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BACKGROUND

This paper provides contracting officers with additional information regarding the treatment of offset costs.  It supplements the guidance contained in the Director of Defense Procurement’s 13 July 1999 memorandum, “Pricing Issues in Foreign Military Sales (FMS) Contracts.”
The Defense Institute of Security Assistance Management defines offsets as Various types of industrial and commercial compensation practices a purchasing country may require of a manufacturer/contractor as a condition of a purchase. These compensation practices serve as a means of offsetting the cost of a purchase.  Offsets are employed in non-military related purchases as well as in defense acquisitions.  In terms of the latter, such compensation requirements may be established in conjunction with either a FMS or a direct commercial sale (DCS) of a defense article/service. The value of an offset may or may not be expressed as a percentage of the value of the FMS case.  However, the contracting officer will require the actual dollar value of the offset be stated in the documents provided by the contractor.

There are two types of offsets, direct and indirect.  The direct offset is a form of compensation to a purchaser involving goods that are directly related to the item being purchased.  For example, as a condition for obtaining a  sale, the U.S. contractor may agree to permit the FMS purchaser to produce in its country certain components or subsystems of the item being sold .  Normally, direct offsets must be effected within a specified period.  The indirect offset is a form of compensation to a purchaser involving goods, which are unrelated to the item being purchased.  For example, as a condition of a sale the contractor may agree to purchase certain of the FMS customer’s manufactured products, agricultural commodities, raw materials, or services. 

TREATMENT OF COSTS

According to DFARS 225.7303-2 (3) “Offset Cost”, US defense contractors may recover all otherwise allowable costs incurred performing an offset agreement.  The contractor will be reimbursed in the contract for offset costs.   The Contracting Officer (CO)  will, after the Letter of Offer and Acceptance (LOA) is signed and prior to contract signature, determine  whether offset costs are allowable and allocable. This means that the CO, in conjunction with the auditor, will be required to review the offset agreement in order to determine the allowability and allowcability of the offset cost.  The offset agreement, therefore, must be made available to the CO upon request. 
The contractor must, in order to obtain reimbursement for its offset costs, provide sufficient written supporting documentation for the offset costs so that the CO may make the necessary determinations of  allowability, and allocability.  However, in some instances the contractor may not know all the elements of offset costs at the time of price negotiation.  In those cases the CO may include a special provision to enable the costs to be recognized, evaluated, and negotiated at a later date.  There may also be cases where the contractor is unwilling or unable to document offset costs.  In those instances the CO is prevented from determining the allowability and allocability of costs.  Thus, the CO can not sign the contract.
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