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SUMMARY OF MAJOR CHANGES
All changes are denoted by blue font.
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Unless otherwise noted, chapters referenced are contained in this volume.

Hyperlinks are denoted by bold, italic, blue, and underlined font.

The previous version dated August 2007 is archived.

PARAGRAPH EXPLANATION OF CHANGE/REVISION PURPOSE
Overall Formatting and room location changes Update
010107 Section B. Item 28. Expanded explanation of the full Update

funding policy
010202 Expanded explanation of full funding of procurement Update
010224 Glossary of Terms — Expanded explanation of full funding Update
010306 Disaster Situations and Management of Addition

Disaster/Contingency Supplemental funds
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1. Mission Funding (one or more SAGS);

2. Headquarters (HQ) and Headquarters Support Funding: (single
SAG)

C. Budget and execution structure for USTRANSCOM will continue to
follow the normal Working Capital Fund business area structure.

D. USSOCOM budget structure is not governed by this guidance as
USSOCOM resources are already visible in Major Force Program-11 (MPF-11).

0102 FUNDING POLICIES
010201. Criteria for Determining Expense and Investment 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 criteria
for 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 item is 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. Expenses are the costs incurred 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 a long-term
character such as real property and personal property.

C. Policy for Expense and Investment 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.
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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 VVolume 1.

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 in
Section 010214.

4, Items procured from the Defense Working Capital Funds will be
treated as expenses in all 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. Procedures for Determining Expenses Versus Investments. The following
criteria will 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. Expenses are 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 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:

a. Labor of civilian, military, or contractor personnel.

b. Rental charges for equipment and facilities.

C. Food, clothing, and fuel.

d. Supplies and materials designated for supply management

of the Defense Working Capital Funds.
e. Maintenance, repair, overhaul, rework of equipment.

f. Assemblies, 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 $250,000 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 a whole to satisfy a documented requirement. In
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this case, system unit cost applies to the aggregate cost of all components being acquired as a
new system.

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

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

I. Facilities sustainment, O&M-funded restoration and
modernization 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 costs to acquire capital assets such
as real property and equipment. The following criteria shall be used to determine those costs to
be classified as investments:

a. All items of equipment, including assemblies, ammunition
and explosives, 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.

b. 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 $250,000 (for working capital funds
investment criteria see Volume 2B Chapter 9 section 090103C). The validated requirement may
not be fragmented or acquired in a piecemeal fashion in order to circumvent the expense and
investment criteria policy.

C. Construction, 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.)

d. 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 efforts into 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 subsequently needed for repair are expenses. The cost of
labor for the installation of modification Kits and assemblies is an investment.
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e. 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 major service life extension.

f. Also considered as investments are support elements such
as data, factory training, support equipment and interim contractor support (ICS), 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. 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.

b. 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 as repair 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.

C. 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 efforts will 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 envelope 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.

e. 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 operate is 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. Procurement appropriations are not required to satisfy initial
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outfitting requirements if assets are available for issue through reuse/redistribution programs,
such as the Navy's Consumable Asset Reutilization Program.

f. Initial outfitting of a facility 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.

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

h. 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 facilities sustainment program is an expense at all levels.

I. Costs of facilities restoration and modernization 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
improvements to, a real property facility through a series of minor construction projects (i.e.,
incremental construction).

J. The cost of civilian personnel compensation and other
direct costs (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 a reimbursable basis are investments.

K. When investment equipment is to be installed in a real
property facility, the costs of both the equipment and its installation are considered investments.

E. Special Guidance Concerning Real Property Facilities

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

2. Items of equipment that are movable in nature and not affixed as
an integral part of a facility 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,
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servicing and RDT&E equipment. The cost of this equipment is an expense or an investment
according to the policy criteria above. 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 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.

F. Expense/Investment Cost Determination
Expense/Investment Cost Determination
Is the item a If | Then If Then If Then
Centrally Yes | Is the item Yes | Is the item part of | Yes [Classify as
Managed/Asset purchased from a full funding Investment
Controlled DWCF? effort? * No (Classify as
Item? Expense
No | Classify as
Investment
No | Is the unit cost Yes | Classify as
more than Investment
$250,000? 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 a weapon as part of a weapon system
modification, major reactivation or major service life extension.

*010202. Full Funding of Procurement Programs

A. General. A budgeting rule that requires the total estimated cost of a,
military useable end item, be funded in the fiscal year in which the item is procured. Under the
full funding policy, the entire procurement cost of a weapon or piece of military equipment is to
be funded in the year in which the item is budgeted. An end item budgeted in a fiscal year
cannot depend upon a future years funding to complete the procurement. Regulations governing
the full funding policy are found in Office of Management and Budget (OMB) Circular A-11 and
DoD Directive 7000.14-R

1. The full funding policy is intended to prevent the use of
incremental funding, under which the cost of a weapon system is divided into two or more
annual portions or increments. Thus, full funding provides disciplined approach for program
managers to execute their programs within cost and available funding.

2. There are two general exceptions to the full funding policy: one
permits the use of Advance Procurement (AP) funding for components or parts of an item that
have long production lead times; the other permits advance procurement funding for economic
order quantity (EOQ) procurement, which normally occurs in programs that have been approved
for multiyear procurements (MYP). Advance Procurement funding is used routinely and
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extensively in the procurement of components for major end items due to manufacturing and
production lead times. The use of MYP has to be approved by the Congress on a program-by-
program basis. Congressional approval permits DoD to use a single contract to procure multiple
copies of a given item that are scheduled to be procured across a series of years. MYP
arrangements are governed by 10 USC 2306(b). EOQ procurement involves procuring multiple
copies of a key component of a weapon covered by an MYP at the start of the MYP period in
order to achieve significantly reduced costs on that component.

B. Policy for Full Funding. The total estimated cost of a complete, military
useable end item or construction project must be fully funded in the year it is procured. There
are 2 basic policies concerning full funding.

1. To provide funds in the budget for the total estimated cost of a
complete, military usable end item to document the dimensions and cost of a program.

2. Exceptions to this policy are advance procurement for long lead-
time items and advance economic order quantity (EOQ) procurement. EOQ may be used only
in connection with multiyear procurements. Both efforts must be identified in an Exhibit P-10,
Advance Procurement, for the Budget Estimate Submission and the President’s Budget request.

C. Procedures for Full Funding

1. Cost Estimates. Full funding applies to an initial estimate and can
exist only at a point in time because estimates change. However, the Future Years Defense
Program (FYDP) shall be a consistently reliable foundation for stating the total cost of acquiring
defense systems. Thus, the FYDP 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, Budgeting
and Execution (PPBE) System 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 a time-phased "lead-time 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 "lead-time away" basis.

3. Advance Procurement (Long Lead-time Items). Advance
procurement requests for long lead-time items shall be limited to the end items in major
procurement appropriations. Long lead-time procurements shall be for components, parts, and
material whose lead-times are greater than the life of the appropriation (3-5 years). In some
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circumstances, Advance Procurement is also warranted when items have significantly longer
lead-times 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 lead-time 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). The
full cost of components, material, parts, and effort included in the advance procurement request
should be budgeted in the FYDP 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 may be used
only in connection with multiyear procurement. It is the 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 requirements for no more than the number of program years covered by the
multiyear procurement contract. Unless it 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. An end item is fully
funded only when funds are budgeted, programmed and available to cover the total estimated
cost of the item at the time the procurement action is begun. 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 an item is fully funded. In executing a
program, no procurement of material or equipment, or work or services, therefore, shall be
directed or implemented unless the full program amount is available, except for authorized
economical order quantity (EOQ) and advance procurement. Similarly, the value of existing
contracts for the procurement of material or equipment shall not be increased (through contract
modifications) unless the funds are available to fully fund the new contract price. Limitations of
funds clauses shall not be used as a mean of avoiding the requirement to fully fund procurement
programs. (Note that this guidance does not affect the proper use of limitations of funds clauses
in incrementally funded development contracts.) For multiyear contracts, the test of full funding
does not include the cancellation ceiling associated with items in the FYDP 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
FYDP funding.
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010212. Budgeting for Information Technology and Automated Information Systems
A Information Technology and Automated Information 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. The correct appropriation for budgeting an IT effort is dependent on the
activity and the underlying tasks that make up the IT effort. RDT&E activities and Working
Capital Fund activities follow unique procedures as noted in the following paragraphs. All other
activities budget for IT efforts based solely on the underlying purpose for the IT effort.

1. An IT effort may require funding for more than one appropriation.
The underlying purpose for each discrete task within an IT effort determines the correct
appropriation for budgeting of that task. An effort that is so broadly defined that it contains
separate tasks appropriate to budgeting in different appropriations should be separated into
discrete tasks, each of which is budgeted in the correct appropriation.

2. The following guidelines are provided to help determine which
appropriation to use:

3. 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 envelope 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.

a. Reaching the objective system, as defined in the
requirements documents, is a critical determinate. Some software programs, particularly those
following a spiral or incremental development 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.

b. 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.

C. The acquisition, 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.

4. Procurement appropriations: Acquiring and deploying a complete

system with a cost of $250,000 or more is an investment and should be budgeted in a
Procurement appropriation. Complete system cost is the aggregate cost of all components (e.qg.,
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equipment, integration, engineering support 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 technical assistance) is counted towards
the investment threshold. The total cumulative cost of the system is not considered when
deciding what appropriation to use to fund modernization.

a. Procurement of fully developed and tested modification
kits and associated installation, including technical assistance is financed from Procurement
appropriations. Equipment purchased after successful system testing and a favorable fielding
decisions is funded with procurement dollars.

b. 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, unless it is financed on an "annual fee" basis. In the latter
case, it is an expense item properly financed in RDT&E or O&M.

5. O&M appropriations: Expenses incurred in continuing operations
and current services are budgeted in the O&M appropriations. Modernization costs under
$250,000 are considered expenses, as are one-time projects such as developing planning
documents and studies.

a. Software releases 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.

b. Items purchased from a commercial source that can be used
without modification (e.g., COTS and nondevelopmental items) will be funded in either the
Procurement or O&M appropriations, as determined by the expense and investment criterion.

6. The IT 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.

7. 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.

1-37



DoD 7000.14-R Financial Management Regulation VVolume 2A, Chapter 1

*Qctober 2008

010213. Research, Development, Test and Evaluation (RDT&E) - Definitions and
Criteria

A. Definitions. The term "research and development (R&D)" is intended

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. Research is systematic 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. The operation of R&D installations and activities engaged
in the conduct of R&D programs, including direct and indirect efforts, expense and investment
costs.

C. The acquisition or construction of industrial facilities
costing less than $750,000 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.
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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.

C. Family housing construction, operation and maintenance at
R&D installations and activities will be funded in the Family Housing appropriations.

d. Expenses of 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. The RDT&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. Expenses for the support of tenant activities will be funded
in accordance with the following:

1) Expenses for 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, development, test and evaluation will be funded by
RDT&E.

3) Expenses for 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. Expenses of 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
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Advanced Research Projects Agency and the Missile Defense Agency) will be financed in the
Operation and Maintenance (O&M) appropriations.

d. Expenses and investments for the operation and
maintenance of major range and test facilities, as defined under DoD Directive 3200.11, that
conduct developmental 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 projects is required, the projects shall be programmed,
budgeted, and financed as follows:

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 $750,000 or less may be funded with RDT&E
appropriations. Such expenditures are authorized under 10 U.S.C. 2805 (unspecified minor
construction). 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 $750,000 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 a military 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. New construction or improvements having general utility are not authorized under
10 U.S.C. 2353.
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@) 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, a research 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 construction are not
authorized under 10 U.S.C. 2353. Facilities 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 alternative provision that protects the interests
of the United States in the facilities.

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

e. The Family 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 (GOCQO) 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.

4, Establishment of Pilot Line and Tooling Requirements
a. The costs associated with establishing an initial pilot line,

which are necessary to acquire a limited number of representative items for test purposes,
including the test items, will be financed by RDT&E. All items and costs associated with
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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 also been
approved for procurement, operational use, or included in the force structure, then hard tooling
requirements common to both the development and procurement phases will be financed by
Procurement appropriations. When an end item under development 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. As a general 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.

Q) Development and  preproduction  prototypes
(RDT&E financed) will be used for Developmental Test and Evaluation (DT&E), including
scientific, technical and weapons effects tests. DT&E programs must provide complete and
reliable data that can be used to estimate the military utility of new items as a basis for
considering decisions to continue engineering development. To this end, 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 a realistic preliminary production
manner and thus provide such data.

@) 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 a valid estimate of
production items operational effectiveness and suitability (including compatibility,
interoperability, reliability, maintainability, and logistic and training requirements).

3) Low Rate Initial Production (LRIP) assets. LRIP,
as defined in DoD 5000.2-R, is to provide production configured or representative articles for
operational test (RDT&E funded, see paragraph (2)); establish an initial production base for the
system (procurement funded); and permit an orderly increase in production rate for the system
(procurement funded). If the asset will be used for developmental or operational testing by an
independent operational test agency, then it should be procured with RDT&E funds. The LRIP
quantity will be determined as part of the Production and Deployment approval (Milestone C).
RDT&E funds will be budgeted to procure the items required for operational test to facilitate the
testing of LRIP assets. LRIP test articles must be specifically identified in the budget
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documentation. Should LRIP items beyond the test quantity be required, they would need to be
included in the Milestone C 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.

Q) Acceptance, quality control and surveillance testing
of articles obtained for other than RDT&E purposes.

@) 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 the initial acquisition cost.

C. The acquisition 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 nondevelopmental items by field units
for doctrine, operational, or organizational purposes. If the commercially available item is
modified and requires testing prior to approval for service use or inventory it is to be funded in
RDT&E as are all developmental items.

d. Articles (including end items, weapons, equipment, 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 use in
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. In addition,
excess items that can be made available on a priority basis from existing inventory will be
reassigned for use in 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 use in R&D testing without reimbursement.
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f. The acquisition 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. Modification 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 an article initially 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 Improvement

a. "Product improvement” of major end items and major
components of major 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.

@) Engineering services or related manufacturing
efforts applied to an item currently in production to extend its useful military life within the
current performance envelope 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 is required. 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 is to 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 envelope 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 is required. If DT or OT&E is required by an independent operational
test agency, RDT&E finances the improvement.

4 In both cases (2) and (3) above, the determination
that the improvement is “within the current performance envelope” and that “no development
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testing (DT) or operational test and evaluation (OT&E) by an independent operational test and
evaluation agency is required” should be determined after formal coordination with the Director,
Operational Test and Evaluation.

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 funds in 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, maintainability, 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

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

@) 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. An experimental test bed type of ship or an experimental
ship will be financed by RDT&E appropriations. This will 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,

1-45



DoD 7000.14-R Financial Management Regulation VVolume 2A, Chapter 1
*Qctober 2008

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 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 as the 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. The following guidance describes the
circumstances in which RDT&E funds may be used for the acquisition of operational space
systems.

a. Expendable launch 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 subsequent 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. The first satellite of a new design is normally
placed into operational use. For programs in 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, in rare 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.
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C. Ground Control and Ground Processing Systems. The
design and implementation of ground control and ground processing systems is 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 electronics equipment.

10. Training Devices. A training device is composed of components
and software that have been designed or modified to demonstrate or illustrate a concept or
simulate an operational circumstance or environment. The initial 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 requirements and the initial or prototype
device is 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.

11. Joint Test and Evaluation

a. The Joint Test and Evaluation (JT&E) program provides
quantitative information used for analyses of joint military capabilities and to develop potential
options for increasing military effectiveness, The program is complimentary to, rather than part
of the acquisition process. A JT&E project brings two or more Military Services or other
Components together to: assess Service system interoperability in joint operations; evaluate joint
technical and operational concepts, and recommend improvements; increase joint mission
capability, using quantitative data for analysis; validate testing methodologies that have joint
applications; improve modeling and simulation validity with field exercise data; provide
feedback to the acquisition and joint operations communities; and improve joint tactics,
techniques, and procedures. JT&E projects focus on improving the warfighter’s capability to
conduct joint military operations with existing equipment. DOT&E manages the JT&E program
and coordinates with Combatant Commanders, the Joint Staff, and the Services to ensure
warfighter involvement.

b. The JT&E program is financed in the Operational Test and
Evaluation (OT&E), Defense appropriation (program element 0605804D). DOT&E funds the
costs incurred for the direction, supervision, and performance of activities that are unique to the
needs of the JT&E projects. When directed as Executive Agent for a particular JT&E project,
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the Component, Service or COCOM is responsible for ensuring that all resources necessary for
the successful accomplishment of the JT&E project are available to the Joint Test Director
(JTD). This includes administrative, management and facilities support for the JTD. The
Executive Agent support costs (O&M, Procurement, and RDT&E) are to be programmed and
budgeted in accordance with established 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 Leased Services. When the
provider of a leased service that will ultimately be financed in O&M requires initial 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.

010214. RDT&E - Incremental Programming and Budgeting Basis

A Purpose

This Chapter specifies the principles to 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

The annual 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

1. The budget request for DoD projects and programs will be
developed and presented in accordance with the following principles:
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