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Learning Objectives
After reading this chapter, you will be able to:
· Describe the characteristics of the following four types of contracts:
· Non-cost related contracts

· Cost related contracts

· For-profit contracts

· Consultant-type contracts

· Identify the advantages and disadvantages of non-cost related and cost related contracts.

Types of Contracts

There are four types of contracts we will look at in this chapter. They are:
· Non-cost related contracts;
· Cost related contracts;
· For-profit contracts; and 

· Professional/Consultant service contracts.
The first two types, non-cost related and cost related contracts, differ primarily in the way the contract value is determined. 

Non-Cost related contracts do not itemize individual costs under the contract, but determine the value of a contract through establishing an overall price for units of service.

Cost related contracts differ in that they establish all of the itemized costs related to the delivery of contracted services in a detailed budget.

For-profit contracts are used when the provider agency is a “for-profit” provider. 

Professional/Consultant service contracts are used in special situations where the Department, not the client, is the consumer of the consultant’s services.
Non-Cost Related Contracts (CRM Section 3.2)
Non-cost related contracts are distinguished from cost-related contracts by three factors:

· how the contract value is determined;

· the contracting requirements; and

· the payment methodologies.

Determining Contract Value

In non-cost related contracts, the value of the contract is determined by price analysis.

Price analysis is an evaluation of data (without analysis of the separate cost components) to arrive at an amount to be paid for contract services. Under this type of contract, the price is fixed regardless of the provider agency’s actual costs of performing the work of the contract.

Price analysis should include the following considerations: 
· amounts charged by other providers for the same services;
· past experience with the provider;
· ongoing price for providing the service; and
· comparisons with what the provider charges other customers for the same services.
A contract budget is not needed for price analysis determinations. The data gathered and evaluated is used to determine the reasonableness of the provider’s proposed per unit or aggregate price for contract services.

The price is generally considered “reasonable” if: 
· the provider sells the same service in substantial quantities to other customers;
· the price does not exceed what the provider charges its favored customers; and
· the price does not exceed the going rate in the given locality.
Upward or downward adjustments can be made in the price depending on the need for additional special services, or usual service elements that are to be omitted for Department clients.
Contracting Requirements (Section 3.2-pg.2)

The Department’s acceptance of a fixed price for services is predicated upon several factors. First, the provider agency must have documentation that demonstrates their price was developed in compliance with sound fiscal practices and federal/state rules and regulations. Second, the provider’s most current published financial statements must indicate their capability to provide the services. And finally, the provider’s ability to meet any additional specific criteria required by the Department relating to the level of Department participation and the agency’s total activities, dollar volume, and/or number of clients served. 

Payment Methodologies (Section 3.2-pg.2)
Non-cost related contracts are always fixed-price contracts, either as fixed rates for units of service, or fixed amounts for aggregate services.

a.) Fixed Rate: 

This method of payment can be for contracts with an agreed upon ceiling, or for contracts where the price per unit of services is fixed, but the number of units to be purchased over the contract term is undetermined. The rate as established is paid to the provider for every eligible unit of service delivered during the contract term. It is billed to the Department at intervals specified in the contract.
For example: regarding Transportation - the Department may pay a fixed rate for each mile of service delivered. Or, the Department may pay a specific rate for an hour of services delivered by a mental health professional.
b.) Installment Payments:
These may be used only for contracts with a fixed amount for aggregate services. The reimbursable ceiling is prorated over the number of agreed upon payment intervals to determine installment amount.
For example: The Department may pay for a block of service slots at a shelter care program with the understanding that 80 of the slots will be occupied during the term of the contract.  The reimbursable ceiling may be based on a per diem rate set by the Department or the rate charged by the provider to the public.

Generally, fixed price contracts are preferred when the Department has confidence in the provider’s administrative condition and their financial and contracting practices.

Installment payments are established when the Department is certain (through past experience) that a reliable projection of future activity can be made, and the projected price will be equal to or less than the actual cost.

Cost Related Contracts (Section 3.3 – CRM)
Determining Contract Value
For cost-related contracts, the contract value is determined by conducting a cost analysis.  Cost analysis is a projection of contract costs as reflected in a detailed budget.  It may include such cost items as labor, materials, indirect costs, or other special cost components.

Cost analysis is generally performed when the Department has little or no experience with the provider or for the service, or when the Department is the only user of the service making price analysis impossible.  In all cases, regardless of which payment methodology is used, the maximum amount payable is the lower of either the total allowable reported expenditures, or the reimbursable ceiling of the contract. 

Cost analysis is performed by the Department’s fiscal or contract office to ensure the costs are reasonable and allocable in accordance with sound contracting principles.

Contracting Requirements (Section 3.3-pg.2)
In order to enter into a cost-related contract arrangement, the provider agency must submit an Annex B: Contract Budget, and all supporting schedules.  The information submitted must comply with sound principles for determining costs, and the amount charged may not exceed the customer’s customary charges for the same services.

All cost data must be accurate, detailed and capable of verification by auditors.  Further, it must be based upon the provider’s financial and statistical records and an approved method of cost finding.

As much as possible, provider agency’s financial and statistical records should be maintained in a consistent manner to allow for comparison over time.

Payment Methodologies

The most common method for payment of cost-related contracts is reimbursement for actual costs in the delivery of services. However, payment may also take the form of payment of a fixed price, agreed to prior to contract execution, either for each unit of service delivered or for aggregate contract services.

Regardless of which method is used, contract expenditure reports, attendance reports, etc., on Department approved forms, are required in accordance with contract specifications.  And, all payments are subject to revision on the basis of audit findings.

Cost Reimbursement Method:  Cost related contracts are generally paid in one of the three ways: 
1.   Provisional Rate/Final Rate

This method is generally used when the department has little or no experience with the provider and/or services which make it difficult to project levels of services and expenditures.  A provisional rate is calculated by dividing the ceiling amount by the budgeted units of service.  The provisional rate is billed to the Department and paid to the provider for every unit of service delivered during the contract.  The final rate is calculated in the same manner, but is based upon the figures from the final expenditure report rather than the projections in the Annex B: Contract Budget.

Payments made by a provisional rate are subject to a downward adjustment only based on the final rate. A refund is due the Department when the final rate is lower than the provisional rate. The amount of the refund is calculated by multiplying the difference (between the rates) by the number of service units paid at the provisional rate.

The only possible upward adjustment in the rate of payment to the provider is through a contract modification during the contract term.

2.   Installment Payments with Adjustments

Installments are calculated by prorating the contract’s reimbursable ceiling over the number of desired payment intervals in the contract term. Adjustments are made based upon interim expenditure reports (that should be made at least quarterly) to reconcile payments to reported expenditures. A final adjustment may also be needed to reconcile payments to final expenditure report.

3.   Periodic Payments of Reported Expenditures

Providers may be reimbursed at agreed upon intervals for allowable contract expenditures as incurred and reported to the Department.

Fixed Price Method: A fixed price is negotiated and agreed to for a specific future period. Fixed prices for cost-related contracts are used when the Department has reasonable certainty that the provider’s projection of costs is reliable and will be equal to or less than the contract’s actual cost. Fixed price contracts are generally paid in one of two ways:

1.   Payment of a Fixed Rate: The agreed-upon rate is paid to the provider for every unit of service delivered and billed at intervals specified in the contract – not to exceed the contract ceiling.

2.   Payment via Installments: The installments are computed by prorating the reimbursable ceiling over the number of desired payment intervals.

For-Profit Contracts (Section 3.3 – CRM)
Profit is only allowable in the case of a for-profit provider. “Cost plus a percentage of cost” is not a permissible type of determining contract value because there would be no incentive for the provider to hold down costs!

Profit must be a fixed amount, agreed to prior to the contract execution, which when added to any budgeted amount for interest applicable to depreciable capital assets, may not exceed 10 percent of the contract net cost.
The following four factors should be considered when determining the amount of profit appropriate for a particular contract:

1. Record of Performance: including programmatic quality, management capabilities, and cost efficiency, reliability of cost estimates and timeliness and accuracy of required reporting.

2. 
Difficulty of Contract Task: there should be a greater reward for tasks requiring greater skill.

3. 
Programmatic and Financial Data: this is use data from various surveys, audits and financial statements to determine the appropriate profit amount.

4. Degree of Risk: reward the agency that takes calculated cost risks in an effort to minimize contract costs.

Professional/Consultant services contracts (Section 3.3–CRM)
Services provided directly to client populations served by DHS by credentialed professional practitioners or professional consultants may be purchased through Third Party Social Services contracts.  For example, counseling services provided to DHS clients by a psychologist or marriage counselor are purchased through third party social service contracts.  Similarly, a consultant who conducts seminars for children or parents in need of parent education may have a third party social service contract with the Department.  In these situations, the state agency is not the direct beneficiary of the service.
However, in those situations where the Departmental Component wants to use the services of a professional or consultant in which the purchase interest of the Department as a consumer of the services is involved, the Department Component may not purchase the service through a Third Party Social Service contract.  That is, where the state agency is the direct beneficiary of the service, the purchase must be pursued in accordance with Department of Treasury guidelines (Circular letter No. 0013-DPP (PC-231) and No. 98-14-OM (4/3/98).

Professional service/consultant service type contracts may be procured by DHS Departmental Component via Direct Purchase Authorization (DPA).  Consultant service type contracts are defined as a non-recurring, one-time purchase transaction that cannot be procured through one of the four (4) primary contracting methods, i.e., a State contract, State Distribution & Support Service Center(DSS),  The Bureau of State Use Industries (Deptcor) or the Central Non-profit Agency C.N.A./Access NJ (C.N.A.)
Prior to issuing the DPA, verification that it cannot be purchased through primary sources must be obtained by the DHS Departmental Component.  Agencies cannot divide any direct purchase into smaller orders to circumvent DPA.  Agencies must maintain records showing that price competition was obtained and there must be at least three (3) bids per threshold amounts. 

For Professional/Consultant services, the DHS Departmental Component must secure from the vendor written verification of the total cost of service and the timeframe for the service.  This information must be kept on file.

DPA thresholds/limits pertain to the following items:
· If there is no price competition the threshold remains at $500 or less.

· For transactions over $500, but not greater than $12,500, telephone quotes may be used.

· For transactions over $12,500 but not greater than $25,000 require sealed written quotes or signed telefax quotes. 

Any procurement that exceeds the DPA limits must be purchased in accordance with Treasury Circular No. 98-14-OM (4/3/98).
Advantages and Disadvantages

The figure below summarizes the advantages and disadvantages of each type of contracting.

	
	Non-Cost Related
	Cost Related

	Advantages
	· Offers the maximum incentive for the provider to operate efficiently.
· Contains fewer administrative requirements and tasks. 

· Provides certainty of the cost for the service purchased.
· Focuses on performance rather than administrative paperwork.

	· Allows you to accurately analyze “real” cost of services.
· Provides frequent milestones (expenditure reports) to determine if the funding is being spent too quickly or too slowly.
· Allows the Department to pinpoint areas of funding recovery based on staffing or resource shortfalls during the contract.
· Enables the Department to collect data to determine the cost of providing services.

	Disadvantages
	· May not accurately provide the “real” cost of providing services.

	· Work intensive, large amount of administrative functions for Department and provider staff.
· Administration intensity diminishes time available to monitor delivery and/or quality of services.




Scenario
Choosing the Type of Contract

General Problem

As a contract administrator you will have to select the type of contract that will best serve the needs of a given program and the individuals/organizations involved with the contract.

Specific Problem

A program coordinator has been given responsibility for starting up a new initiative for problem teenagers from broken homes.  The troubled teens will be given counseling and receive services in different areas as determined by an evaluative process by a selected provider agency.  Some of the services may include attending classes in improving self-esteem, anger management, pre-employment skills, securing a GED or going back to school, generalized counseling to deal with specific problems the teens are personally experiencing, etc. 

Your duties include a directive to select the type of contract that should be established for the program.  The factors that you are told to consider are: administrative cost, administrative time expended on the program, ease of payment, and utilization of simplified financial documentation.

Which type of contract is preferred, cost related or non-cost related?  

What additional information is needed to help you decide?

If this were a new provider would you answer the same or differently? Why?

Recommended Solution to Scenario: 

Choosing the Type of Contract

The preferred method of contracting is a fixed rate contract.  If the Departmental Component administrator eventually selects a provider agency with a past successful history of contracting, then the Department could probably implement a fixed rate contract. 

However, if the provider selected is a new provider with little or no previous contracting experience with the Department, then a number of things must occur first before a fixed rate contract can be selected.

The Departmental Component should try to determine if the provider agency could deliver a successful program.  Some of the things that should be in place before a fixed rate contract could be instituted are:

· The provider needs a viable contract budget.

· The provider must be reasonably staffed to deliver the desired service(s).

· An advance payment must be possible for the provider agency to get the provider up and running, followed by interim installment payments to ensure adequate cash flow.

· The provider agency must be able to meet the required service delivery as based on the administrator’s experience with the contracted service(s).

· All of the above should amount to at least 1 year's experience with satisfactory results before a rate contract is even considered by the Departmental Component.

· Prior to any renewal, a review of the level of service delivered and a satisfactory method of reporting is needed that allows a thorough evaluation of the financial practices and expenditures made by the provider agency.

SUMMARY OF CONTRACT TYPES

	TYPE OF CONTRACT:_____

METHOD OF DETERMINING

CONTRACT VALUE:_______

BUDGET:_______________

EXPENDITURE REPORT(S):

PAYMENT METHODOLOGY:**
	NON-COST-RELATED_____

FIXED PRICE__________

PRICE ANALYSIS_______

NOT REQUIRED_________

NOT REQUIRED*________

Same as cost related

Fixed price contracts
	                            COST-RELATED__________________________

   COST-REIMBURSEMENT                         FIXED PRICE_________

                             COST ANALYSIS





                             REQUIRED






                             REQUIRED*






  Cost-Reimbursement

____Contracts_______                          Fixed Price Contracts

  1. Period payment of                      1. Fixed rate paid

     Reported expenditures                     per unit of service

                                                              delivered

  2. Installment payments                   2. Installment payments

     with adjustment(s)

     based on reported

     expenditures

  3. Provisional rate paid per 

     unit of service delivered; 

     any appropriate downward 

     adjustment made using final 

     rate based on reported 

     expenditures




* Exceptions may exist in certain circumstances.

** While other methodologies exist, these are most common.

Note: For-Profit Contracts may be either Non-Related or Cost-Related.



Application Activity: Which to use and when?





Directions:


On the pages that follow is a scenario that presents contracting problems and issues relevant to the Department of Human Services contracting process. 





Read the scenario and think about what you would do in the situation. Jot a few notes to yourself, and then compare your ideas with the scenario solution that follows.
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