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•	 No USG agency shall encourage, enter directly into, or commit US firms to any offset 
arrangement related to the sale of US defense articles or services

•	 USG funds shall not be used to finance offsets 

•	 Negotiations or decisions regarding offset commitments reside with the companies involved

•	 Exceptions require Presidential approval through the National Security Council (NSC)

Figure 9-2
Offset Relationships

Offset Costs

When a customer requires an offset in association with a major procurement, do they actually 
obtain the offset benefit at no cost? The fundamental principle of business dictates that any enduring 
enterprise cannot incur expenses that exceed revenue. This extends to defense sales involving  offsets. 
Firms may agree to perform an offset to win an acquisition competition, but they must recover the cost 
to perform the offset through the price charged in the primary system contract. In a direct commercial 
contract, the contractor must build the anticipated cost for performing the offset into its contract prices. 

Under FMS, the offset cost recovery process is awkward. The USG wants US firms to successfully 
compete for international business and permits offset arrangements as a legal business activity. 
Likewise, the USG wants international customers to have the option to purchase military systems using 
either the FMS process or the DCS process. Under FMS, the contractor is actually working directly for 
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DOD, but the USG permits this same contractor to concurrently enter into an offset agreement directly 
with the FMS purchaser. Although DOD is clearly not a party to the offset agreement, the DFARS, 
subpart 225.7303-2 recognizes that contractors performing business in support of foreign governments 
or international organizations may incur certain additional legitimate business costs. Offset costs are 
one type of cost the DFARS considers as allowable. Contractors are permitted to build the cost of 
performing the offset into the contract price it charges the USG. Under FMS pricing policy, the USG 
must recover all the costs of conducting FMS; as a result, if offsets are required by the purchasing 
country, the LOA price will be incrementally higher in order to cover the cost of the offset. So, on 
the surface, it may appear that the customer is receiving the offset at no cost, but offset expenses are 
actually included as a part of the applicable line item unit cost in estimated prices quoted in the LOAs. 
It is the contractor’s responsibility to inform the implementing agency when estimated offset costs 
have been included in FMS pricing. 

The additional cost to perform the offset generally results in a higher contract cost which, in turn, 
results in a higher FMS cost under the LOA. Although not a party to the offset agreement, the USG 
serves as the banker for the offset. Although the DFARS states offset costs will be considered allowable, 
it does not mean the contractor does not have to exercise fiscal responsibility in offset performance. 
The DFARS requires the CO to review and determine that the contract costs, to include offset costs 
claimed by the contractor, are both allocable and reasonable.  A recent change to DFARS 225.7303-2 
directs that all indirect offset costs are to be deemed reasonable with no further analysis necessary by 
the CO if the contractor provides the CO a signed offset agreement or other documentation showing 
that the FMS customer made the indirect offset of a certain dollar value a condition of the FMS 
acquisition.  LOA standard term and condition 2.8 reflects this change by referring to the DFARS but 
does not make specific reference itself to indirect offsets.

It is important to note that the DFARS provision permits offset costs to be included in the costs 
billed to the USG under the procurement contract only if the LOA is funded with customer funds or 
repayable credits. If the LOA is funded with non-repayable FMFP funds, offset costs are not allowable.

It is inappropriate for USG personnel to discuss with the foreign government the nature or details 
of an offset arrangement with a US contractor. However, the fact that offset costs have been included in 
the P&A or LOA price estimates will be confirmed, should the customer inquire. The customer should 
be directed to the US contractor for answers to all questions regarding its offset arrangement, including 
the offset costs. 
Offset LOA Standard Term and Condition 

LOA standard term and condition 2.8 addresses offsets. This condition summarizes the USG policy 
regarding offsets in association with FMS.

The USG is not a party to any offset agreements/arrangements which may be required by 
the Purchaser in relation to the sales made in this LOA. The USG assumes no obligation 
to administer or satisfy any offset requirements or bear any of the associated costs. To 
the extent that the Purchaser requires offsets in conjunction with this sale, offset costs 
may be included in the price of contracts negotiated under this LOA. Such costs shall 
be determined or deemed to be reasonable in accordance with SUBPART 225.73 of 
the Defense Federal Acquisition Regulation Supplement (DFARS).  If the Purchaser 
desires visibility into these costs, the Purchaser should raise this with the contractor 
during negotiation of offset arrangements.
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Summary

The fundamental principle regarding contracting for FMS requirements is that the USG essentially 
treats the FMS customer’s requirements as if they were USG requirements. In contracting for FMS, 
the same contracting regulations, policies and procedures are applied. Per the SAMM, this is one of 
the principal reasons customers select the FMS system rather than contracting themselves using direct 
commercial processes.

The unique aspects of the procurement process that pertain to FMS are few in number, but they 
have a major impact on the FMS process. Competitive source selection is the norm; however, the FMS 
customer has the option to use other than full and open competition if they desire the USG to contract 
with a specific firm. Under other than full and open competition procedures, the FMS customers need 
not provide a rationale for the request.

The USG also has established a comprehensive contract administration infrastructure that will be 
used to oversee the execution of contracts awarded in support of FMS requirements. Again, the USG 
uses the same contract administration, quality assurance and contract audit processes for FMS that it 
uses for normal DOD business.

Offsets are an international market reality. Offsets are permitted in association with FMS when the 
LOA funding the procurement contract is financed by customer cash or repayable credit. If the LOA 
is funded by USG grant funds, offset costs claimed by the contractor will be considered unallowable. 
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