budget execution review meeting of the fiscal
year. Additional adjustments will be determined during the mid-year review and Budget Estimates Submission
(BES) review, as needed. Customerswill be required to absorb or finance all cost increases.

C. Detailed requirements and guidance can be found in Chapter 9.
010219 Defense Working Capital Funds - Capital Budgeting

A. Budgetary resources for capital investments will be separately identified in an approved capital
budget. Any investment in equipment, other than information systems and tel ecommuni cations equipment,
information systems and telecommuni cations resources, software development, and minor construction investments
having a value of $100,000 or more, and having a useful life of two years or greater, will be funded through the
capital budget and its costs will be depreciated over a predetermined period. The $100,000 threshold is based on
congressional actions and policy. Depreciation of capital equipment will be fully reflected in the operating costs and
rates of Fund businesses.

B. Minor Construction

1. Minor Construction projects costing $100,000 but less than $500,000 will be funded through
the capital budget and depreciated.

2. Effectivein FY 1996, 10 U.S.C. 2805(c)(1) was amended to increase the threshold for
unspecified military construction projects funded by appropriations available for operations (including DWCF) and
intended solely to correct a deficiency that is life-threatening, health-threatening, or safety-threatening from
$300,000 to $1,000,000.
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3. Effectivein FY 1996, 10 U.S.C. 2805(c)(1)(B) was amended to increase the threshold for
minor construction projects from $300,000 to $1,000,00 for activities designated under the DoD Laboratory
Demonstration Program. Fund activities may be designated to participate in the DoD Laboratory Revitalization
Demonstration Program. The authority for the Laboratory Revitalization Demonstration Program expires on
September 30, 1998.

4.  Project planning and design costs are considered a capital investment cost that is capitalized by
the DWCEF activity and financed in the minor construction portion of the capital budget. Planning and design costs
are not included as part of the statutory threshold for minor construction projects.

5. SeeVolume 2B, paragraph 090103, for budget formulation and execution procedures.

C. Depreciation

All capital assets owned by activities in the Fund will be depreciated or amortized by the individual
Component business area. Depreciation will be on a straight-line basis and based on the acquisition cost, less
residual value when residual value is expected to be 10 percent or more of the acquisition cost, including installation
and related costs.

1. Thefollowing isthe depreciation schedule assets acquired prior to October 1, 2000:

- Facilities construction (including minor construction) projects - 20 years

- Equipment Purchases, Other than information systems and Telecommunications Equipment -

10 years
- Information systems and Telecommunications Resources - 5 years
- General Purpose Vehicles - 5 years
- Externally Developed Software - 5 years
- Internally Developed Software — 10 years (For projects implemented beginning in FY 1998).
2. For assetsacquired on or after October 1, 2000, see FMR Volume 4, Chapter 6, paragraph
060206l

010220 Defense Working Capital Funds - Base Support

Interservice and intragovernmental support, as identified in DoDI 4000.19, is reimbursable by the DWCF activity to
the extent that the specified support for the DWCF activity increases the host activity’s direct costs (i.e., incremental
direct cost). Costs associated with common use infrastructure are non-reimbursable, except for support provided
solely for the benefit of one or more tenants. Support costs that are charged to a tenant DWCF activity (i.e.,
reimbursable cost) must be measurable and directly attributable to the DWCF activity. Indirect costs will not be
included in reimbursement charges, except those included in stabilized rates charged for DWCF mission products
and services. Host activities (suppliers of base support) are permitted to waive reimbursement from tenants who use
or benefit from available support without appreciably increasing the host activities' costs (i.e., revenues would be
less than the anticipated expense of billing and disbursing funds).

DWCEF activities that use any of the common base support functionsidentified in DoDI 4000.19
(Interservice and Intragovernmental Support) are to reimburse host activities for this support. Reimbursement for
DWCF mission products and services (e.g., depot supply, depot maintenance, public works center services,
information processing, communications, and software development) shall be based on the approved stabilized rate.
Other support incidental to the DWCF activity's primary mission or purpose is to be budgeted and reimbursed based
on direct costs measurable and directly attributable to the DWCF activity. Only the incremental change in cost
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attributable to the DWCF activity (incremental direct cost) shall be chargeable to the DWCF activity. Indirect costs
are not to be included as a cost to the DWCF activity.

Volume 2B, Chapter 9 provides budget formulation and execution procedures.
010221 Defense Working Capital Funds - Dual Funded Organizations

A dual funded organization is an organization that is funded (including reimbursable funding) by both the
DWCEF and other appropriations or accounts. In those instances where a function is funded with a combination of
both DWCF and appropriated funds, the function initially will be funded in its entirety either by the DWCF or by
appropriated funds. The determination of whether the particular function initially is to be funded by the DWCF or
appropriated funds will be based on the predominance of definable units of measure for the function. Examples of
definable units of measure include work load, productive hours, outputs, or ultimate use. The appropriation or
account initially funding the function shall be reimbursed by the other account(s) at the same unit of measure as was
used to determine theinitial funding source. The amount of reimbursement shall be determined based on the relative
portion of that unit of measure attributable to each part of the organization (or funding source) involved.

This policy does not change the policy for reimbursement for base support services provided by the
DW(CEF to tenant activities. DoDI 4000.19, Volume 2A, paragraph 0102020 and Volume 2B, paragraph 090103.K
provide guidance for funding base support services.

010222 Defense Working Capital Funds - Customer M andated Schedule

When ajob order is canceled or reduced in scope, after a DWCF activity has commenced work or
incurred costs on the order, the costs incurred plus the applied overhead (that is indirect and other normally allocated
overhead (G& A) costs)) plus costs associated with the cancellation or reduction shall be charged to the customer.

Examples of directly associated cancellation or reduction costs to be charged to customers are advance
planning costs, non-creditable direct material, special test equipment, necessary preservation and/or shipment effort,
and any additional effort necessitated by the cancellation and/or reduction (e.g., salvaging of material). In addition,
costs charged to customers should include the costs of salaries payable to employees hired specifically to work on
the canceled order until the employees are or could have been separated through a reduction in force or other
appropriate action (taking into account appropriate administrative lead time), or reassigned to other direct jobs.
Costs which are indirectly associated with the cancellation or reduced customer orders, under-applied overhead costs
that may result in a DWCF activity as awhole from a reduced work load base shall not be charged to the customer
canceling or reducing their order but shall be recorded against the net operating results of the performing DWCF
activity.
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Term

Advance Procurement
(Long Lead Items)

Cancellation

Cancellation Ceiling

Cancellation Charge

Contingent Liability

Centralized ltem
Management and
Asset Control

Construction

Detail Design Costs

Economic Order
Quantity (EOQ)
Procurement

Facility Maintenance

Facility Repair

OJune 2000

Glossary of Terms— Procurement

M eaning/Funding Connotation

A pre-approved exception to the full funding policy that allows procurement of long
|eadtime components, material, parts, and effort in afiscal year before that in which the
related end item is to be procured.

Cancellation means the cancellation (within a contractually specified time) of the total
requirements of all remaining program years. Cancellation results when the contracting
officer notifies the contractor of nonavailability of funds for contract performance for any
subsequent program year or fails to notify the contractor that funds are available for
performance of the succeeding program year requirement.

The maximum cancellation charge that the contractor can receive in the event of
cancellation (reference Federal Acquisition Regulation (FAR) 17.103).

The amount of unrecovered costs that would have been recouped through amortization
over the full term of the contract, including the term cancel ed.

As abudgetary term, contingent liability represents variables that cannot be recorded as
valid obligations. Such variablesinclude: (1) outstanding fixed price contracts containing
escalation, price redetermination, or incentive clause; or (2) contracts authorizing
variations on quantities to be delivered; or (3) contracts where allowable interest may
become payable by the U.S. government on contractor claims supported by written
appeal s pursuant to the DISPUTES clause contained in the contract.

The management in the central supply system or a DoD-wide or Service-wide

acquisition and control system in which the manager has the authority for management
and procurement of items of equipment. This includes such functions as requirement
determination, distribution management, procurement direction, configuration control and
disposal direction. Asset control includes the authority to monitor equipment availability
and take such actions as necessary to restock to approved stockage levels.

The erection, installation, or assembly of a new facility; the addition, expansion,
extension, alteration, conversion, or replacement of an existing facility; the acquisition of
afacility; or the relocation of afacility from oneinstallation to another.

The final design effort on ships normally performed in conjunction with lead ship
construction, is called "detail design." This effort is procurement funded (SCN).

An exception to the full funding policy that allows the use of advance procurement
to purchase more than one fiscal year’s program increment of components, materials,
and partsin order to obtain the economical advantages, sustain a production line, etc.

The recurrent, day-to-day, periodic or scheduled work required to preserve real property
in such condition that it may be used for its designated purpose.

The restoration of real property to such condition that it may be used for its designated
purpose.
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Full Funding

Funded Delivery
Period (FDP)

L eadtimes

Modification

Maintenance

Nonrecurring Costs

Production Rates

Recurring Costs

Real Property
Maintenance
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At the time of contract award, funds are available to cover the total estimated cost to
deliver the contract quantity of complete, militarily usable end items. If afuture year's
appropriation is required for delivery of an end item, the end item is not fully funded.

A funded delivery period encompasses a 12-month period that begins when the
contractor delivers the first item of afiscal year procurement. Confusion exists regarding
this time period because, in many instances, accurate administrative and production
leadtimes (ALT/PLT) have not been included in the calculation. The calculation should
begin with October 1. From this point in time, the ALT and PLT should be added. This
amount of time plus the next 12 months are included in the funded delivery period. When
excessive leadtimes are included in the calculation, additional quantities are procured that
could have been funded in the following fiscal year with no change in the delivery
schedule.

Administrative Leadtime (ALT). Thisisthe amount of time required to complete the
administrative actions leading to contract award. In most cases, ALT actions do not
require funding and can therefore be accomplished prior to October 1, at which time the
next fiscal year's funding is appropriated. The ALT is used to forecast contract awards.
Longer leadtimes require that alarger quantity be purchased to support yearly
requirements. L eadtimes should therefore reflect an accurate assessment of the time
required to process the administrative actions. Production Leadtime (PLT). Thisisthe
amount of time required by a contractor to produce the first item after contract award until
deliveries begin. Procurement L eadtime. Thisisthetotal of ALT and PLT. When used
to determine quantity requirements, cal culations should begin when the first ALT action
begins.

The ateration, conversion, or modernization of an end item of investment equipment
which changes or improves the original purpose or operational capacity in relation to
effectiveness, efficiency, reliability or safety of that item.

The routine, recurring effort conducted to maintain an end item of investment equipment
at its intended capability or designed performance level.

Nonrecurring costs are generally incurred on a one-time basis. Costs may include: plant
or equipment relocation; plant rearrangement; special tooling and test equipment;
preproduction engineering; initial spoilage and rework; pilot runs; allocable portions of
the costs of facilities acquired or established to conduct the work; costs incurred for the
assembly, training, and transportation of a specialized work force to and from the job site;
and unrealized labor |earning.

Minimum Sustaining Rate is the production rate for each budget year that is necessary to
keep production lines open while maintaining a base of responsive vendors and suppliers;
the quantity that will preclude start-up costs in the case of a production break; or the
guantity that the contractor is willing to accept and produce at a reasonable cost.
Economical Production Rate is the most efficient production rate for each budget year at
which the item can be produced with existing or planned plant capacity and tooling, with
one shift aday running for eight hours a day and five days a week (1-8-5). Maximum
Production Rate is the maximum capacity rate that a contractor can produce with extant or
prior year funded tooling.

Production costs that vary with the quantity being produced, such as labor and materials.

The various functions for the maintenance and repair of facilities and the
accomplishment of minor construction financed by an O& M appropriation.
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Termination

Termination Liability
Funding
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The combination of a number of components that are functioning with the context of a
whole to satisfy a documented requirement.

Theright of the government to terminate the performance of work in whole or part under
acontract as specified by the contract's Termination for Convenience or Default
provisions. Unlike cancellation, which is effected between fiscal years and must apply to
all subsequent fiscal years' quantities of items, termination may be effected at any time
during the life of a contract and may apply to the total quantity or to a partial quantity of
items.

A budgeting technique that would provide funds on a contract to cover the maximum
value of outlays that could be incurred for work accomplished by the end of the budget
year plus the maximum cost to the government associated with termination of the contract
at the end of the budget year.
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Term

Accepted for Service Use

Command Support Costs

Contract Design Costs

Developmental Test and
Evaluation (DT&E)

Government Acceptance of
the First Procurement-
Funded Engine

Initial Operational Test
and Evaluation (IOT&E)

Operational Test and

Evaluation (OT&E)

Performance Envelop

Preliminary Design Costs

Product Improvement
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Glossary of Terms— RDT&E

M eaning/Funding Connotation

Thisisthe major milestone in a development program that represents the formal
acceptance of an item for operational use by the Service. In some instancesitems
are approved for Service use with qualifying restrictions or provisions pending
completion of specific development deficiencies. In such instances the
appropriation to fund the correction and test must be determined on a case-by-case
basis, according to the expense and investment criteria. Typically, al post-Service
acceptance effort will be funded in Procurement appropriations.

Thisterm also is used in the context of the T& E programs. It refers to the "people-
related" costs of the command and operational units providing collateral support to
the T& E effort. These are additional costsincurred because of this test support.
Examples are per diem pay, travel allowances, overtime, etc.

The contract design phase of shipbuilding programs follows the preliminary design
phase and results in a design that carries the equipment specifications necessary to
meet the Navy requirements. These costs are RDT& E-funded.

DT&E isthat test and evaluation conducted to assist the engineering design and
development process and to verify attainment of technical performance
specifications and objectives.

This term, which is one of the two minimum requirements for initiation of engine
component improvement funding, refers to the date the Government formally
accepts delivery (DD Form 250) of the first engine funded under procurement
appropriations.

Itis DoD policy that there shall be conducted, before commitment of a system

to production, at least an initial phase of operational test and evaluation (OT&E)
adequate to provide avalid estimate of expected system operational effectiveness
and suitability (including compatibility, interoperability, reliability, maintainability,
and logistic and training requirements). This early phase of the normally longer,
overall OT&E program is known as IOT&E.

OT&E isthat test and evaluation conducted to estimate a system’s operational
suitability, identify needed modifications, and provide information on tactics,
doctrine, organization, and personnel requirements.

The demonstrated capability of a system, system components, and special purpose
software to perform its mission in relation to essential characteristics such as:
speed, range, payload, atitude, rate of fire, etc.

Thisterm refers to those costs incurred in shipbuilding programs in the early stages
of the cycle. They should result in a design that, on a performance or requirement
basis, approaches the Navy's goal. These costs are RDT& E-funded.

Thisterm embraces all efforts of aresearch, development, design, or engineering
nature that have the objective of improving major end items or major components
of mgjor end items. The improvement may involve expanding the useful life of the
end item or component, or it may increase the performance capability.
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Prototype

R&D Installation or Activity

Special Support Costs

Test Article

Unique Joint Test and
Evaluation (JT&E) Costs
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This term connotes an item from an R& D program and also connotes RDT& E
financing.

Thisterm refersto those installations or activities whose support and operating
costs are financed predominantly with RDT& E funds.

Thisterm, as used in the context of test and evaluation programs, refers to those
acquisition or hardware costs, other than those associated with the item that is the
subject of the test, which are incurred in direct support of the T& E effort. A good
example would be special range instrumentation costs.

A system representative prototype designed to obtain, verify or provide data for the
evaluation of research and development or evaluate progress in accomplishing
development objectives.

Thisrefersto costs such as: feasibility determinations of proposed joint tests;
the provision for test design and planning support for joint tests selected; the
development, procurement, installation, and operation of special instrumentation;
transportation, travel, and per diem costs for the Test Director’ s staff; the
modification of test articles as surrogates and to permit obtaining test data;
transportation of equipment from permanent bases to the test site and return; and
the provision for data collection/collectors, data reduction, analysis, and test
reporting services. Transportation and per diem of participating personnel and
maintenance and supply costs are not considered unique.
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0103 BUDGET ESTIMATES SUBMISSION
010301 Genera

A. Thissection, Budget Estimates Submission, provides guidance for the development and submission
of the biennial budget estimatesto OSD. The USD(Comptroller) guidance memorandum, transmitted in June or July
of each year will provide specialized instructions such as program basis for the estimates, key assumptions to be
used, and special supporting material requirements. In addition, "supplementary instructions' memorandaissued on
an "as needed" basis (usually in August) by OUSD(Comptroller) Program/Budget will be limited to specific
instructions which amplify guidance included in the OUSD(Comptroller) memorandum and in this volume. The use
of other memoranda to transmit budget guidance will be restricted to new or nonrecurring reguirements.

B. Guidance for development of the National Foreign Intelligence Program Intelligence Budget
Estimates Submission will be issued by the Director of Central Intelligence. Additional detail isfound in
Chapter 16.

C. Theingtructions for submitting certain summary schedules are provided in Section 010305. The
instructions for back-up material tailored to each appropriation or fund category are provided in subsequent chapters.
Materials required by OMB Circular A-11, which are not otherwise required by this manual, will be submitted in
accordance with that Circular, unless specific exception is granted by the OMB. Thisis covered in Section 010105.

D. A budget work schedule will be forwarded by separate memorandum at the beginning of each budget
formulation cycle. This schedule will show the dates to be used for planning the various phases involved in the
formulation process.

E. Budget Material

1. With the exception of classified budget exhibits, the transmittal memorandum with attachments
to the Secretary of Defense, and the budget overview booklets, all budget material will be posted only to an access
controlled Internet site unless provided for otherwise in the annual budget call memorandum. At the time of
publication of this Volume 2 update, it is expected that each submitting Component will individually post
unclassified budget justification material on an OUSD(Comptroller) hosted Internet. Additional guidance on
accessing this site and content guidance and restrictions will be provided separately.

2. For classified budget material and for any occasions where the unclassified material is
required in a paper format, the material required for the Budget Estimates Submission will be prepared in the
formats prescribed in this section. Also, while the unclassified material isto be posted on the Internet, the format
size/margins described below should be adhered to. Material submitted in accordance with OMB Circular A-11 will
follow the format prescribed by that Circular. All material, with the exception of fold-in charts and tables which may
be included, will be prepared on 8.5" x 11" paper. Material fulfilling Circular A-11 requirements will be bound on
the left side. All exhibit books, except for Military Construction, Family Housing, Base Closure, and Information
Technology, will be printed horizontally (landscape) on 11" x 8¥2" paper. Addressees will reduce all larger pagesto
the standard 11" x 8.5” size. All pagesin each book are to be consistent in size. The following identifies specific
requirements:

(1) Military Personnel - Material to be printed on both sides of the page with a maximum range of 600-650
pages where possible (300-325 sheets of paper printed on both sides.) Print horizontally (landscape) on
11"x8.5” paper using a1” margin on the side to be bound and 1/2” for other edges. Use at least font size
10. All materia will be printed head to toe with 3 holes punched across the top margin with staples,
screw posts or ACCO fasteners. Use of adhesive binding (glue or tape) is discouraged because it may
prevent recycling.

(2) Operation and Maintenance (to include the Defense Health Program) - Material to be printed on both
sides of the page with a maximum range of 600-650 pages where possible (300-325 sheets of paper
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printed on both sides.) Print horizontally (landscape) on 11”"x8.5" paper using a1’ margin on the sideto
be bound and 1/2" for other edges. Use at least font size 10. All material will be printed head to toe with
3 holes punched across the top margin with staples, screw posts or ACCO fasteners. Use of adhesive
binding (glue or tape) is discouraged because it may prevent recycling.

(3) Research, Development, Test and Evaluation - Material to be printed on both sides of the page with a
maximum range of 600-650 pages where possible (300-325 sheets of paper printed on both sides.) Begin
each program element on afacing page. Print horizontally (landscape) on 11"x8.5" paper using a1’
margin on the side to be bound and 1/2” for other edges. All material will be printed head to toe with 3
holes punched across the top margin with staples, screw posts or ACCO fasteners. Use of adhesive
binding (glue or tape) is discouraged because it may prevent recycling.

(4) Procurement - Material to be printed on both sides of the page with a maximum range of 600-650 pages
where possible (300-325 sheets of paper printed on both sides.) Print horizontally (landscape) on
11"x8.5" paper using a1” margin on the side to be bound and 1/2” for other edges. All material will be
printed head to toe with 3 holes punched across the top margin with staples, screw posts or ACCO
fasteners. Use of adhesive binding (glue or tape) is discouraged because it may prevent recycling.

(5) Military Construction - The justification material for Military Construction will be provided on 8.5” x 11"
paper, typed across the short dimension of the paper (portrait) with 3 holes punched on the left margin
and bound with screw posts or Acco fasteners. Material isto be printed on both sides of the page using
1” margins. Use of adhesive binding (glue or tape) is not acceptable because it may prevent recycling.

(6) Family Housing - The justification material for Family Housing will be provided on 8.5” x 11" paper,
typed across the short dimension of the paper (portrait) with 3 holes punched on the left margin and
bound with screw posts or Acco fasteners. Material isto be printed on both sides of the page using 1"
margins. Use of adhesive binding (glue or tape) is not acceptable because it may prevent recycling.

(7) BaseClosure - The justification material for Base Closure will be provided on 8.5” x 11" paper, typed
across the short dimension of the paper (portrait) with 3 holes punched on the left margin and bound with
screw posts or Acco fasteners. Material isto be printed on both sides of the page using 1" margins. Use
of adhesive binding (glue or tape) is not acceptable because it may prevent recycling.

(8) Revolving Funds - Material submitted for the budget estimate submission for revolving fundsisto be
submitted by business areaon 8.5"x 11" paper, with 3 holes punched along the 11 inch side to fit
standard three-hole binders. Capital Investment Program exhibits will be prepared in landscape format.
Budget submitting offices should ensure that al narrative type is consistent. Revolving funds justification
books prepared by the Components are to be unclassified. Classified exhibits will be submitted under
separate cover.

(9) Information Technology — Provide justification material in accordance with Chapter 18 Section 180202.

3. Whenever revisions or correction sheets are necessary, the revised pages showing the date of
the change will be inserted in each budget book by a staff member of the DoD Component submitting the change.
OUSD(Comptroller) Program/Budget staff will instruct the DoD Component’s staff member as to the location of the
budget books. Corrections should be held to a minimum and are not necessary for minor typographical errors which
make no material difference in the analysis and evaluation of the estimates.

010302 Distribution

With the exception of classified budget exhibits, budget overview bookiets, and the transmittal
memorandum to the Secretary of Defense, all Budget Estimates Submission material formerly submitted in paper
copy will instead be posted to an access controlled Internet site unless in