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8. Contributions and Donations,
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Industry objects strenuously to our proposed
disallowance of contributions and donations.
Industry claims that expenditures for con=-
tributions and donations are normal and
legitimate costs which they must incur.
Industry feels that the possible problem of
excessive gifts can be solved by the establish~
ment of certain tests of reasonableness which
are acceptable to both industry and govermment.

(h) Coptributjops and Donations. Contributions and donations are unallowable.
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We do not feel that all contributions and do- '
nations should be allowable. However, we pro- L
pose an extensive change in this principle A
to allow the costs of reasonable contributions
to establishnon-profit charitable organizations.
The Alr Force representative does not concur in
this change from the 21 August draft. The follow-
ing addition to the 21 August draft is proposed:
"Reasonable contributions and donations to es-
tablished non-profit charitable organizations are
allowable provided they are expected of the con-
tractor by the community and it can reasonably be
expacted that the prestige of the contractor in the
community would suffer through the lack of such
contributions.
"The propriety of the amount of particular con~
tributions and the aggregate thereof for each
fiscal period must ordinarily be judged in the
light of the pattern of past contributions, parti-
cularly those made prior to the placing of Govern- -
ment contracts, The smount of each allowable
contribution must be deductible for purposes of
Federal income tax, but this condition does not,
in itself, Justify allowability as a contract cost.”

Latest Suggested Revision

Reasonable contributions and donations to established nonprofit charitable organizations
are allowable provided they are expected of the contractor by the community and it can
reasonably be expected that the prestige of the contractor in the community would suffer
through the lack of such contributions.

The propriety of the amount of particular contributions and the aggregate thereof for
each fiscal period must ordinarily be judged in the light of the pattern of past
contributions, particularly those made prior to the placing of Government contracts.
The amount of each allowable contribution must be deductible for purposes of Federal
income tax, but this dondition does not, in itself, justify allowability as a contract
cost.

Current Proposal —— P




Jssue—

i 9. Interest

Issue
10, Training and Education.,

lague

11, Plant Reconversion Cost.

Issue
1d. Overtime,

Industry argued strongly that interest on
borrowings made necessary by our contracts

should be allowed as a cost against our con-
tracts. Industry contends that the fluctu-
ating nature of government business precludes
avallability of equity capital in many instances.

Andustry Position

Industry did not make a strong case against our
proposed cost principle at the 15 October
meeting. Subsequent written comments failed to

mention this item.

Industry Position

Industry contends that there are circumstances
wherein equity requires the payment of plant
reconversion cost on a mutually acceptable basis,
Industry contends that our prior draft precluded
any such negotiation on a case by case basis,

try Posit

Industry's recommendations here are limited
to requesting a clarification between over-
time premium pay and fixed premium pay, both
in ASFR Section XII and the proposed Cost
Principles,

A,
-
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é Government Position oy

We do not feel that Industry has made a case

for allowance of interest ag a cost, We feel
that such allowance would provide a preference
for one method of obtaining capital requirements
over other methods, and therefore would provide

an incentive for borrowing for the performance of
our contracts,

Gov t Pogit

In view of the lack of further industr& comment
on this item, we feel that our proposal, as
contained in the 21 August draft, is correct.

Government Position

While retaining the substance of our previous draft
of this principle, we recognize the industry argument
that the payment of reconversion cost on a case by

case basis should not be precluded by the cost princi-
ples.

V t t

We do not feel that any further clarification
is required on this subject.,

While we propose that interest remain an 'unaiic .o —]

cost, we are recommending & revision in our profit
policy appearing in ASPR 3-808.4 by adding a new
subparagraph (d) which would read:

"d, Extent Cont bor's Tnv .
The extent of the contractor's total investment in
the performance of the contract will be taken into
consideration in the fixing of the amount of the fee
of* profit,”

Current Proposal
No change from the 21 August draft.

Gurrent Proposal

We propose that the following provision be added to
the principles: "However, in special circumstances
where equity so dictates, additional costs may be
allowed to the extent mutually agreed upon,"

Current Propogal

No change from our 21 August draft.



Issues in Items of Cost

(in Brief)

Industry Contention

Advertising Costs: (i) product
advertising creates mass markets,
which, in turn, contribute to
industry's ability to perform
defense work cheaper; (1i) in-
stitutional type advertising
affects employee and community
relations and stimulates in-
terest in employment; and (1ii)
the requirements of carrying out
the contract sometimes require
advertising for scarce materials,
subcontracting and the like. It
i1s contended that all should be
allowed.

Bad Debts: Although the Govern-
ment always pays its bills there
are bad debts flowing from Govern-
ment business which justify al-
lowability of some bad debts.

Plant Reconversion Costs. Recon-
version from defense work to civi-
lian worl: may be so costly as to
make it inequitable to require
such reconversion to be paid for
by the new production. It is
suggested that sllowability
should be stated in such & way

as to not preclude pasyment there~
for by the Government.

Rental Costs. Industry objects to
the limitations of costs to
"normal costs of ownership" of

(1) interplant rentals, and (ii)
facilities under sale and lease-
bacl: arrangements, contending

that the general rule ought to

be "open market" rental worth of
the property.

Evaluation and Recommendation

Both product and institutional type
advertising are designed to influence
the general public and should be so
allocated. Vhile we should allow
the costs of carrying out the con-
tract, we have found no reasomeble
way of separating this very small
item from the above and therefore

it 1s recommended that this expense

be absorbed in the fee allowance.

If there are bad debt situations
growing out of Government business,
they are not significant. Recom=-
mendation: Conmtinue to disallow
all bad debts.

Mel:e-ready expense ought to be al-
located against the ensuing pro-
duction. Recommendation: That
edditionsl reconversion costs be
not allowed.

We must remove the incentive for a
contractor to increase the cost of
the Government by his own action.
The ldnmitation of costs to the
"normal cost of ownership" ac-
complishes this purpose. Recom-
mendation: Allow only the "normal
cost of ownership” in the two
gituations describved.



5.

6.

Research and Development. Allow-
ance of applied research upon &
product line basis, and disallow-
ance of such product line research
in research contracts, is criti-
cized. The AIA criticizes, as
they did in their presentation

of 22 January, the requirement for
negotiation of the research ex-
pense.

Ireining and Educationel Costs.
Industry objects to (i) the limi-
tation of 2 hours a week for
classes during working hours,

(1ii) allowance of only tuition,
etec., (but not salary and sub-
sistence) at post graduate levels
and (1i1) unallowability of grants.

Applied research has for its purpose
the development of improvement of
particuler hardware. As such, it is
appropriate that the cost thereof be
borne by the product line involved
and since the cost should be absorbed
through sales of the product line,
it should not be allocated against
other research projects specifically
awarded to the contractor. Recom-
mend: To change.

-The entire program was developed by

the procurement, manpower and re-
search interests of QASD and the
military departments as & reasonable
program under today's conditioans.
Recommend: Ilo change in the principle.

e bt e 12



ISSUES IN ITEMS OF COST

Virtually every item of oost has been the subjeot of some
oriticism or comment by some of the respondees. Many of these
appear solvable by editing some of the points into the document.
As might be expected, all of the Assoolations did not make the
same comment nor oriticise the same element. In order to reduce
the problem to the costs which were subjected to the most oconsis-
tent and broad criticism, the following are discussed:

1. Advertising Costs (a).

2. Bad Debts (b)

3. Compensation for Personal Services (f)

4, Contributions and Donations (h).

5, Interest and other Financial Costs (q)

6. Overtime, Extra Pay Shift and Multi-Shift Premiums (y)
7. Plant Rehabilitation Costs (cc)

8+ Rental Costs

9. Research and Development (ii)

10. Training and Educational Costs (qq)




le Advertising Costs (a)
Contention

NAW, NSIA, MAPI, AMA, ATA, C. of C., EIA, and CPA were oritiocal
of the ocoverage of the draft of this item. The reccmmendations
contered upon the allowability of produot and institutional advertis~
ing, subject only to allocability and reasonableness. With respect to
product advertising one association suggested that in the establish-
ment of mass markets, the Government has received price benefits which
Jjustify the proposed action. All contend:d that INSTITUTIONAL TYFE
ADVERTISING should be allowed since such advertising "informs the
public on matters of general interest, stimulates interest and the
pursuit of careers in science and engineering, or affects employee
relations." The American Institute of CPA's notes that it is."reason-
able to allow the cost of advertising for soarce materials, or for
second~-hand mechinery when new machinery is hard to obtain.”

Evaluation

Industry generally seems to admit that product advertising ought not

to be allocated against Government ocontracts. Institutional advertising

may result in some benefit to the Govermment under ocertain ciroumstances,
but that benefit is somewhat elusive end thus reasonableness of cost is
extremely diffioult to determine.

On the other hand, advertising for needed specific materials, sub-
contractors, engineering proposals, and the like, for the purpose of
carrying out the contract, establish the kind of a relationship which
justifies allowance.

Roocommendation
1. Disallow product and lastitutional advertisinge.

2e Adjust advertising for "scarce material or for second-hand
materials™ and for other advertising directly related to the accomplish-

nent of the contract mission.

2+ Bad Debts.
Contention
NSIA, MAPI, AMA, ATA, C, of C., and EIA proposed modifications

of the bad debts principle. Generally it is stated that the un-
allowability of bad debts is too sweeping since, it is asserted
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that there are many kinds of credit losses as "a result of handling
Government business."

Evaluation

There is some merit to the argument that there is a possibility of
losses in connection with subcontract operations which might be considered
to be in the nature of bad debts. However this is insignificant. Since
the ma jor source of bad debts relates to customers, and since the
Govermment, as a customer, pays its debts, such expense is not allooable
to the Government.

Recommendation

Continue to disallow all bad debiew
3. Compensation for Personal Services (f)
Contention
It is contended that the proposed coverage which disallows ocom~
pensation plans based upon or measured by profits of the immediate
distribution type (so-called profit-sharing plans) and stock option
techniques of compensation, imposes "arbitrary limitations upon
allowable personnel compensation based on the form in which come
pensation is paid" rather than upon the reasonableness of the total
oompensation using all forms.
Evaluation
The above is a general complainte In September, 1957, when it was

oconsidered urgent that a draft proposal be released to industry for their

oonsideration so that the project could move forward several compromises

~ were reached and one issue was determined by SECDEF. Profit sharing un-

allowability was determined by SECDEF. Similar treatment of the costs
of stoock options was one of the compromises. The issue was accompanied by
a memorandum whioh states, in part:
".eit is proposed that this set of ocost principles be furnished
immediately to the industrial associations for comment and after

full consideration of such comments and appropriate modifications

2



of the principles, that they be incorporated in the Armed Services
Proourement Regulation."
In determining the issue for the purpose of seocuring ococmment, SECDEF
determined the matter by disallowing profit sharing.
Industry contends that both profit sharing and stoock options are
appropriate forms of ocompensation and argues:

ae That immediate distribution compensation plans based

———

upon or measured by profits--
l. are becoming increasingly more widely used as a means
of ocompensating employees and officers for services rendered.
2. are "oosts" by generally accepted accounting principles
and preotices, as distinguished from a distribution of profits.

3. are allowable for tax purposes and in renegotiation.

4, are aocorded different treatment from bonuses (which
are allowable under the draft). This distinotion is unsound sinoe
they "are treated alike by the employer for other purposes.”

5. were recognized as "essential to the ultimate main-
tenance of the Capitalistic System" in 1939 by a Senate Suboommittee
which investigated profit sharing (bi-partisan - Senators Vandenberg
and Herring).

b. That Btock Options--

l, are a proper means of compensating employees for services
rendered.

?. are recognized as costs by "generally acceptsd accounting
principles and practices."

3¢ are allowable for tax purposes.

Recommendation

Allow immediate distribution type compensation plans whioh mey be
3



dependent upon or measured by profits and the cost of compensation paid
by stock optisns both subjeot to the nsgotiation requirement of
ASPR 15-204.1(b).

4. Contributions and Donations (h) See also Training and Educational
Costey—10

Contention

NAM, NSIA, WAPI, AIlA, AIA, C. of C., EIA and CPA were oritioal
of the disallowance of all contributions and donations. It is
stated that every oconcern is ocalled upon to contribute to loocal,
state and national charitasble and non-profit organizations and to
fail to do so would seriously impair the prestige of the contractor
and result in adverse public opinion and employee discontent. It is
stated also that such contributions aid in the development of technical
education and scientific research asnd are essential for the publie
welfares It is stated that such contributions are allowable for Income
Tax purposes and have been allowed by the ASBCA in their findings.

Evaluation

We believe that this element of expense is an insignificant element
and that a case oan be made for the soundness of the poliocy of allowing
reasonable contributions under the basic premises of our project.

Recommendation

We reccmmend allowance of this element.

5. Interest and Other Finanoial Costs (q)

S ————
Contention

NAM, NSIA, AMA, MAPI, C, of Ce., EIA oriticize the unallowability
of this items On the other hand, the AIA seeks the allowability of
interest only when it is assessed as a result of protecting rights
of the Government and at the Govermment's direction., CPA "agrees
with the disallowance of interest costs if it is made clear that
the profit allowed is to be large enough to cover interest on the
turnover of borrowed capital in addition to = return on equity
capital, thus assuring equitable treatment of contractors employ-
ing different methods of financing. "Those claiming allowability
of interest assert that it is a normal and legitimate cost of
doing business allowable by the courts, for tax purposes, under
renegotiation, under ASPR Section VIII, that the GAQ would not
object; and finally, that the recent DOD restrictions upon finan-
oing of inventories and work in process necessitates, and that the
DOD Directives require, "that oapital investment by the Contractor
will be taken into consideration in determining fixed-fee or allow-
able profit."

4



Bvaluation

The allowability of interest as a cost has been considered many times

over the years, and again as late as last fall. The general conclusion

[

reached was that although it was proper that interest not be allowed g

I
AS A COST, it was appropriate that the fee, profit or price be established |

in light of the capital investment by the Contractore.

Resommendation

We recommend that this concept be appropriately introduced into the
principless. This could be done with the concept used in DOD Direoctive
780046, as follows:

"However, the extent of the contractor's capital investment
in the performance of the contract will be taken into consideration
in the negotiation of the fee or price, as the case may be."

6. Overtime, Extra Pay Shift and Multi-Shift Premiums (y)
Contention

NSIA, AMA, AIA, MAPI, Co4 of C,, BEIA and CPA oriticize this
principle stating that the draft perpetuates the existing dif-
ficulties whioch are presently being correctede. It is stated
that what is required is a sound, operable overtime and extra
pay shift poliocy with a prineciple embodying the revised policy.

Evaluation

We have found industry's complaint justified to the extent that the | ,
1
/ !

] v
basic policy has been adjusted. The adjustments have been coordinated MJQQJ &ﬁ,‘{

i !

with the IiSIA Defense Advisory Council and have been oconsidered fair
and operaltle.

Recommencstion

Embody the revised policy into an appropriate principle to the
following effect:
While continuing the basic policy against unnecessary overtime:

l. reduce administrative burdens on both Government and
irdustry



2+ retain control by the Government of overtime premium
and shift premiums at Government expense of an extended
nature

3. permit contractors to exercise management judgment with
respect to overtime or extra pay shifts which are of a

sporadic or emergency nature, or which reduces overall
cost

4. apply the tests of "reasonableness" and "allocability"
to overtime and shift premiums.

7. Plant Reconversion Costs (cc)
Contention
NAM, NSIA, AIA, Ce of C., EIA and WAPI are oritical of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contractor's business and
the use of the plant and the extent of his involvement in defense
procurement progrems should be the determining factor in the
determination of whether these costs are allowables The argument is
nmade that while the non-allowability may be correct with respect to
minor plant adjustments to undertake defense work, major or abnormal
changes ought to be allowed "on the basis of negotiation", particularly
where there is knowledge that after performance of the Defense work
the contractor will resume his previous operation.
Evaluation
The proposed action was taken in the belief that make-ready expense
ought to be allocated against the ensuing production. Thus, the Govern-
ment ought to allow the costs of preparing for the production under its
oontract and the ecivilian production ought to take care of the make-ready
for the new production--thus such expenses should not be allocated against
the Goverrment contract. WNotwithstanding, we found it necessary to both
remove Government property from the contractors premises and to rehabilitate

the premises "caused by such removal®,

Recommendetion

Maintain the principle,

8. Rental Costs (hh)



Contggtion

NSIA, AL, MAPI, C. of C.,, EIA, and CPA are critioal of two
provisions of the principle (i) the limitation on inter-plant
rent:ls that tuch should not "exceed the normal costs of owner-
ship" and (ii) and that in general sale and lease back situations,
subject to negotiated exceptions, the costs should not exceed
that "which would have been incurred had the contractor retained
legal title to the facilities.™ It is asserted that in both
situations the tests ought to be reasonableness of the rental,
including such other tests as "in line with those charged for
similar properties;" and "comparable to normal rental to be paid
for like facilities in the open market."” It is asserted that the
sale-and-lease back technique is an "established method of raising
capital,”

Evaluation
Both provisions are designed to maintain rentals at reasonable

levels and remove an initiative of a contractor by his own action to

Inorease Governmental costse The technique utilized is simply to limit the

costs to that which would have occurred had the transfer not been made. At
the same time, the polioy recognizes that these are often arms-length
transactions of the type which justify cost adjustments and the draft

makes provisions for specific negotiations therefor. Ons Association
recognizes the problem. They say; "To judge the leaseback rental in

terms of the lessor's costs had he retained title is to measure the

rental by the very index which the leaseback arrangement was designed

to repudiate.”

Government's recognition of the validity of this argument
was the very reason for adoption of the policye If the sale and leaseback
techniques is gn "established method of raising capital™, there is all

the more reason why we should not allow exoess cost attributable to this
technique inasmuch as we do not allow the costs of raising ocapital

generallye.

Recommendation

Meintain the principle.



9, Rusearch and Development Costs (ii).
Contention

NAM, NSIA, AMA, AIA, MAPI, C, of C., and EIA have criticized
this princivle, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research into basic and applied for the purpose of allowing the
applied on the basis of allocability to the product line; (ii)
the non-allocability of research overhead to the accomplishment of
a research contract mission; and (iii) the AIA partioularly ocon-
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents an unwholescme control of
research.

Evaluation

It is recognized that it is sometimes difficult to break down all
research into basic and applied. However it is sound that applied re-
search be allocated to the product to which the research attention is
being supplied. This being true methods must be found for segregating
questionable projects appropriately.

When research is the service being purchased it seems manifestly
inappropriate that other applied research expense be allocated against
such a mission 8ince, as indicated above, applied research should be
allocated upon a produot line basis and the costs should be absorbed
through sales of the product line.

Only the AIA mekes a strong oase against the desirability of
negotiation of the reasonableness and allocability of researoch expense.
This problem was recently analyzed fully as a part of the AIA presentation
of 22 January 1958, and that analysis is applicable hereto. The conelusion
reached was that this requirement must be retained since; (i) in the air-~
oraft industry there are no competitive restraints to discipline the
contractors and (ii) there is an urgent need for utilizing fully the re-

sults of the research and for relating all projects to others.




Yecommerdetion

Maintain the orineciple.

10. Training and Bducational Costs (qq) See also Contributions and
Donations, i4.

Contention

NAM, AMA, AIA, WAPI, C. of C., and EIA are critical of the ex-
tent of allowability included in this principles Although the pro-
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the ourrent national policy to
stimulate soientific and technical study and thus it is inoumbent
upon the DOD to encourage its contractors to minimize their efforts
in this regard, including cost support of the effort.

Evaluation

The present proposal:

(i) allows in-training end out-training at voocational
and non-college levels.

(ii) allows part-time technical, engineering and scientific
- education, including materials, textbooks, fees, tuition,

and, if necessary straight time compensation for attendance
of classes during working hours for 2 hours a week for the
year (1 course).

(iii) allows post-graduate tuition, fees, materials for fulltime
socientific and engineering education (BUT NO SALARY OR SUB=-
SISTENCE), for bona fide employees for one school year for
each employee so trained.

(iv) grants to educational institutions are considered donations
and are unallowable by the draft.

The above policy was developed cooperatively by the procurement,
manpower and research interests of ASD and the military depertments.
During the development every aspect of the problem was reconsidered and
the above was adopted as being a reasonable treatment under today's
ciroumstances.

In connection with (ii) industry objects to the limitation of 2 hours
a week for the study during working hours. Basically, this sort of

activity ought to be acoomplished outside of working hours but instances

9




were found in which this was not possibles Two hours per work week
appeared to be a reasonable solution.
In connecsion with (iii) industry objects to the non-allowability
of salary and subsistence. Allocability of this expense against
Govermment contraects is a tight question. As a matter of policy therefore,
we sought a reasonable solution and one in which a discipline to reasonable-
ness would be provided. Sharing of the expenses provides this incentive.
Finally, industry objects to the non-allowance of grants in (iv).
These were disallowed on the basis that grants are in fact donations and
should be allowed only if contributions generally are allowable (See Item
#4) .

Recommendation

Maintain the principle except with respect to educational grants

which should be allowed as a contribution or donation.

10
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IS3SUES IN ITEMS O COST

Virtually every item of cost has been the subject of some criticism or
comment by some of the respondees. Many of these appear solvable by editing
some of the points into the document. As might be expected, all of the
Associations did not melie the same comment nor criticize the same element.
In order to reduce the problem to the costs which were subjected to the most
consistent and broad criticism, the following are discussed:

1. Advertising Costs (a)
2. Bad Debts (b)
3. Plant Rehabilitation Costs (cc)
4, Rentsl Costs
5. Research and Development (ii1)
6. Training and Educational Costs (qq)
1. Advertising Costs (a)
Contention

NAM, NSIA, MAPI, AMA, AIA, C. of C., EIA, and CPA were critical of
the coverage of the draft of this item. The recommendations centered
upon the allowability of product and institutional advertising, subject
only to allocability and reasonableness. With respect to product
advertising one association suggested that in the establishment of mass
markets, the Govermment has received price berefits which justify the
proposed action. All contended that INSTITUTIONAL TYPE ADVERTISING
ghould be allowed since such advertising "informs the public on
matters of general interest, stimulates interest and the pursuit of
careers in science and engineering, or affects employee relations.”

The American Institute of CPA's notes that it is "reasonable to
allow the cost of advertising for scarce materials, or for second-
hand machinery when new machinery is hard to obtain.”

Evaluation

Industry generally seems to admit that product advertising ought not

to be allocated against Governmment contracts. Institutional advertising

may result in some benefit to the Government under certain circumstances,
but that benefit is somewhat elusive and thus reasonableness of cost is

extremely difficult to determine.
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On the other hand, while advertising for needed specific materials, sub-
contractors, engineering proposals, and the like, for the purpose of carrying
out the contract, establish the kind of & relationship which justifies allow-
ence, it is so minor in nature and so Aifficult to isolate as to indicate the
desirgbility that this aspect be absorbed in the fee allowance.

Recommendation

Disallow product and institutional advertising.
2. Bad Debts.

Contention

NSIA, MAPI, AMA, ATA, C. of C., and EIA proposel modifications

of the bad debts principle. Generally, it is siated that the un-

allowability of bad debts 1s too sweeping since, it is asserted

thaet there are many kinds of credit losses as "a result of handling

Government business."”
Eveluation

There is some merit to the argument that there is a possibility of
losses in connection with subcontract operations which might be considered
to be in the nature of bad debts. However this is insignificant. Since
the major source of bad debts relates to customers, and since the Government,

as g customer, pays its debts, such expense is not allocable to the Government.

Recommendstion

Continue to disallow all bad debts.
3. Plant Reconversion Costs (cc)
Contention

NAM, INSIA, ATA, C. of C., EIA and MAPTI are critical of the
allowability of only the cost of removing Govermment property and
the restoration or rehabilitetion costs caused by such removal.
It is contended that the nature of the Contractor's business and
the use of the plant and the extent of his involvement in defense
procurement programs should be the determining factor in the
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determination of whether these costs are allowable. The argument 1s
. made that while the non-sllowability may be correct with respect to
minor plant adjustments to undertelie defense worlk, major or abnormal
changes ocught to be allowed "on the basis of negotiation", particulearly
where there is knowledge that after performance of the Defense work
the contractor will resume his previous operation.
Evaluation
The proposed action was talien in the belief that malke-ready expense
ought to be allocated against the ensuing production. Thus, the Government
ought to allow the costs of preparing for the production under its contract
and the civilian production ought to take care of the malie-ready for the
new production--thus such expenses should not be allocated against the
Government contract. Iotwlthstanding, we found it necessary to both
remove Government property from the contractors premises and to rehabilitate

the premises "caused by such removal'.

Recommendation

Maintain the prineiple.
4. Rental Costs (hh)
Contention

NSIA, AIA, MAPI, C. of C., EIA, and CPA are critical of two
provisions of the principle (i) the limitation on inter-plant
rentals that such should not "exceed the normel costs of owmer-
ship" and (1i) that in general sale and lease back situations,
subject to negotiated exceptions, the costs should not exceed
that "which would have been incurred had the contractor retained
legal title to the facilities." It is asserted that in both
situations the tests ought to be reasonableness of the rentsl,
including such other tests as "in line with those charged for
similar properties;" and "comparable to normal rental to be paid
for like facilities in the open market." It is asserted that the
sale-and-lease back technique is an "established method of raising
capital.!

Evaluation
Both provisions are designed to maintain rentals at reasonable levels

and remove an initiative of & contractor by his own action to increase

-3 -




Governmental costs. The technique utilized is simply to limit the costs

to that which would have occurred had the transfer not been made. At the
same time, the policy recognizes that these are often arms-length transactions
of the type which Jjustify cost adjustments and the draft mekes provisions for
specific negotlations therefor. One Assoclatlon recognizes the problem.

They say; "To judge the leaseback rental in terms of the lessor's costs bad
he retained title is to measure the rental by the very index which the lease-
back arrangement wes designed to repudiate.” Government!s recogniticn of the
validity of this argument was the very reason for adoption of the policy.

If the sale and leaseback technique is an "established method of raising
capital", there 1s all the more reason why we should not allow excess cost
attributable to this technique inasmuch as we do not allow the costs of
ralsing capital generalily.

Recommendation

Maintain the principle.
5. Research and Development Costs (ii)
Contention

1JAM, NSIA, AMA, ATA, MAPI, C. of C., and ETA have criticized
this principle, although concluding, generslly, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking dowm all
research into basic and applied for the purpose of allowing the
applied on the basis of allocability to the product line; (ii)
the non-allocability of research overhes? o the accomplishment of
a research contract mission; and (iii) t.:: ATIA particularly con-
tends that the requirement for negotiatior to support reasonable-
ness of the research exXpense represents o unwholesome control of
research.

Evaluation
It 1s recognized that it is sometimes difficult to break down all

research into basic and applied. However it is sound that applied re-




search be allocated to the product to which the research attention is being
supplied. This belng true methods must be found for segregating questiomable
projects appropriately.

When research is the service being purchased it scems manifestly insgp-
propriate that other applied research expense be allocated against such a
mission since, as indicated above, gpplied research should be absorbed through
sales of the product line.

Only the AIA mskes a strong case agalnst the desirability of negotiation
of the reasonableness and allocability of research expense. This problem
was recently analyzed fully as a part of the AIA presentation of 22 Januery
1958, &nd that analysis is applicable hereto. The conclusion reached was
that this requirement must be retained since; (i) in the aircraft industry
there are no competitive restraints to discipline the contractors and (ii)
there is an urgent need for utilizing fully the results of the research
and for relating all projects to others.

Recommendation

Maintain the principle.
6. Training and Educational Costs (qq).
Contention

NAM, AMA, AIA, MAPT, C. of C., and EIA are critical of the ex-
tent of allowability included in this prineiple. Although the pro-
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the current national policy to
stimilate scientific and technical study and thus it is incumbent
upon the DOD to encourage its contractors to minimize their efforts
in this regard, including cost support of the effort.

Evaluation
The present proposal:

(1) allows in-training and out-training at vocational
and non~college levels.




(i1) allows part time technical, engineering and scientific
education, including materials, textbooks, fees, tuition
and, if necessary straight time compensation for attendance
of classes during worliing hours for 156 hours per year.

(iii) allows post-graduate tuition, fees, meterials for fulltime
scientific and engineering education (BUT NO SALARY OR SUB-
SISTENCE), for bome fide employees for one school year for
each employee so trained.

(iv) grants to educational institutions are considered donations
and are unallowable by the draft.

The above policy was developed cooperatively by the procurement, manpower
and research interests of ASD and the militery departments. During the develop-
meut every aspect of the problem was reconsidered and the above was adopted as
being o reasonable treatment under today's circumstances.

In connection with (ii) industry objects to the limitation of 156 hours a
year for the study during working hours. Basically, this sort of activity
ought to be accomplished outside of working hours but instances were found
in which this was not possible. This appears to be a reasonable solution.

In connection with (iii) industry objects to the non-allowability of
salary and subsistence. Allocability of this expense agaeinst Government
conbracts is a tight question. As a matter of policy therefore, we
sought a reasongble solution and one in which a discipline to reasonableness
would be provided. Shering of the expenses provides this incentive.

Finally, industry objects to the non-allowance of grents in {iv).

These were disallowed on the basis that grants are in fact donations and
should be allowed only if contributions generally are allowable,

Recommendation

Maintain the principle except with respect to educational grants which

should be allowed as a contribution or domation.




Issues in Basic Concepts

1. The document should be recast into "Principles" format.

Industry Contention

Industry stated that the title of the document, "Contract Cost
Principles", is & misnomer. A "principle", it is stated, is a concept
of fundamental truth, while the draft document includes additional
rules, regulations, and manual-type matter. Industry suggests that
the document be recast into "principle” format, and if audit instruc-
tions are needed, they should be provided as a separate document.
Evaluation

Our experience over many years has led us to the conclusion that what
was needed to cover cost considerations in procurement is & document which
(i) defines the cost areas, (ii) provides the necessary guidance to permit
the contractors, the contracting activities and the auditors to KNOW the
treatment which will be accorded for the area, (iii) is drafted in a
manner suitable for incorporation by reference into cost-type contracts
so a8 to stipulate a sufficient reimbursement of cost provislons, but
sufficiently flexible to cover the problem of the cost consideration in
the pricing of fixed-price type contracts.

On the basis of this experience, the entire DOD (including the audit
and procurement elements of the military departments) is unanimous in
the view that in basic format and content we need something very close
to the present draft. The staff does not believe this to be a serious
industry objection. We believe that the argument is mede simply to beg
for the moment the problem of the unallowables, but that any document
(such as an audit menual) which has the identical unallowables would
be subjected to the same objections. In the event that industry wishes
to press this point it is recommended that we rename it. Among the names
could be: "Contract Principles and Rules", "Contract Costs", 'Costs in

Negotiated Procurement"”, and'Cost Standards in Defense Contracting".

s




Recommendstion

Maintain the nature of the document and negotiate with industry on
an appropriate title for the concept.
2. Objective

a. If adjustments are made the generel objective is sound.

Industry Contention

Industry (except MAPI) states generally that the objective of
one set of cost principles is sound for use, however, only in "cost-
related areas." While there is a diversity of view as to what the
cost related areas are, there is general agreement that it is im-
proper to use the set for the purpose of the submission of cost esti-
mates by contractors to support pricing. (See paragraph 3.a. en-
titled "Application - Contractors should not be bound by the prin-
ciples in submitting cost data in support of pricing estimates.™)
There i1s some feeling also that the entire firm-fixed price area is
not a cost-related area.

Specifically, NSIA says the "uniformity of treatment of contractors,
without regard to the specific type of contract involved is, undoubtedly,
a desirable goel... However,"... "AMA calls it & commendable project".
EIA says that "This Association has consistently taken the view that in
theory no exception can be taken to the development of one set of cost
principles for cost-type end fixed price contracts alike, provided..."
NAM says "We recognize the desirebility of having a single set of cost
principles to be applied to all Government contracts when costs are a
factor, provided..." AIA infers the same thing when it says that it
"has no objection to the establishment of & set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts and which..." [Tthwithstanding, the AIA provides an actusl
proposal which provides different treatment of costs for both the nego-

tiation of prices and termination settlement._7 The American Institute

of CPAs states concurrence "in the idea of & single broad set of cost
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Principles provided thet in their application, recognition is given
to the circumstances created by each type of contract as a part of
the conditions and factors which have & bearing on reasonableness,
relevancy, allowability," etc. MAPI, on the other hand, takes the
point of view that, "Few, if any, advantages are discernable and that
the suggestions bristles with possible disadvantages."
Evaluation

Only MAPI thinks that the objective, even with acceptance of
certain policy chenges, is unsatisfactory. There is general admission
that the use is proper (i) in cost reimbursement-type, (ii) incentive
type and price redetermination type contracts, so long &s the "sound"
policies in Part 8, Section III, Price Negotiation Policies and Tech-

niques and Section VIII, Termination of Contracts are emphasized.

Recommendsation

The objective of the comprehensive set 1s sound. Continue the
development. See the issue entitled "Application - Contractors should
not be bound by the principles in submitting cost data in support of
pricing estimates"(paragraph 3.a.) for discussion of and recommendation
with respect to the use of the Set by contractors in the submission of
cost data by contractors to support pricing.

b. Allowance of all costs which are "normal costs of conducting
business is necessary.

Industry Contention

The basic objective of the comprehensive set must be fairness
and equity to Govermnment and to industry. Fairness to industry
requires recognition and allowability of ALL COSTS OF DOING BUSI-
NESS to the extent that such costs are alloceble and reasonsable.
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Specifically, NSIA says that the "cost principles must be based
on the Government's willingness to recognize and accept all normal
and legitimate costs of doing business. The determination of such
costs should not be subject to shadings, gradations, or special cir-
cumstances, nor should allowability be conditioned on the ability of
a contractor to previously negotiate special cost allowances into in-
dividual contracts. Again the NSIA spesks against the "disallowance
in vhole or in part of many elements of costs which are generally
considered to be normsl costs of doing business, costs which cennot
be avoided merely because the Government chooses to call them un-
allowable and which in non-Government business are normally recovered
in the market place in the price of the article sold." AMA seys that,
as a matter of sound philosophy, the Govermment must be willing "to
pey & fair end proportionate share of all the normel costs of conduct-
ing business."” MAPI states that "To achieve a profit the business
Tirst must realize enough.from the sale of its products or services
to pay all its costs of doing business. To the extent that it fails
to recover all its legitimate costs incurred in performing work for
a single customer it is subsidizing that customer. ...[TThis;7 is not
sound economics and it is not sound public policy in the Govermment
interest." The Chamber of Commerce says that the "comprehensive set
of cost principles should allow all legitimate costs of doing business
provided they are reasonable and allocable to the contract involved."
EIA says it this way: '"The basis and foundation of such & set of
cost principles would be & recognition by the Government that all

normal and legitimate costs of doing business are properly chargeable
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to Government buginess depending on their reasonableness and alloca-
bility to the work in question." NAM states that the comprehensive-
set objective is sound provided the principles 'recognize the conecept
of reasonableness, generally accepted accounting practices and alloca-
bility, and encompass all normal costs of doing business." The Comp-
trollers Institute of America seys that the proposel is defective
since it fails "to recognize or accept certain normel and legitimate
costs of dolng business and fails to give proper emphasis to the
basic principles of reasonableness, allocability and generally accepted
accounting principles and standards.”
Bvaluation

0f all the points raised by industry, this is probably the most
difficult to resolve to the satisfaction of both parties. We agree
that application of the tests of allocability and reasomableness as
the sole criteria for determining allowability is eppealing. However,
such application for purposes of this stetement is not adequate for
two reasons. First, the two terms "allocable" and '"reasonable,"
degpite the fact that we have defined them, are indefinite, judgment
terms. The thousands of users need further guidance and a fuller
description of their application to certain elements of cost if we
are to achieve any satisfactory degree of uniformity of treatment.
Second, there are certain costs which, (1) as a matter of public
policy, or (2) because allowance would represent duplicate recovery.

(1) "public Policy". Entertainment expenses have become

an accepted cost in commercial practice. They are, in part at least,
a selling expense. The code of ethics of public servants cleerly pro-

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptance of such costs? We believe the answer is clearly '"no"
and mst be specifically stated.

(2) "To avoid duplicate recovery". In several places we have in-
cluded provisions which are designed to reach equitaeble results, but avoid
duplicate recovery. For example, research and development costs incurred in
accounting periods prior to the award of the contract are not allowable, but
at the same time, we accept the cost of current research and development
activities. This 1s done in order to prevent duplicate payment (i) when
originally accomplished and (ii) in the pricing of later production. Ve
believe that the results represents substantial equity to contractors who may
capitalize such costs as well as those who charge them to operations as they
are incurred.

Recommendation

Based upon conversations with certein industry representatives and the
general tenor of the written comments, it is believed that some relajxation
of our treatment of & few costs would remove not only this objection to the
present draft but several others along with it, and still represent equitable
treatment. It is clear that their principal objections go to; (i) compensation
based upon or measured by profits, (ii) advertising, and (iii) contributions
and donations.

c. Industry's "gains" won in ASBCA and the Courts should be allowed.

Industry Contention

Industry contends that, in any event, the "gains” won in the ASBCA
and the Courts, ought to be made allowable.




e,

Specifically, MAPI, in criticizing the draft says that "in one
stroke, the effect of such Armed Services Board of Contract Appeals®

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified." It is stated further that "any revised
set of contract cost principles should give full recognition to
doctrines propounded in the decisions of the Armed Services Board of
Contract Appeals. That is to say, the spirit of such cases as the
Swartzbaugh case,the Wichita Engineering case should be preserved."
The NSIA infers the same thing when, in criticizing the disallowance
of "losses on other contracts" states: "As written, the paragraph is
inconsistent with the Court of Claims decision in the Bell Aircreft
Corporation v. U.S. ...where & Government contractor was allowed to
capitalize losses on eXperimental contracts and allocate them as
costs to other Govermment contracts."
Evaluation

We believe thet these "gains'ought to be reeppraised cn an
objective basis in the manner in which all cost elements should.
To the extent that this consideration indicates disallowance, they
should be so treated. ASBCA and Court cases are determinations of
existing facts only based upon the then existing cost rules. The
question of whether these rules and, hence, these decisions are
proper from a policy standpoint is now up for recommendstion.

Recommendstion

Reject the contention and reevaluate the items as appropriate.




3. Application
a. Contractors should not be bound by the principles in submitting

cost data in support of pricing estimates.

Industry Contention

Industry must not be asked to accept the cost principles as

a basis for their development and submission of cost data in sup-

port of pricing, repricing, progress payments, etc.

Specifically, AMA says, "...the contractor's price breakdown sub-
mitted in support of firm price bids or proposals cannot properly be
forced into the framework of any set of cost principles.” NAM and NSIA
state, "Under no circumstances can we agree to omit from submissions of
cost data or estimates any costs that are incurred as legitimate costs
of doing business and properly allocable to a contract, even though the
Govermment may be disinclined to share in such costs."

Evaluation

We recognize that our proposed provision [/ 15-101(a)(i1)(A) / cannot
be strictly enforced upon contractors, particularly in connection with
precontract negotiations. However, the statement of fact that contractors
are expected to follow these principles as a guide will, we believe, be
effective in most cases. However, whether industry accepts or not, we
need an objective standerd by which to evaluate price proposals and if
industry includes unallowable cost elements we need to be able to identify
such costs through expanded audit evaluation of proposals.

Apparently the requirement would be much less objectionsabie if certain
items were not flatly disallowed in every case.

SBupported by this provision in ASPR, we believe that contracting
officers and auditors will be able to obtain the cooperation of contractors
in so making their submissions. If so, auditing can be reduced to a

minimum.
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Recommendation

Maintain this concept in the course of the negotiation with industry.
b. Application of principles in resolution of cost issues will harm
negotiation,

Industry Contention

Industry's objection to the applicability provision which pro-
vides that the comprehensive set will serve as a "guide in the re-
solution of the acceptability of specific items of costs in forwerd
pricing when such costs have become an issue" is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.

While the NSTIA does the same thing, they do so in a way which will

permit the isolation of this provision as a separate issue.

Specifically, NSIA construes the words as implying that "controversial
issues cannot be negotiated and that they will be unilaterally settled by
the Government." Accordingly, NSIA suggests this application be deleted.
Evaluation

The general industry position is that the cost factors ought not to
be the subject of negotiation, that price, not costs, in fixed-price con-
tracting ought to be negotiated. Since the Government agrees to the con-
clusion (see 3.b. gbove), provision is made that the principles shall be
used as 8 "GUIDE" in the establishment of the fixed price. Kot to do so
leaves the ASBCA and the Courts with the problem of the measurement of costs

in determining settlement of price without a yardstick. We consider the

guidance proper.




Recommendation

Since we believe that it is sound to utilize the same yardstick in
measuring costs in the settlement of issues as used in the negotiation
and termination action, adherence to the position is recommended.

4. "“Reasonableness" and "allocability" are adequate standards for the
determination of costs.

a. Reasonableness as a standard.

Industry Contention

All comments offered indicated that "reasonableness!' is a
critical consideration upon which a proper set of cost principles
should be constructed. They seem to say that use of the mere word
is all that is necessary to secure a proper performance. They
object particularly to some of our blanket determinations of un-
allowability which have been determined on the basis that it is
unreasonable for any of the particular expense to be charged to

the Government. They content that the term cannot include "second

guessing” of contractor's management.

Specifically, ATA says that reasonableness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deleticm.cf the "competitive
restraints" test says that this test "will require both the Contracting
Officer and audit personnel to meke economic determinations outside the
scope of their experience.” NSIA says that "it is totally contrary to
good contracting policy"... to superimpose upon [-the contractor's
judgment_7 ... "eriteria involving retroactive review of individual
business judgments with respect to the incurrence of costs.”" AMA says
that "organizations must function through the judgments and discretion
of its executives in the accomplishing of the purpose for which the
contract has been let", and suggests that it is not proper to second-
guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the requirement for special contract coverage "limits manage-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
Evaluation

It is essential that the definition of reasonableness be agreed upon.
Once it 1s egreed upon, it will be incumbent upon the Government repre-
sentatives to apply it in the performance under the contract. In the
event that such monitoring causes disallowances which will be interpreted
by contractors to be an "usurpation! of management prerogative, resolution
can be effectuated through the "disputes" procedure. If reasonableness is
to mean anything at all, it must presuppose that it is possible for some-
thing to be unreasonable, and if an action is unreasonable, the cost
thereof should not be allowed. If such a determination of unreasonableness
of cost can be made in advance of the incurring of such cost, the contractor
should be benefitted.

Recommendation

The concept is sound and should be maintained.
b. Allocability as a standard.

Industry Contention

The concept of "allocability", like "reasonableness', needs no
definition or expansion. Any method of allocation, if in accordance
with generally accepted accounting principles and practices, may be
used and must suffice for DOD contract costing purposes.
Specifically, MAPI says, "Comprehensive cost principles should recog-

nize that ‘'generally accepted accounting procedures' include a variety
of acceptable methods of expense allocation" (but accepts our definition
with only the addition of an "or" in its detailed criticism). In ATA's

rewrite, the definition is omitted and mentioned is made only to the
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effect that, "In ascertaining what constitutes allocable costs, any
generally accepted accounting method of determining costs that is
equitable under the circumstances may be used..."

Evaluation

For purposes of this document, it is believed that definition and
some discussion of the concept of allocation is necessary. Allocation,
for certain business purposes such as published statements or taxes,
does not require the degree of refinement that is appropriate for our
costing purposes. Our proposal merely points out the various methods
of allocation which should be considered in distributing expenses for
contract cost purposes depending upon the circumstances. EIA seemed to
recognize this view when they commented; "It (a set of cost principles)
would have as its two main objectives, first, the enumeration of ac-
ceptable methods of allocating earnings and expenses to segments of
the contractor's business and, where required, to specific contracts;
and second, the establishment of acceptable accounting methods for
identifying and reporting items of income and expenditures, and those
items of & Contractor's income statement which do not represent cost
of operations.”

Throughout we have provided for the greatest latitude by such pro-
visions as: "The contractor's established practices, if in accord with
such generally accepted accounting principles, shall be acceptable’ and
"This principle for selection is not to be applied so rigidly as to
unduly complicate the allocation where substantially the seme results
are achieved through less precise methods."

It appears that this criticism is actually directed, not at our coverage

of allocebility, but rether to the fact that the principles have determined




that certain elements such as contributions, profit shering, and adver-
tising, are not allocable to Government contracts.

Recommendation

That this approach be continued.

c. Soundness of the requirement for negotiation in the determination
of cost treatment, particularly in relation to reasonableness
and allocability is gquestioned.

Industry Contention

Uniformity in cost treatment is considered a sound objective.

However, this uniformity which has been a basic aim of all previous

drafts of the cost principles, has been lost by the requirement

that certain listed costs be the subject of negotiation to make them

allowable.

Specifically, NSIA states that "Uniformity of [ﬂcos§J7 treatment...
is a desirable goal." But it states that the negotiation requirement
"(a) favors any company in a strong negotiating position, (b) opens the
door to special treatment, and (c) limits management's discretion...
merely because cost coverage had not previously been negotiated.”" Again
it is stated that the new test of acceptability, i.e., "companies with
& preponderance of Govermment business are not subject to competitive
restraints"...would promote & lack of uniformity in treatment..." The
C. of C. notes an inference "that the predetermination of basis for the
allowability of coste must be agreed to in advance"” and recommends
deletion of the requirement. NAM feels that the negotiating language
"limits manegement's prerogative to meke sound business decisions by
requiring prior approval to incur legitimate business expenses...and
...8pecial provisions are required which have the effect of defeating

the objective of uniformity by favoring contreactors in & strong nego-

tiating position. Inasmuch as uniformity and equity in the allowance
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of costs is one of the objectives of a set of cost principles, we feel
that the Government should remove the requirement." EIA, although
critical of the actuasl provisions, seems to take a different view when
it says "Provision should...be made for the treatment of some items of
cost by contractual coverage where special or peculiar circumstances
Justify it."
Evaluation

Some of the comments apparently arose through & mistaken impression
that failure to negotiate these items of cost in advance would meke them
unallowable. This is erroneous. Absolute uniformity of cost treatment
and cost result cannot be achieved. As a matter of fact, industry's own
proposals relating to the tests of reasonsbleness and generally accepted
accounting principles, if applied, can only result in gross lack of
uniformity of treatment and cost result. The negotiation technique
complained about was included in the draft to cause specific consider-
ation of the traditionally difficult costs which are potentially unal-
lowable becuase of the high probability of unreasonableness or nonal=-
locability. We believe, moreover, that the very best finding of reason-
ableness of cost is one which is specifically considered and negotiated
between the parties in advance. Because we believe that the success or
failure of the wthole project is tied around these difficult costs, we
believe that it is essential that the concept be maintained until 1%
is determined that a mutually acceptable DOD - Industry position can be
agreed upon.

Recommendation

Maintain the concept at this time.
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d. Contractors Accounting Systems should be controlling if in
accordance with "Generally Accepted Accounting Principles”.

Industry Contention

The selection of an accounting system is a management prerog-
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently spplied, it must suffice for governmental costing
purposes. It is therefore improper that particular accounting
standards be included in the comprehensive set.

Bpecifically, NSIA says, "It would require drastic revisions in
existing and accepted accounting systems of contractors.” AIA says that
we "...should recognize the basic principle that any financial system
must assign the total cost of doing business to the work performed upon
whatever basis fits a company's particular requirements for the realistic
reporting of operating results to stockholders, the Securities and Ex~-

change Conmission, and others.! AMA states that we should recognize

"the existence and prima facie propriety of the selected contractor's

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standards for the
evaluation of the financial position of an enterprise gand for the measure-
ment of income and expense over & given period of time. Thus, & systenm
may be meintained in accordance with such principles, fulfilling the
requirements of management, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & product or
contract to the extent required for cost reimbursement or to support
pricing judgments. Thus, we have accepted the concept in its correct
sense by adding "applicable in the circumstsnces"” meaning to DOD con-

tract costing and pricing. The related point of consistency, we view
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the same way. Consistency is essential only so long as conditions re-
main substantially the same. When conditions change, a system change
may be required also. The draft recognizes this fact.

As an example of the inadequacy of "generally accepted accounting
principles and practices" for Government contract costing purposes, we
might cite the treatment of depreciation on fully depreciated assets.
Ordinerily such depreciation could not be charged as a cost under
generally accepted accounting principles. However, to achileve equity
in reimbursing the contractor for use of hissassets in this category
in any procurement program, we permit a "use charge'" under certain cir-
cumstances, which is the equivalent of depreciation.

Within this very flexible framework of generally accepted accounting
principles and practices, in order to achieve some degree of consistency
and equity of treatment of different contracters and to eliminate as
meny questions as possible, we have set forth accounting standerds or
guides in certain instances. These do not require that the contractor
chenge his &ccounting system any more than a tax statute requires him
to change his own method of accounting. But such guides are necessary
if we are to achieve any reasonable degree of uniformity of policy or
practice in the dealings of our thousands of procurement and audit
personnel with the many Defense contrectors.

It is interesting to note that response of the American Institute
of CPA's did not contain objections to this aspect of the proposal.

Recommendation

That this general approach be continued.

LN
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COMPARISON OF THE RESEARCH AND DEVELOPMENT PRINCIPLES

Present ASPR

September 10, 1957 Draft

June 19, 1958 Draft

Differences

General Research | (undefined)
Unallowable, unless otherwise
provided in the contract.

Pre-contract costs are not
specifically covered.

Research and develomment
specifically applicable
to the supplies or services
covered by the contract.

Specifically | allowable.
The general practice is to
{nterpret "supplies or
services” as not imcluding
research projects so that,
at present, research on
research 1s not allowed.

Blue S| [Applied | [ Development

[Blue sky

Applied

Allowable and
allocable ageinst
production and
other research.

Grouped and alloved as
allocated to production
in the product line.

Pre-contract cogsts are virtually unallowsble--this
prevents the capitalization and smortization per-
missable under the 13 June draft.

!
i
!

!
!
:
i

i
:!‘:i!g
|
i

:
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Development
Allowed as allocable

againat any product-
lon contract in the
seme product field.
Permits allocation
"as incurred” or
capitalized upon &
contractor selacted
basis.

Grouped, owable and
allocable against pro-
duction and research.
Blue Sky treatment same
as 10 Sept. draft.

Except as to the
capitalization aspect,
development coverage
ie similar.

Under the present ASPR, "Blue
Sky" research is allowable only
if a specific provision is in

the contract. Under the 10 Sept.
draft, "Blue Sky" stands alone

as allocsble against all business,
whereas, in the 19 June 1958
draft, applied research has been
coupled with "Blue Sky" for
allocatlon against all business.

The present ASPR does not specifi-
cally cover applied research,
simply providing thst research and
development expenses are allowable
as specifically applicable to the
supplies in services covered by the
contract. Under the 10 Sept. draft
“applied research" is coupled with
development since both are said to
be related to actual hardware and
are allowable upon a product line
basis, whersas under the 19 June
draft, only development expense is
80 allowed.

The effect of the pre-contract cover-
age in the 10 Sept. draft and the
practice under the present ASFR
coverage, is virtually to disallow
all expense from previous periods
which means that it 1s not possible,
as provided in the 10 June draft, to
capitalize the expense and amortize
it over a reasonable period. The
thought behind the 10 Spet. draft and
present practice 18 that over a period
of time allowability of the expense
on a current basis will achieve
equity without the difficulties
inherent in the capitalization of
past expenses.
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Department of Defense Instruction

SUBJECT Treatment of Deprecia on on Emergency Facilities Covered by

I.

I1.

Certificates of Necessity for Contract Pricing Purposes

PURPOSE

The purpose of this instruction is to restate and amend Department
of Defense implementation of Defense Mobilization Order No., III-1l
(former DMO-11l), Amendment 1, iasned by the Acting Director of
Defense Mobilization, effective 21 July 1952, as amended by Amend-
ment 2, issued by the Director of Defense Mobilization, effective
10 May 195k, with respect to the extent to which accelerated amorti-
zation may be allowed as a cost in negotiated contract pricing. The
pertinent paragraphs of this amended order read as followss

"6, For the purpose of cost computations in negotiated contract
pricing, true depreciation, which includes any extraordinary
obsolescence reasonably assignable to the emergency period,
is allowable. Any accelerated amoriization of depreclation
which is in excess of true depreciation, regardless of
whether such excess is included in tax amortization certif-
icates, is not allowable as an element of cost in negotiated
contract pricing.

"7, It is recognized that cost determination in negotiated
contract pricing is a function of the procurement agency
concerned. With respect to facilities to be used in the
performance of negotiated contracts for which certificates
have been or will be issued, the procnirement agencies con-
cerned will, to the extent required for the purpose of cost
computations in connection with the negotiation of contract
prices, have the responsibility for determining true depre-
ciation. The Office of Defense Mobilization will, on
request, furnish the procurement agency concerned with such
information as it has or is readily available to it which
is pertineat to the determination of true depreciation.®

APPLICABILITY

A, The principles and procedures set forth in this instruction
shall be applicable in the consideration of costs for purposes of
pricing or repricing of all negotiated contracts of the Departments
of the Army, Navy, and Air Force, the performance of which requires
the use of emergency facilities. The term "negotiated contracts®,
as used herein, means all contracts, other than those awarded pursuant
to formal advertising, in which costs are a factor in contract pricing;




it includes cost-reimbursement-type contracts, contracts containing
price redetermination clauses, incentive-type contracts, and fixed-
price contracts where estimated costs are used in negotiating firm
prices. The term "negotiated contracts", as used herein, also covers
subcontracts of the same types as prime contracts to the extent that
the policies of the respective military departments make their repre-
sentatives responsible for the approval or disapproval of prices or
costs of such subcontracts. With respect to subcontracts under nego-
tiated prime contracts the procurement agency concerned shall have no
greater responsibility than heretofore.

Be These principles and prccedures shall be applicable to all
negotiated contracts placed after the effective date hereof and to
all existing negotiated contracts (including letters of intent) at
that date where firm prices have not been finally determined or rede-
termined and to all existing cost-reimbursement-type contracts not
completed at that date except as to predetermined overhead rates or
fixed amounts of overhead which have finally been agreed upon for
particular periods. '

III. BASIC PRINCIPLES

A. As indicated by DiMO-11, Amendment 1, "for the purpose of cost
computations in negotiated contract pricing, true depreciation which
includes extraordinary obsolescence reasonably assignable to the emer-
gency period, is allowable. Any accelerated amortization of emergency
facilities which is in excess of true depreciation, regardless of whether
such excess is included in tax amortization certificates, is not allow-
able as an element of cost in negotiated contract pricing."

B. The meaning of the term "true depreciation" shall conforam to
the generally accepted concept of depreciation accounting which may be
defined as follows: A system of accounting which aims to distribute
to the cost of operations, the cost of capital assets calculated to have
expired for any accounting period due to such causes as wear and tear,
action of the elements, and prospective inadequacy or obsolescence.
Obsolescence of facilities may be brought about by reduced economic
utility of facilities without loss of productive utility, such as by
technological changes affecting the demand for the products of an indus-
try, as well as by changes affecting the economic use of individual
machines. Special requirements for relocation of facilities may alse
result in obsolescence.

C. Obsolescence of emergency facilities due to prospective loss
of economic utility after the emergency period is a special hazard in
some industries. However, in some cases possible overcapacity in an
industry is really represented in pre-existing facilities which are in
fact obsolete; in such cases the new facilities may be expected to dise
place the old facilities after the emergency, and it may not be said
necessarily that there is extraordinary obsolescence applicable te the
new facilities during the emergency periode In cases where the
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introduciion cf emergency facilities may cause prospective obsolescence
of existing facilities after the emergency period (when such existing
facilities are not already obsolete, in fact), true depreciation for
emergency facilities should not include allowances for prospective
extraordinary obsolescence of the existing facilities; however, in

such cases extraordinary obsolescence applicable to the existing
facilities, when used in military production, should be considered
separately to the extent appropriate in the circumstances.

D. In the case of emergency facilities covered by Certificates
of Necessity, for the purpose of depreciation computations in contract
pricing, an arbitrary assignment of five years from date of completion
of construction or aequisition of the respective facilities shall be
made as representing the period of the emergency. The entire cost of
such facilities first shall be fairly apporticned as between the emer-
gency period and the post-emergency period; secondly, the portion of
the cost of such facilities assigned to the emergency periocd shall be
prorated over the fiscal perioeds thereof for purposes of determining
overhead costs in any fiscal period to be allocated to the cost of
performance of defense or other contracts.

E+ The allocation of the cost of facilities as between the emer-
gency period and post-emergency period shall be made with consideration
of the fellowing:

le The estimated prospective post-emergency usefulness
of the facilities in number of years of useful productive
life. Consideration should be given to the post-emergency
use (both civilian and military) which it is expected the
facilities will have., In this connection, the character of
the expecled post-emergency use may be different than the
emergency-pericd use.

2. The additional costs of special-construction features
of the facilities fairly assignable exclusively to defense
requirements,

3« BSubject to the application of the principles outlined
herein, consideration shall be given to the portion of the cost
of emergency facilities certified for amortization plus so-
called normal depreciation for tax purposes during tbhe emer-
gency period on the uncertified portion of the cost of such
facilities. (See particulariy paragraphs F and G of this
section. )

be The normal peacetime life of facilities having a
normal. peacetime utility., If Bulletin & of the Bureau of
Internal Kevenue is used in connection herewith, care must
be exercised in its use, as its data may not be typical of
any specific contractcr or industry, especially in the
emergency period.

S,



It must be emphasized that this is a process of cost allocation
which does not contemplate an appraisal of the resale value (other
than residual salvage value) or replacement cost of emergency
facilities at the end of the emergency period. Potentizal "use
value" to the particular contractor concerned after the energency
period should be the primary basis on which loss of economic use-
fulness, and therefore true depreciation, is determined.

Fe Certificates of Necessity bhave been issued in some cases
providing for the amortization of emergency facilities for tax pur-
poses during the emergency pericd in amounts in excess of true
depreciations It is also possible that Certificates of Necessity
may have been issued in isclated cases providing for the amortization
of emergency facilities for tax purposes in amounts less than true
depreciation. Such variances may be attributable to the granting of
other incentives than true depreciation, or to the practice of
following industry-wide patterns of certification without reference
to true depreciation in specific cases, The excess of tax amorti-
zation over estimated true depreciation shall not be allowable as a
cost for the purpose of pricing negotiated contracts, either directly
or indirectly as a factor of "contingencies" or profit allowance.

Ge It is the intent of this instruction to give contractors a
reasonable and properly allccable allowance 1o cover the estimated
loss of economic usefulness of their emergency facilities in produc-
tion under defense contracts. The procedures for determining such
allowances must be such as will expedite determination; this requires
avoidance of an impossible perfectionism. There is no intent to
limit the cost allowance to depreciation that would be allowable for
income tax purposes if there were no Certificates of Necessity, nor
to necessarily require that the allowance be below tax amortization
covered by certificates. rfach case must be judged on its merits in
the light of these principless. If the result obtained by the appli-
cation of the principles outlined herein indicates substantial jus-
tificaticn of the total amount of amortization and depreciation
allowable for tax purposes during the emergency period, as a reason-
able measure of true depreciation, such amount shall be accepted,
without adjustment, as true depreciation. In those isolated cases
where substantizl justification can be shown for a larger amcunt of
true depreciation than the total amount of amortization and depre=-
ciation allowzble for tax purposes during the emergency period, the
larger amcunt shall be allowable as a cost for purposes of contract
pricing.

He OContract pricing for the post-emergency period will be based
upon allowing as a cost, depreciation on emergency facilities, com-
puted by allocating the undepreciated cost of such facilities at the
ead of the emergency period (cost less true depreciation for that
period, over the estimated remaining life of the facilities.
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PROCEDURES

A, Cost determination in negotiated contract pricing is a
function of the procurement agency concerned. With respect to emer-
gency facilities used in the performance of negotiated contracts
for which Certificates of Necessity have been or will be issued,
the procurement agency concerned shall be solely responsible for
estimates of such depreciation for contract pricing purposes in the
light of the principles set forth herein, The Office of Defense
Mobilization will, on request, furnish the procurement agency con=-
cerned with such information as it has or is readily available to it
which is pertinent to the determination of true depreciation ~= such
requests should be held to a winimum.

B. In order to expedite administration of the determination of
true depreciation for the emergency period for a specific contractor,
it will be appropriate to make over-all determinations of true depre-
ciation of emergency facilities covered by Certificates of Necessity
on a plant=wide or product-wide basis of classification of such
facilities by such groupings as may be appropriate in consideration
of general similarity of the facilities from the standpoint of length
of useful productive life,

Ce In the case of contracts to which this instruction is appli-
cable which are in force at the effective date of this instruction,
price redeterminations, cost-incentive adjustments, and cost reim=-
bursements may contimue to be made in accordance with the pricing
formula established in the initial pricing negotiations, provided the
contractors are agreeable, and provided there is no evidence that the
contractor has been allowed more than true depreciation in prieing,
either directly or indirectly. When costs of such contracts are
redetermined in the light of the principles set forth herein, con-
sideration shall be given to possible redetermination of the entire
allowable costs and profit (or fees), as pricing factors, to the
extent required tec aveid excessive or duplicate allowances in costs
or profits for such true depreciation, Allowances for contingencies
and profits in initial price negotiations in some cases may have
included indirect allowances for the excess of true depreciation or
tax amortization over normal depreciation; in such cases no more
should be allowed in total pricing for this factor than true depre-
ciatione.

D. Contractors shall be required to set forth to the authorized
representatives of the procurement agencies, all the pertinent facts
having a bearing on estimates of true depreciation together with their
evaluation thereofe. Such authorized representatives of the procuree
ment agencies will be expected to exercise reasonable judgment in
thelr review and evaluation of the facts in arriving at estimates of
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true depreciation, in the light of the basic principles set forth herein,
recognizing the impossibility of having absolutely demonstrable proof of
the conclusions reached.

Ee Where the emergency facilities of any contractor at one plant
or at one general location are used in the performance of contracts for
more than one of the military departments, one of these departments shall
make determinations of true depreciation binding upon each other department.
The responsible department shall be the one, if any, having plant cognizance
procurement assignment; in the absence of such assignment the responsible
department shall be the one, if amy, having single-service audit responsi-
bility; otherwise the responsible department shall be the one having the
largest interest in effecting current procurement at the time of the
determination, Similarly, each military department shall be responsible
for delegating responsibility therein in a manner to avoid duplications in
determinations of irue depreciation within that department.

Fe The following additional procedure is applicable to Emergency
Facilities covered by Certificates of Necessity issued after 1 July 1954s

"Whenever a major portion of the cost of facilities in sube-
stantial amount is to be reimbursed to a contractor as an
element of product prices during a relatively short period,
it will be expected in appropriate cases that consideration
will be given in negotiation to protecting, by appropriate
agreement, the Government's interest in the continued avail-
ability of the facilities for Defense use."

Ve CANCELLATION

This ILnstruction cancels Department of Defense Directive L4105,3L, dated
10 December 1952, and Department of Defense Directive Transmittal 5L-43,
dated ,O April 195k.

VI, IMPLEMENTATION

Such implementing regulations, directives, or instructions as may be

necessary shall be issued within each military department, and copies

shall be furnished to the Assistant Secretary of Defense (Comptroller)

and the Assistant Secretary of Defense (Supply & Logistics) within forty-
- five (L5) days from date hereof.

VII, EFFECTIVE DATE

This instruction is effective on the day of issuance.

Asglstant Secretary of Defense
(Supply and Logistics)
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3-706 Coordination. When more than one Military Department con-
templates the use of negotiated final overhead rates with the same contractor,
the service having the preponderance of cost-reimbursement type work will,
generally, sponsor and conduct the negotiation. Each Department having
an interest will be notified of the pending negotiation and will be invited to
participate in the negotiation. If a Department does not have a representative
at the negotiation, the sponsoring Department will represent the absentee
Department. The results of the negotiation will be binding upon all Depart-
ments. At the completion of the negotiation, the sponsoring Department
will prepare and distribute to the other Departments a negotiation report or
summary as provided for in ASPR 3-705(e). Each Military Department
shall thereupon amend or supplement the affected contracts in accordance with
the rates and other data set forth in the negotiation report or summary.

3-707 Cost-Sharing Rates. Cost-sharing arrangements are frequently
made wherein the cost participation by the contractor is evidenced by an
agreement to accept overhead rates which are lower than the anticipated actual
overhead rates. In such cases, a negotiated fixed-ceiling overhead rate may be
used for application prospectively, provided that in the event overhead rates
developed by the cognizant audit activity on the basis of actual allowable
costs are less than the negotiated rates, the negotiated rates will be reduced.
Where reductions are necessary, they will be accomplished in accordance with
ASPR 3-705. The Government will not be obligated to pay any additional
amounts on account of overhead above the negotiated fixed-ceiling rates.
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Part 8—Price Negotiation Policies and Techniques

3-800 Scope of Part. This part sets forth the price negotiation policies
and techniques applicable to negotiated prime contracts and those subcontracts
which are subject to approval or review within a Department. The principles
in this part apply to negotiation of prices on all types of contracts and to
revised prices as well as initial prices.

3-801 Basic Policy.

3-801.1 General. It is the policy of the Department of Defense to
procure supplies and services from responsible sources at fair and reasonable
prices calculated to result in the lowest ultimate over-all cost to the Govern-
ment. Sound pricing depends primarily upon the exercise of sound judgment
by all personnel concerned with the procurement.

8-801.2 Responsibility of Contracting Officers.

(a) Contracting officers, acting within the scope of their appointments
(and in some cases acting through their authorized representatives) are the
exclusive agents of their respective Departments to enter into and administer
contracts on behalf of the Government in accordance with ASPR and Depart-
mental procedures. Each contracting officer is responsible for performing or
having performed all administrative actions necessary for effective contracting.
The contracting officer shall exercise reasonable care, skill and judgment and
shall avail himself of all of the organizational tools (such as the advice of
specialists in the fields of contracting, finance, law, contract audit, mobilization
planning, engineering, traffic management and cost analysis) necessarv to
accomplish the purpose as, in his discretion, will best serve the interests of the
Government.

(b) To the extent services of specialists are utilized in the negotiation of
contracts, the contracting officer must coordinate a team of experts, requesting
advice from them, evaluating their counsel, and availing himself of their skills
as much as possible. The contracting officer shall obtain simultaneous coor-
dination of the specialist efforts to the greatest practical extent. He shall not,
however, transfer his own responsibilities to them. Thus, the final negotiation
of price, including price redetermination and evaluation of cost estimates,
remains the responsibility of the contracting officer.

3-801.3 Responsibility of Other Personnel. Personnel, other than the
contracting officer, who determine industrial mobilization plans and type,
quality, quantity, and delivery requirements for items to be purchased, can
influence the degree of competition obtainable as well as have a material effect
upon prices. Failure to finalize requirements in sufficient time to allow:

(i) a reasonable period for preparation of requests for proposals;
(ii) preparation of quotations by offerors;

(iii) contract negotiation and preparation; and

(iv) adequate manufacturing lead time;
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causes delinquency in delivery and uneconomical prices. Requirements
issued on an urgent basis or with unrealistic delivery schedules should
be avoided since they generally increase price or restrict desired com-
petition. Personnel determining requirements, specifications, mobilization
plans, adequacy of sources of supply, and like matters have responsibility
in such areas, equal to that of the contracting officer, for timely, sound
and economical procurement.

3-—-802 Preparation for Negotiation.

3—-802.1 Product or Service. Knowledge of the product or service,
and its use, is essential to sound pricing. Before soliciting quotations,
every contracting officer should develop, where feasible, an estimate of
the proper price level or value of the product or service to be purchased.
Such estimates may be based on a physical inspection of the product and
review of such items as drawings, specifications, job process sheets, and
prior procurement data. When necessary, requirements and technical spe-
cialists should be consulted. The primary responsibility for the adequacy
of specifications and for the delivery requirements must necessarily rest
with requirements and technical groups. However, the contracting officer
should be aware of the effect which these factors may have on prices and
competition, and should, prior to award, inform requirements and technical
groups of any unsatisfactory effect which their decisions have on prices
or competition.

3-802.2 Selection of Prospective Sources. Selection of qualified
sources for solicitation of proposals is basic to sound pricing. Proposals
should be invited from a sufficienl number of competent potential sources
to insure adequate competition. (See also ASPR 1-302, 1-307, 3—-101,
3—104, 3—105 and 12-102).

3-802.3 Requests for Proposals. Requests for proposals shall con-
tain the information necessary to enable a prospective offeror to prepare a
guotation properly. The request for proposals shall be as complete as possi-
ble with respect to: item description or statement of work; specifications;
Government-furnished property, if any; required delivery schedule; and con-
tract clauses. If a price breakdown is required, the request for proposals
shall so state. Requests for proposals shall specify a date for submission
of proposals; any extension of time granted to one prospective offeror shall
be granted uniformly to all. Each request for proposals shall be released
to all prospective offerors at the same time and no offeror shall be given
the advantage of advance knowledge that proposals are to be requested.
Generally, requests for proposals shall be in writing. However, in appro-
priate cases, such as the procurement of perishable subsistence, oralre-
guests for quotations are authorized.

3—803 Type of Contract. (a) The selection of an appropriate contract
type and the negotiation of prices are related and should be considered
together. ASPR 3—402 lists some of the factors for this joint consideration.
The objective is to negotiate a contract type and price that includes reason-
able contractor risk and provides the contractor with the greatest incentive

ARMED SERVICES PROCUREMENT REGULATION 3—-803




Revised 18 September 1958
342 PROCUREMENT BY NEGOTIATION

for efficient and economical performance. When negotiations indicate the
need for using other than a firm fixed price contract, there should be com-
patibility between the type of contract selected and the contractor’s ac-
counting system.

(b) In the course of a procurement program, a series of contracts, or
a single contract running for a lengthy term, the circumstances which make
for selection of a given type of contract at the outset will frequently change
so as to make a different type more appropriate during later periods. In
particular, the repetitive or unduly protracted use of cost-reimbursement
type or time and materials contracts is to be avoided where experience has
provided a basis for firmer pricing which will promote efficient performance
and will place a more reasonable degree of risk on the contractor. Thus, in
the case of a time and materials contract, continuing consideration should
be given to converting to another type of contract as early in the performance
period as practicahble.

3—-804 Conduct of Negotiations. Evaluation of offerors’ or contractors’
proposals, including price revision proposals, by all personnel concerned
with the procurement, as well as subsequent negotiations with the offeror
or contractor, shall be completed expeditiously. Complete agreement of
the parties on all basic issues shall be the objective of the contract ne-
gotiations. Oral discussions or written communications shall be conducted
with offerors to the extent necessary to resolve uncertainties relating to the
purchase or the price to be paid. Basic questions should not be left for
later agreement during price revision or other supplemental proceedings.
Cost and profit figures of one offeror or contractor shall not be revealed to
other offerors or contractors.

3—805 Selection of Qfferors for Negotiation and Award.

(a) The normal procedure in negotiated procurements, after receiptof
initial proposals, is to conduct such written or oral discussions as may be
required to obtain agreements most advantageous to the Government.
Negotiations shall be conducted as follows:

(i) where a responsible offeror submits a responsive proposal
which, in the contracting officer’s opinion, is clearly and
substantially more advantageous to the Government than any
other proposal, negotiations may be conducted with that
offeror only; or

(i1) where several responsible offerors submit offers which are
grouped so that a moderate change in either the price or the
technical proposal would make any one of the group the most
advantageous offer to the Government, further negotiations
should be conducted with all offerors in that group.

[ The next page is 342.1]
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Whenever negotiations are conducted with more than one offeror, no indi-
cation shall be made to any offeror of a price which must be met to obtain
further consideration, since such practice constitutes an auction technique
which must be avoided. No information regarding the number or identity of
the offerors participating in the negotiations shall be made available to
the public or to anyone whose official duties do not require such knowledge.
Whe never negotiations are being conducted with several offerors, while such
negotiations may be conducted successively, all offerors participating in
such negotiations shall be offered an equitable opportunity to submit such
pricing, technical, or other revisions in their proposals as may result from
the negotiations. All offerors shall be informed that after the submission
of final revisions, no information will be furnished to any offeror until award
has been made.

(b) There are certain circumstances where formal advertising is not
possible and negotiation is necessary. In the conduct of such negotiations,
where a substantial number of clearly competitive proposals has been ob-
tained and where the contracting officer is satisfied that the most favorable
proposal is fair and reasonably priced, award may be made on the basis of
the initial proposals without oral or written discussion; provided, that the
request for proposals notifies all offerors of the possibility that award may
be made without discussion of proposals received and, hence, that pro-
posals should be submitted initially on the most favorable terms, from a
price and technical standpoint, which the offeror can submit to the Govern-
ment. In any case where there is uncertainty as to the pricing or technical
aspects of any proposal, the contracting officer shall not make an award
without further exploration and discussion prior to award. Also, when the
proposal most advantageous to the Government involves a material departure
from the stated reguirements, consideration shall be given to offering the
other firms which submitted proposals an opportunity to submit new proposals
on a technical basis which is comparable to that of the most advantageous
proposal; provided, that this can be done without revealing to the other
firms any information which is entitled to protection under ASPR 3-109.

(c) A request for proposals may provide that after receipt of initial
technical proposals, such proposals will be evaluated to determine those
which are acceptable to the Government or which, after discussion, can be
made acceptable, and upon submission of prices thereafter, award shall be
made to that offeror of an acceptable proposal who is the low responsible
offeror.

[ The next page is 343]
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(d) The procedures set forth in (a), (b) and (c) above may not be appli-
cablein appropriate cases when procuring research and development, or special
services (such as architect-engineer services) or when cost-reimbursement
type contracting is anticipated. Award of a contract may be properly in-
fluenced by the proposal which promises the greatest value to the Govern-
ment in terms of possible performance, ultimate productibility, growth potential
and other factors rather than the proposal offering the lowest price or prob-
able cost and fixed fee.

(e) Whenever in the course of negotiation a substantial change is made
in the Government’s requirements, for example, increases or decreases in
quantities or material changes in the delivery schedules, all offerors shall
be given an equitable opportunity to submit revised proposals under the re-
vised requirements.

3—-806 Pricing Individual Contracts.

(a) Each contract shall be priced separately and independently, and no
consideration shall be given to losses or profits realized or anticipated in
the performance of other contracts. This prohibition shall not be construed
to prevent the negotiation of fixed overhead and other rates applicable to
several contracts during annual or other specific periods, or to prohibit for-
ward pricing agreements applicable to several contracts.

(b) Contracting officers shall not rely on profit limiting statutes as
remedies for ineffective pricing. Such statutes generally provide for the
recapture of excessive profits, but they do not recapture the costs of ineffi-
ciency and waste which may result from failure to negotiate reasonable
prices initially. Similarly, price redetermination clauses shall not be used
as a substitute for the negotiation of reasonable prices at the inception of
contracts.

3—-807 Cost, Profit, and Price Relationships.

(a) When products are sold in the open market, costs are not necessarily
the controlling factor in establishing a particular seller’s price. Similarly
where competition may be ineffective or lacking, estimated costs plus esti-
mated profit are not the only pricing criteria. In some cases, the price appro-
priately mayrepresent only a part of the seller’s cost and include no estimate
for profit or fixed fee, as in research and development projects where the
contractor is willing to share part of the costs. In other cases, price may be
controlled by competition as set forth in ASPR 3—805(a). The objective of
the contracting officer shall be to negotiate fair and reasonable prices in
which due weight is given to all relevant factors, including those in
ASPR 3-101.

(b) Profit is only one element of the price proposal and normally repre-
sents a smaller proportion of the total price than do such other estimated
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elements as labor and material. While the public interest requires that
excessive profits be avoided, the contracting officer should not become so
preoccupied with particular elements of a contractor’s estimate of cost and
profits that the most important consideration, the total price itself, is dis-
torted or diminished in its significance. Government procurement is primarily
concerned with the reasonableness of a negotiated price and only secondarily
with the eventual cost and profit.

(c) Particularly where effective competition is lacking the estimate
for profit or the proposed fixed fee should be analyzed in the same manner as
all other elements of price, applying tests and considerations discussed in
ASPR 3-808.4. A fair and reasonable provision for profit cannot be made
by simply applying a certain predetermined percentage to the cost estimate
or selling price of a preduct. If, for example, a factor of 10 percent were
used as a flat percentage rate for estimating profit in a situation where two
sources were needed to meet the requirement, the result might be grossly
inequitable. If one supplier proposes to and produces at a unit cost of
31,000 and the second at a unit cost of $1,500, with a flat 10 percent factor
applied to both transactions as estimated profit, the second and higher cost
supplied would receive $150 profit while the lower cost supplier would re-
ceive only $100.

3—808 Pricing Techniques.

3—-808.1 General. Policies set forth in this Part may be applied in a
variety of ways in the evaluation of offerors’ or contractors’ proposals and in
the negotiation of contract prices. The extent to which any particular method,
or combination of methods, should be used will depend upon the judgment of
the contracting officer. The following paragraphs describe several of the
principal price negotiation technigques and the circumstances under which
each may be used. The considerations set forth herein are equally appli-
cable to initial and subsequent price negotiations.

3-808.2 Price Analysis.

(a) Some form of price analysis should be made in every procurement,
even when competitive proposals have been submitted. The presence of
effective competition, however, may make it possible to limit considerably
the degree of price analysis required.

(b) One form of price analysis is the comparison of prior quotations and
contract prices with current quotations for the same or similar end items.
To provide a suitable basis for comparison, appropriate allowances may have
to be made for differences in such factors as specifications, quantities
ordered, time for delivery, Government-furnished materials, and the general
level of business and prices.

(¢) Rough yardsticks may often be developed (in such terms as dollars
per pound, per horsepower, or other units) to point up apparent gross incon-
sistencies which should be subjected to additional pricing techniques, in-
cluding cost analysis. Such yardsticks should be considered as an indis-
pensable adjunct to cost analysis, since a study of a single offeror’s esti-
mated costs in sole source situations will not indicate whether the proposed
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price is fair and reasonable in comparison with other products of the
same kind.

3-808.3 Cost Analysis.

(a) The need for cost analysis depends on the effectiveness of the
methods of price analysis outlined in ASPR 3--808.2, the amount of the
proposed contract, and the cost and time needed to accumulate the infor-
mation necessary for analysis. When cost analysis is undertaken, the con-
tracting officer must exercise judgment in determining the extent of the
analysis. Cost analysis is desirable whenever: .

(i) effective competition has not been obtained;

(ii) a valid basis for price comparison has not been established,
because of the lack of definite specifications, the novelty of
the product, or for other reasons;

(iii) price comparisons have revealed apparent inconsistencies
which cannot be satisfactorily explained or otherwise reason-
ably accounted for;

(iv) the prices quoted appear to he excessive on the basis of
information available;

(v) the proposed contract is of a significant amount and is to be
awarded to a sole source;

(vi) the proposed contract will probably represent a substantial
percentage of the contractor’s total volume of business; or

(vii) a cost-reimbursement, incentive, price redeterminable, or
time and material contract is negotiated.

(b) Cost analysis involves the evaluation of specific elements of cost
and the effect on prices of such factors as:
(i) allowances for contingencies;
(ii) the necessity for certain costs;
(iii) the reasonableness of amounts estimated for the necessary
costs;
(iv) the basis used for allocation of overhead costs; and
(v) the appropriateness of allocations of particular overhead
costs to the proposed contract.

(c) Among the several types of cost comparisons that should be made,
where the necessary data are available, are comparisons of a contractor’s
or offeror’s current estimated costs with:

(i) actual costs previously incurred by the contractor or offeror;
and with its last prior estimate for the same or similar item
or with a series of prior estimates;

(ii) current estimates from other possible sources; and

(ii1) prior estimates or historical costs of other contractors manu-
facturing the same or related items.

(d) Forecasting future trends in costs from histoi.cal cost experience
is of primary importance in pricing. In periods of either rising or declining
costs, an adequate cost analysis must include some evaluation of the trends.
Even in periods of relative price stability, trend analysis of basic labor
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and materials costs should be undertaken in cases involving production of
recently developed, complex equipment. In some cases, probable increases
in labor efficiency, and reductions in material spoilage as a contractor’s
work force gains in experience with such new products can be predicted
statisticallv. Efficiency curves may be devised to predict the reduction
in the spoilage rate; learning curves may be devised to evaluate reductions
in labor hours. Effective use of learning curves depends on the presence
of the following elements:

(1) direct labor should represent a substantial element of the
total price;

(ii) the contract price should be large enough to warrant the time
spent in collecting the statistical data necessary to construct
valid curves:

(ii1) the proposed contract should cover production over a relatively
long period;

(iv) a substantial body of historical labor cost data must be avail-
able; and

(v) the product must he a complex, non-standard item requiring a
substantial amount of assembly labor (where relatively large
amounts of automatic machinery are to be employed. or the
product is a relatively standard item, learning curves may be
of little value).

3-808.L Frofit.

(a) General. Where competition is adequate and effective and proposals
are on a firm fixed-price basis, the contracting officer normally need not
considerin detail the amount of estimated profit included in a price. However,
when detailed analysis of profit is appropriate due to lack of competition
or for some other reason, the factors discussed in the following paragraphs
should be considered. (See ASPR 3-807 (c).)

(b) Degree of Risk. The degree of risk assumed by the contractor
should influence the amount of profit a contractor is entitled to anticipate,
For example, where a portion of the risk has been shifted to the Government
through price redetermination provisions, unusual contingency provisions,
or other risk-reducing measures, the amount of profit to which the contractor
is reasonably entitled is less than where the contractor assumes all risk.

(c) Kxtent of Government Assistance. The Department of Defense en-
courages its contractors to perform their contracts with the minimum of
inancial, facility, or other assistance from the Government. Where extraor-
dinary linancial, facility, or other assistance must be furnished to a con-
tractor by the Government, such extraordinary assistance should have a
modifying effect in determining what constitutes a fair and reasonable profit.
{See also ASPR 3—404.3 (d).)

(d) Contribution to the Defense Kffort. The contractor’s past and
present performance and cooperation in such areas as engineering (including
inventive, design simplification, and developmental contributions) and
quality control should, in appropriate measure, affect the amount of profit.

[ ASPR 3-808.4 continued on next page]
[ Next page is 346.1]
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(e) Character of Contractor’s Business. Recognition must be given
to the type of business normally carried on by the contractor, the complexity
of manufacturing techniques, the rate of capital turnover, and the effect of
each individual procurement upon such business. For example, where a
contractor is engaged in an industry where the turnover of working capital
is low, generally the profit objective on individual contracts is higher than
in those industries where the turnover is more rapid.

(£) Contractor’s Performance. In addition to the factors set forth in
ASPR 3--101, the contractor’s performance should, particularly when prices
are being redetermined, be evaluated in such areas as quality of product,
quality control, scrap and spoilage, efficiency in cost control (including
need for and reasonableness of costs incurred), meeting delivery schedule,

. timely compliance with contractual provisions, creative ability in product

development (giving consideration to commercial potential of product),
management of subcontract programs, and any unusual services furnished
by the contractor. To encourage and maintain a high degree of contractor
efficiency and economy, the negotiator must recognize that good performance
deserves a greater opportunity for profit than poor performance.

3-808.5 Subcontracting.

(a) The amount and quality of subcontracting may be a major factor
influencing price. Since a large portion of the procurement dollar is spent by
prime contractors in subcontracting for work, raw materials, parts, and com-
ponents, efficient purchasing practices by a contractor will contribute heavily
toward efficient and economical production.

(b) While basic responsibility rests with the prime contractor for deci-
sions to ‘‘make or buy,”’ for selection of subcontractors, and for subcontract
prices and subcontract performance, the contracting officer must have ade-
quate knowledge of those elements and their effects on prime contract prices.
Consequently, during price negotiations, when circumstances warrant such
action, the contracting officer may require the offeror or contractor to furnish
adequate information, for use in evaluatingthe proposed price, with respect to:

(i) the purchasing practices of the prime contractor;

(i) the principal components to be subcontracted and the contem-
plated subcontractors, including (A) the degree of competition
obtained, (B) cost or price analyses or price comparisons
accomplished, and (C) the extent of subcontract supervision;

(iii) the types of subcontracts; i. e., firm fixed-price or other (see
ASPR 3-401); and

(iv) the estimated total extent of subcontracting, including pro-
curement of purchased parts and materials.

[ ASPR 3-808.5 continued on next page]
[ Next page is 347]
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The evaluation of total subcontracting should not be reduced to applying
arbitrary percentages of profit to subcontract prices in negotiating the prime
contract price. Such elements as economies achieved through ‘‘make or buy”’
decisions, and the necessity of close supervision of subcontractors per-
forming complex work (through the furnishing of engineering or other technical
assistance), should be fully considered.

(c) When the prime contract is to be placed on a firm fixed-price basis,
there is no need, for pricing purposes, to provide for review or approval by
the contracting officer of subcontracts prior to their placement.

(d) When the prime contract is not to be placed on a firm fixed-price
basis, review of subcontracts prior to placement may be desirable since the
ultimate cost to the Government will depend in part on subcontract prices
and performance. Prime contract provisions requiring advance notification,
review, or approval of subcontracts shall be consistent with the type of con-
tract and the conditions applicable to its use as described in Part 4 of this
Section. For example, if the contract is on a firm fixed-price basis except for
a clause permitting price escalation resulting from cost increases for certain
materials, the prime contract may limit the contracting officer’s right of re-
view to subcontracts for materials covered by the escalation clause. In the
case of cost-reimbursement type contracts, advance notification, prior con-
sent, or approval of subcontracts is required as set forth in ASPR 7-203.8.
Contract provisions requiring advance notification to the contracting officer of
proposed subcontracts for materials, components, and other purchases may be
appropriate both for information as to sources and prices and to provide an
opportunity for review and for approval or objection by the contracting officer
prior to award of the subcontracts. Such provisions are particularly necessary
when:

(i) the prime contractor’s purchasing policy and system or per-
formance thereunder are considered inadequate;

(ii) subcontracts are for items for which there is no cost infor-
mation or for which the proposed prices appear unreasonable,
and the amounts involved are substantial;

(iii) close working arrangements or other business or ownership
affiliations exist between the prime and the subcontractor
which may preclude the free use of competition or result in
higher subcontract prices than would otherwise be obtained;

(iv) a subcontract is being proposed at a price less favorable than
that which has been given by the subcontractor to the Govern-
ment, all other factors such as manufacturing period and
guantity being comparable; or

(v) a subcontract is to be placed on a price redetermination,
fixed-price incentive, time and material, or cost-reimbursement
basis.

ARMED SERVICES PROCUREMENT REGULATION 3-808.5
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The contract provisions relating to subcontracts should be consistent with
the amount and character of subcontract work and with the over-all character
of the prime contract, involving the Government to the minimum extent
practicable in the contractor’s exercise of management responsibility, but
giving reasonable assurance that the Government is receiving the greatest
practicable return for its expenditure. Provisions in prime fixed-price con-
tracts relating to subcontract review may, as appropriate, be confined to one
major subcontract; to certain classes of subcontracts; may set a floor above
which advance approval of proposed subcontracts may be required before
placement; or may be tailored to cover unusual or particular circumstances.
In those instances where a contractor’s purchasing system has been deemed
adequate, review of subcontracts generally may not be necessary. However,
contracting officers shall conduct periodic reviews of the application of the
system to insure conformance therewith. In instances where subcontracts
have been placed on a cost-reimbursement or time and materials basis, con-
tracting officers should be skeptical of approving the repetitive or unduly
protracted use of such types of subcontracts and should follow the principles
of ASPR 3-503 (b).

(e) In cases where the prime contract reserves a right for the contract-
ing officer to review or approve subcontracts, the prime contract shall also
reserve to the Government the right to inspect and audit the books and records
of such subcontractors. Whenever such first tier subcontracts are of the
cost-reimbursement, price redetermination, fixed-price incentive, or time and
material type, a similar right shall be reserved to the Government to inspect
and audit the books and records of lower tier subcontractors; provided, that
such a right shall not be reserved contractually below the point where a
firm fixed-price subcontract intervenes.

(f) Where subcontracts are placed on a price redetermination or fixed-
price incentive basis, it is particularly important in negotiating revisions of
prime contract prices that there be substantial assurance that there was
initial close pricing of subcontracts. Also, contracting officers should be
alert to the risk of establishing firm redetermined prime contract prices while
a major subcontract is still subject to price redetermination and may even-
tually be redetermined at a price far lower than that ascribed to it in re-
determining the prime contract price, with consequent profits to the con-
tractor far in excess of those contemplated in the prime contract price
negotiation. However, in some cases, it may be appropriate to negotiate
firm prime contract prices even though the contractor has not yet established
final subcontract prices, provided the contracting officer can justify as
reasonable the amount included for subcontracting as, for example, where
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fairly definite cost data on subcontract prices are available. In other cases,
such as where certain subcontracts are subject to redetermination and avail-
able cost data on these subcontracts are highly indefinite but other circum-
stances require prompt negotiation of revised prime contract prices, the
contract modification which evidences the revised prime contract prices
should provide for adjustment of the total amount paid or to be paid under
the contract on account of subsequent redetermination of specified sub-
contracts. This may be done by including in the contract modification a
provision substantially as follows:

‘‘Promptly upon the establishment of firm prices for each of the sub-
contracts listed below, the Contractor shall submit, in such form and
detail as the Contracting Officer may reasonably require, a statement
of costs incurred in the performance of such subcontract and the firm
price established therefor.  Thereupon, notwithstanding any other
provision of this contract as amended by this modification, the Con-
tractor and the Contracting Officer shall negotiate an equitable adjust-
ment in the total amount paid or to be paid under this contract to
reflect such subcontract price revision. The equitable adjustment shall
be evidenced by a modification to this contract, signed by the Con-
tractor and the Contracting Officer.

(List subcontracts)’’

3-808.6 Sole Source Items. When purchases of standard commercial or
modified standard commercial items are to be made from sole source suppliers,
use of the techniques of price and cost analysis may not always be possible.
In such instances and consistent with the volume of procurement normally
consummated with the contractor, the contractor’s price lists and discount
or rebate arrangements should be examined and negotiations conducted on the
basis of the ‘‘best user,” ‘‘most favored customer’ or similar practice
customarily followed by the contractor. Such price negotiations should con-
sider the volume of business anticipated for a fixed period, such as a fiscal
year, rather than the size of the individual procurement being negotiated.

3-—-809 Audit as a Pricing Aid.

(a) General. The audit services with the Military Departments should
be utilized as a pricing aid by the contracting officer to the fullest extent
appropriate when the dollar amount involved is sufficiently large to, or
special circumstances exist which warrant the time and expense required for
the particular type of advisory audit, special survey, or audit analysis of
price or cost desired. Judicious use of audit services will expedite proper
pricing. The determination as to the necessity of an audit report for pricing
purposes is the responsibility of the contracting officer. When requesting
audit services, the contracting officer shall state the purpose for which the
report is to be used and define any specific areas of audit examination which
should be given special attention.

(b) Application. Except for contracts containing retroactive price
revision clauses, pricing techniques are concerned mainly with estimates
of future costs. Therefore, audit reports for either retroactive or prospective
pricing should not only establish costs accrued to a specific cut-off point
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for price proposal purposes but also should include cost trends and other
avallable information which would be of assistance to the contracting officer
in price negotiation. Such audit reports will serve a useful purpose in:

(i) the evaluation of contingency allowances, overhead allocations,
purchasing management efficiency, and similar cost elements;

(ii} both the initial and subsequent pricing of contracts containing
price revision clauses;

(ii1) establishing limitations on costs and price revision adjustments;
and

(iv) establishing negotiated overhead rates for cost-reimbursement
type contracts.

(c) Conditions for Use. Close coordination between the audit agency and
procurement personnel will assist in determining the necessity of audit of
price or cost proposals or the necessity of special surveys relating to con-
tractor’'s accounting or purchasing systems. Some of the conditions under
which the contracting officer should consider the use of audit services
include:

(i} inadequate knowledge concerning the contractor’s accounting
policies, cost systems, or substantially changed methods or
levels of operation;

(ii) previous unfavorable experience indicating doubtful reliability
of the contractor’s estimating, accounting, or purchasing
methods;

(iii) procurement of a new product for which cost experience is
lacking; and

(iv) contract performance requiring a substantial period of time.

3810 Exchange of Information. In appropriate cases it is desirable to
exchange and coordinate specialized information regarding a contractor
between Military Departments, bureaus, technical services and other pro-
curing activities since it will provide uniformity of treatment of major issues
and it may aid in the resolution of particularly difficult or controversial
issues.

3—811 Record of Price Negotiation. At the conclusion of each negotia-
tion of an initial or a revised price, the contracting officer shall promptly
prepare or cause to be prepared a memorandum, setting forth the principal
elements of the price negotiation, for inclusion in the contract file and for
the use of any reviewing authorities. The memorandum shall be in sufficient
detail to reflect the most significant considerations controlling the establish-
ment of the initial or revised price.

3—-811 ARMED SERVICES PROCUREMENT REGULATION
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SECTION XV

CONTRACT COST PRINCIFLES

15-000 Socope of Seotione This Seotion contains general cost principles

and standards in connection with (i) the determination of historical costs,
(ii) the preparation and presentation of cost estimates by contractors and
subcontractors, and (iii) the review, audit and evaluation of cost data; in
the negotiation and administration of Government contracts and subcontracts
thereunders,

Part 1 -~ Applicability

15-100 Socope of Parte This Part presoribes the sircumstances under which

the ocost prinoiples and standards set forth in the several succeeding Parts
of this Section shall be used in contracting and subcontracting and the nature
of that useas

15-101 Applicability of Part 2. (a) Generals In all contracts described

in ASPR 15-200, ASPR, Section XV, Part 2, shall:
(i) be incorporated by reference so as to provide the contractual

basis for ascertaining ==

(A) reimbursable costs under cost-reimbursement type contracts
and the cost-reimbursement portion of time and materials
contracts, and

(B) costs which will be allowed by the contracting officer in
unilaterally determining the amount dus the contractor
under a fixed=-price type contract terminated for the
convenience of the Govermment or a terminated cost-

reimbursement type contract;
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(ii) serve as the basis for ==
(A) the development and submission of cost data and prioce
analyses by contractors and prospective contractors in
support of pricing, repricing, negotiated overhead
rates, requests for progress payments, and termination
settlement proposals;
(B) +the evaluation of cost information by contracting
officers in the negotiation and administration of
ccntracts, whenever such information becomes a factor
in pricing, repricing, establishing overhead rates,
disposing of requests for progress psyments, or settle=-
ment of termination claims by agreement;
(C) the resolution of questions of acoeptability of
specific items of cost in retrospective pricing;
() audit reports prepared by audit agencies in their
advisory capacity of providing accounting information; and
(iii) serve as a guide for the resolution of questions of acceptability
of specific items of costs in forward pricing when such costs
have beoome an issuea

(b) Use in Retrospective Pricing and Settlsmentso In negotiating firm

fixed prices or settlements for work which has been completed or substantially
completed at the time of negotiation (e.g., final negotiations under fixed-
price incentive contract, redetermination of price after completion of the work,

negotiation of final overhead rates, or negotiation of a settlement agreement
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under & contract terminated for the convenience of the Government), the treat-
ment of costs is a major factor in arriving at the amount of the price or settle.
mente Accordingly, ASPR, Section XV, Part 2, shall serve as the basis for

the development and evaluation of cost data, and in any event for the resolu=
tion of questions of acceptability of costs in retrospective pricings However,
the finally agreed price or settlement represents something more than the sum
totgl of aoceeptable costs, since the final price accepted by e ach party does not
necessarily reflect agreement on the evaluation of each element of cost, but
rather a final resolution of all issues in the negotiation processs

(o) Use in Forward Pricing. To the extent that costs are a factor in

forward pricing, ASFR, Section XV, Part 2, shall apply to the development and
evaluation of cost data, The extent to which costs influsnce forward pricing
varies greatly from case to case, In negotiations covering future work, actual
costs cannot be known and the importance of cost estimates depends on the cir-
cumstances. The contracting officer must consider all the faoctors affecting the
reoasomableness of the total proposed prioe, such as the technical, production
or financial risk assumed, the complexity of work, the extent of competitive
pricing, and the contractor's record for efficiency, economy and ingenuity, as
well as aveilable cost estimates. He must be free to bargain for a total price
which equitably distributes the risks between the contractor and the Government
and provides incentives for efficiency and cost reduction. In negotiating such
a price, it is not possible to identify the treatment of specific cost elements
since the bargaining is on a total price basis. Thus, while Part 2 will be used
to develop and evaluate cost data, it will not control negotiation of prices for

work to be performed in the future (e.g., negotiation of a firm fixed-price
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contract an intermediate price revision covering, in whole or important part,
work which is yet to be performed, or a *“arget price under an incentive contract.,
Nevertheless, when the question of acceptability of a specific item of cost
becomes an issue, Part 2 will serve as a guide for the resolution of the issue.

(d) "Allowable" and "Unallowable" in Connection with Fixed=Prics Type

Contracts. Ag used in ASPFR, Section XV, Part 2, the words "allowable," "unal-

lowable," and the like, shall, in connection with any fixed-price typs contraoct,

" "ynaococptable,™ and the like,

meen "aoceptable,
Part 2 = Principles and Standards Appliocable
to Supply, Serviocs, and Reseurch ard
Davelopmesrnt Contracts with Commercial
Organizations

15-200 Scope of Parte This Part contains, for use in accordance with the

provisions of ASPR 15-101, general principles and standards for the evasluation
and determination of costs in comnection with supply, service, and researoh and
development contracts, other than (1) such contracts with educational or other
nonprofit institutions, (ii) construction contracts and contracts for architect-
engineering services related to oonstruction, and (iii) facilities contracts and
clauses in supply or service contracts providing for the furnishing of facilitiese

15-201 Basic Considerations.

15-201l.1 Composition of Total Coste The total cost of a contract is the

sum of the allowable direct and indirect costs allocable to the contract, in-
curred or to be incurred, less any allocable creditse In ascertaining what
constitutes costs, any generally accepted method of determining or estimating
costs that is equitable under the ocircumstances may be used, including standard

costs properly adjusted for applicable variances,
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15-20142 Fgotors Affecting Allowsbility of Costse Factors to be oonsidered

in determining the allowability of individual items of cost include (i) reason~
ableness, (ii) alloocability, (iii) application of those generally acocepted
accounting principles and practices appropriate to the particular ociroumstanoces,
(iv) significent deviations from the established practices of the ocontractor
which would substantiaslly inorease the contract costs, and (v) any limitations or
exclusions set forth in this Part 2, or otherwise included in the contraot as to
types or amounts of cost itemse

15-201.3 Definition of Reasonablenesso A cost is reasonable if, in its

nature or amount, it does not exceed that which would be inourred by en ordi=-
narily prudent person in the conduct of competitive businessc The question of
the reasonableness of specific costs must be scrutinized with particular oare in
connection with companies or separate divisions thereof which are not subject to
oompetitive restraints because the preponderance of their business is with the
Govermment or beocause of any other reason. ‘hat is reasonable depends upon a
variety of oonsiderations and ciroumstances involving both the nature and amount
of the o0ost in question. In determining the reasonebleness of a given ocost,
consideration shall be given to:

(i) whether the cost is of & type generally recognized as ordinary
and necessary for the conduot of the contractor?s business and
the performence of the ocontract;

(i1) +the restraints or requirements imposed by such factors as
generally aocepted sound business practioes, arm's length bar
gaining, Federal and state laws and regulations, and contract

terms and speocifications; and
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the action that a prudent business man would take in the cir-
cumstances, oconsidering his responsibilities to the owners of
the business, his employees, his customers, the Govermment and

the public at large.

15-20le4 Definition of Allocabilitye A cost is allocable if it is assigne

able or chargeable to a particular cost objective, such as a contract, product,

produot line, process, or class of customer or activity, in accordence with the

relative benefits received or other equitable relationship. Thus, a cost is

allocable to a Government contract if it:

(1)
(11)

(1ii)

152015

is inourred specifioally for the oontract}

benefits both the contract and other work or both Government
work and other work and oan be distributed to them in reason-
able proportion to the benefits received; or

is necessary to the over-all opersation of the business,
although a direct relationship tc any particular cost objective
cannot be shown.

Creditse The applicable portion of any sctual or EEEIEEéated

income, rebate, allowance, and other credit relating to any allowable cost, rew

ceived by or accruing to the contractor, shall be credited to the Government

either as a cost reduction or by cash refund, as appropriates

15=202 Direct Costss

(a) A direct cost is any cost incurred or to be incurred solely for the

benef'it of a single cost objective. Classification of an item as a direct cost

is not determined by its incorporation in the end product as material or labore.

Costs incurred or to be incurred solely for the benefit of the contract are direct
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costs of the contract and are to be charged directly thereto. Costs incurred
solely for the benefit of other work of the contractor are direct costs of that
work and are not to be charged to the contract directly or indirectly.

(v) This definition shall be applied to all items of cost of significant
amount regardless of the established accounting practices of the contractor

unless the contractor demonstrates that the application of his current practice

achieves substantially the same results. Direct cost items of minor amount may
be distributed as indirect costs as provided in ASFR i15=203s

15-203 Indirect Costs

(a) An indirect cost is any cost incurred or to be incurred for the benefit
of more than one cost objective. Minor direct cost items may be considered to be
indirect costs for reasons of practicality. After direct costs have been deter-
mined and charged directly to the contract or other work as appropriate, indirect
costs are those remaining to be allocated to the several classes of worke

(b) Indirect costs shall be accumulated by logical cost groupings with
due consideration of the reasons for incurring the costs which are in turn dls—
tributed to the cost objectives. Each grouping shouwld be determined #o as to
permit distribution of the grouping on the basis of the benefits accruing to the
several cost objectives, Commonly, manufacturing overhead, selling expenses, and
general and administrative expenses are separately grouped. Similarly, the par-
ticular case may require subdivisions of these groupings; e.g., building occupan-
cy costs might be separable from those of personnel administration within the
manufacturing overhead groupe. The number and composition of the groupings should
be governed: by practical consideratioff #Md should be sich as not to ’unduly O
plicate the alldcatibn where substantially the same results are achleved through

less precise methodss
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(¢) Each cost grouping shall be distributed to the appropriate cost objec-
tives, This necessitates the selection of a distribution base common to all
cost objectives to which the grouping is to be allocateds The base should be
selected so as to permit allocation of the grouping on the basis of the benefits
accrulng to the several cost objectivess Thils principle for select on 1s not to
be applied so rigidlyas to unduly complicate the allocation where substantially
the same results are achieved through less precise methods..

(d) The method of allocation of indirect costs must be based on the [aPw
ticular circumstaices involved. The method shall be in accord with those gen-
erally accepted a ccounting principles which are applicable in the circumstances,
The contractorts established practices, if in accord with such generally accepted

accounting principles, shall be acceptables However, the methods used by the

- contractor may require reexamination when:

(1) any substantial di fference occurs between the cost patterns
of work under the contract and other work of the contractor; or
(11)any significant change occurs in the nature of ithe business,
the extent of subomntracting, fixed asset improvement programs,,
the inventories, the volume of sales and production, manufacturing
processes, the contractor!s products, or other relevant
circumstan ces.

(e) A base period for allocation of indirect costs is the period drring
which such costs are incurred and accumulated for distribution to work performed
in that periods The base period or periods shall be so selected as to represent
the period of contract performance and shall be sufficiently long to avoid

inequities in the allocation of costs, but normally no longer than one years




Draft

10 September 57

Revised 10/1/57
then the contract is performed over an extended period of time, as many
such base periodswill be used as will be required to represent the period

of contract performance.

15-204 Application of Principles and Standards.

15-204,1 General.

(a) Costs (including those discussed in ASPR 15-204.2) shall not be
allowed except to the extent that they are reasonable (see ASFR 15-201.3),
allocable (see ASPR 15-20l.}4), and determined to be allowable in view of the
other factors set forth in ASPR 15-201.2 .

(b) The extent of allowability of the selected items of cost covered
in ASPR 15-20L,2 has been stated to apply broadly to many accounting systems
in varying contract situations. Thus, as to any given contract, the reasonable-
ness and allocability of certain items of cost may be difficult to determine,
particularly in the case of contractors whose business is predominantly or
substantially with the Government. In order to avoid controversy and
possible subsequent disallowance based on unreasonableness or non-allocabil-
ity, the extent of 2llowability of such costs should be specifically dis-
cussed and agreed to in advance of the contractor's incurring of such costs
under cost-reimbursement type contracts, fixed-price incentive contracts, and
fixed-price contracts subject to price redetermination. Any such agreement
should be incorporated in cost-reimbursement type contracts or made a part
of the contract file in the case of negotiated fixed-price type contracts,
and should govern the cost determinations covered thereby throughout the

performance of the related contract. Such items of cost include:
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(i) use cherpes for fully depreciated assets (ASIE 15-20k.2(1)(6));
(ii) food and dormitory service furnished without cost to
employecs or involving significant losses (ASFR 15-204.2(n));
(1ii) deferred maintenance costs (ASPR 15-204.2 (£)(1)(ii));
(iv) pre-contract costs (ASPR 15-204.2(dd));
(v) research ond developent costs (ASPR 15-20L4.2(1ii}(6));
(vi) royalties (ASPR 15-204.2 (3j));
(vii) selling ond distribution costs (ASIR 15-204.2(kk)(2)); and
(viii) +travel custs, as related to special or aoss personnel move-
ment (AS:R 15-204.2(ss)(5)).
(c) Selected items of cost arc considered in ASSR 15-20L.2. However,
ASFR 15-20L.2 does not cover every element »f cost ond every situation that
night srise in a2 porticular cose. Failure to treat any item of cost in
ASFR 15-204.2 is not intended to imply thct it is either alloweble or unalloy-
able. 1Viith respect to 21l items, whether or not specifically covered, deter-
nmination of =2llowability shall be based on the principles and standards seb
forth in this Part and, where appropriste, the treatment of similar or related
selccted items,

15-204.2 Selected Costs.

(a) Advertising (osts.

(L) Advertising costs include the cost of advertising mediz ond
corollary administrative costs. Advert.sing medie include mogazines, news-
papers, racdio and television progrars, direct meil, trade papers, outdoor
advertising, dealer cards and window displays, conventions, exhibits, free
goods and samples, end sales literspure. The followikng advertising costs are

allowable:
10
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(1) advertising in trade and technical jourpals, provided
such advertising does not offer specific products or
services for sale but is placed in journals which are
valuable for the dissemimation of technical information
within the contractorls industry; and

(11) help wanted advertising, as set forth in (gg) below, when

sensidered iu conjunction with all) other recruiting costs.

(2) M1 other advertising costs are unallowable.

(b) Bad Debts. Bad debts, including losses (whether actual or

estimated) arising from uncollectible customers' accounts and other claims,

related collection costs, and related legal costs, are unallowable. d

e
B
- q“’« Dt‘ £
—

|
!

o (¢) Bidding Costs. Bidding costs are the costs of preparing bids or -

{
4

! proposals on potential Government and non-Government contracts or projects(; '

LS

&

. { 1ncluding the development of engineering data and cost data necessary to -
i

support the contractor's bids or proposals. Bidding costs of the current ¢ G;“;'
pz ST

accounting period of both successful and unsuccessful bids and proposals !}&ﬁ"
normally shall be treated as indirect costs and allocated currently to all \
business of the contractor, in which event no bidding costs of past account-

ing periods shall be allocable in the current period to the Government con-
tract; however, the contractor's established practice may be to treat bidding
costs by some other recognized method. Regardless of the method used, the
results obtained may be accepted only if found to be reasonable and

equitable.

=" (d) Bonding Costs.

(1) Bonding costs arise when the Government requires assurance
against financial loss to itself or othsers by reason of the act or default of
the contractor. They arise alsc in instances where the contractor requires

similar assurance. Included are such
11
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- bonds as bid, performance, payment, advance payment, infringement, and fidelity
bonds.

(2) Costs of bonding required pursuent to the terms of the contract
are allowable.

(3) Costs of bonding required by the contractor in the zeneral con-.
duct of his business are allowable to the extent that such bending is in
accordance with sound busiress practice and the rates and premiums are reascnables
under the circumstances.,

(e) Civiilss

—a 4 r—— S T

wmgg Corths,

(1) Civil defense costs are those ineurred in planning for, and the
protection of life and property against, the possible effects of eneny attack.
Reasonable costs of civil defense measures (including costs in excess of normal
plant protection costs, first-aid training and supplies, fire fighting training
and equipment, posting of additional exit notices and directions, and other
approved civil defense measures) undertaken on the contractor's premises pursuant
to suggestions or requirements of civil defense authoritiés are allowable when
allocated to all work of the contractor,

(2) Costs of capital assets under (1) above are allowable through
depreciation in accordance with (i) below.

(3) For contributions to local civil defense funds and projects, see
(h) below.

(f) Compensation for Personal Serviges.

(1) General, a. Compensation for personal services includes all
remuneration paid or accrued, in whatever form and whether paid immediately or
deferred, for services rendered by employees to the contractor during the period

of contract performance. It includes, but is not limited to, salaries, wages,
12
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directors! and executive committee members' fees, bonuses, incentive awards,
employee stock options, fringe benefits, and contributions to pension, annuity,
stock-bonus and profit-sharing plans. Except as otherwise specifically provided
in this paragraph (f), such costs arc allowable to the extent that the total
compensation of individual employees is reasonable for the services rendered.

b. Compensation is rcasonable to the cxtont that the total amount
paid or accrucd, is commensuratce with compensation paid under the contractor's
established policy and conforms guncrally to compensation paid by other con-
tractors of the same size, in the same industry, or in thc same geographic arca,
for similar scrvices. Compcnsation will be particularly scrutinized to determine
whether the compensation is recasonable in amount and is for actual personal
services, rather than a2 distribution of profits, when paid (i) to ownors of
closcly teld corporations, (ii) to partners and svle proprictors, (iii) to
members of the immediatc familics of persons within (i) and (ii), above, or (iv)
to persons who arc committod to acquire a substantial financial intcrest in the
contractor's enterprise. In addition, compensation cxpenscs must be particularly
scrutinized in light of the presencc or abscnce of the restraints occurring in
the conduct of cumpetitive busincss.

c. Compensation for services rcendered paid to partners amd sole
proprietors in lieu of salary will bo aliowed to the extent that it is reason-
able and dous not constitute a distribution of profits.

d. In addition to the general requirements set forth in a through ¢
abovc, certain forms of compensation arc subjuct to further requiremcents as

" spocificd in (2) through (11) bolow.

13
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(2) sSalaries and Wages. Salaries and wages for current services

ineclude gross compensation paid to employees in the form of cash, products, or
services, and are allowable subject to the qualifications of (y) velow.

(3) Cash Bonuses and Awards. Cash bonuses, suggestion awards, and

safety awards, based on production, cost reduction, or efficient management or
performance, are allowable to the extent paid or accrued pursuant to an
agreement entered into in good faith between the contractor and the employees
before the services were rendered, or pursuant to an established plan followed
by the contractor so consistently as to imply, in effect, an agreement to make
such payment.

(4) Bonuses and Incentive Compensation Paid in Stock. Costs of

bonuses and incentive compensation paid in the stock of the contractor or of an
affiliate are allowable to the extent set forth in (3) above (including the
incorporation of the principles of paragraph (7) below for deferred bonuses
and incentive compensation), subject to the following additional requirements:
(i) valuation placed on the stock shall be the fair market value,
determined upon the most objective basis available; and
(ii) accruals for the cost of stock prior to the issuance of such
stock to the employees shall be subjegt to adjustment
according to the possibilities tg?t,£he employees will not
receive such stock and their interest in the accruals wil;
be forfeited.
Such costs otherwise allowable are subject to adjustment according to the
principles set forth in (7)c. below. (But see ASPR 15-20%.1 (b).).

(5) Stock Options. The cost of options to employees to purchase

stock of the contractor or of an affiliate are unallowable.

(6) Profit Sharing Plans. For purposes of these principles, profit

1%
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“adering plens are divided into two types, namely, immediate payment plans and
deferred distribution plans. Immediate payment plans include those which provide
for payment (of the profits being distributed) to the individual officers and
employees shortly after deturmination of the amount due to each rather than after
a lapse of a stated period of years ur upon the retircmemnt, death or disability
of the individual officcrs and umployecs. Deferred distribution plans include
thosc which provide for payment (of the profits being ¢ istributed) into a scparate
bank account or fund usually under the control of a trustuc, for disburscment to
the individual officers and employecs after a steted period of years or upon their
retirement, death or disability. Profit sharing plan costs under plans of the
immediate distribution type zre unallowablce, Profit shering plan costs under
plans providing for deferred distributions will be allowable, subject to the pro-
’ZiSiODS of paragraph (7) below, only in thosc cases and to the extent the distri-

stions of benefits are to bo made upon or after retirement, disability or dcath
of the covered officers and employccs,.

(7) Deferred Compensation. a. As used hercin, deferred compensation in-
» J

cludus all remuneration, in whatever form, for serviecs currently rendercd, for
which the cmploycu is net paid until after the lapse of a stated porio® of years or
the occurrcnce of other events as provided in the plans, except that it docs not in
clude normal cend of accounting periced accruals. It includes (i) contributions to
pension, annuity, stock bonus, and profit sharing plans, (ii) contributions to dis-
ability, withdrawal, insurance, survivorship, and similar benefit plans, and (iii)
other cdeferred compunsetion, whether pai?? in cash or in stock.

b. Deferrcd compensation, including profit shering plan costs
allowable undor (6) above, is allowable to the extcent that (1) it is for secr-

““ees rendered during the contract poriod; (ii) it is, together with all
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other compensation paid to the employee, reasonabls in aicunt; (iii) it is paid
pursuant to an agreement entered into in good faith between the contractor and
employees before the services are rendered, or pursuant to an established plan
followed by the contractor so consistently as to imply, in effeot, an agreement
to make such payments; and (iv) for a plan which is subject to the Bureau of
Internal Revenue, it falls within the oriteria and standards of the Internal
Revsnue Code and the regulations of the Bureau of Internal Revenue. (But see
ASPR 15-204,1(b)s)

8o In determining the cost of deferred compensation allowable
under the contract, appropriate adjustments shall be mads for credits or gains
arising out of both normal and ebnormal employee turnover, or any other contine
gencies that cen result in a forfeiture by employess of such deferred compen-
sation. Adjustments shall be made only for forfeitures which directly or in=-
directly inure to the benefit of the contractor; forfeitures which inure to the
benefit of other employees covered by a deferred compensation plan with no
reduction in the contractor's costs will not normally give rise to adjustment in
contract costse. Adjustments for normal employee turnover shall be based on the
oontractor’s experience and on foreseeable prospects, and shall be reflected
in the amount of cost currently allowableo Such adjustments will be unnecessary
to the extent that the contractor can demonstrate that its contributions take
into sccount normal forfeitures, Adjustments for possible future abnormel for-
feitures shall be effected according to the following rules:

(i) ebnormal forfeitures that are foreseeable and which can

be currently evaluated with reasonuble accuracy, by
actuarial or other scund computation, shall be refleoted
by an adjustment of current costs otherwise allowable; and

(i1) abnormal forfeitures, not within (i) above, may be made

the subjeot of agreement between the Government and the
1€
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contractor either as to an equitable adjustment or a
method of dotermining such adjustment.
de In determining whether deferred compensation is for services
rendercd during the contract period or is for future scrvices, consideration
shall be given to conditions impesed upon eventual payment, such as, requircments
of eontinued employment, consultetion after retirement, and covenants not to com-
petc. Similar consideration should be given to the cost of past service credits

of pension and annuity plans,

(8) Fringe Bencfits. Scu (o).

(9) Overtime, Extra-Pay Shift and Multi>Shift Promiums. Sec (y).

(10) Training and Bducation Expenscs. Sce {aq).

(11) Insurance and Indemnification. See (p).

(g) Contingencics.

(1) A contingency is a possible futurc event or condition arising
from prusently known or unknown causcs, the outcome of which is indeterminable
at a present timee.

(2} 1In historical costing, i.c., costing as rclatcd to past events or
exp.ricnee, countingencics arc not allowable.

(3) 1In connuction with cstimetes f futurc costs, cuntingencies fall
into two categoriess

(1) those which may arise from prosently known and cxisting
conditicns, the effcets of which arc foresceable within
rcascnable limits of accuracy; e.g., anticiprted custs of
rejects and defective work; in such situations where they
exist, contingencics of this category are to be included in
tne estimates of futurc cost so as to provide the best
estimate of performance costs, and

17
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(ii) those which mey arise from presently known or unknown
conditions, the effeot of which cannot be measured so
precisely as to provide equitable results to the con~
traotor and to the Govermment; e.g., results of pending
litigation, end other general business risks. Contine
goncies of this category are to be excluded from cost
estimates under the several items of cost, but should
be disclosed separately, including the basis upon which
the contingency is computed in order to facilitate the
negotiation of appropriate contractual coversge (see, for
example, (p), (%), and (mm) below)e

(n) Contributions and Donationso Contributions and donations are

unallowables

(i) Depreciatione

(1) Depreciation is a charge to ourrent operations which distributes
the cost of a tangible capitel asset, less estimated residual value, over the
estimated useful life of the eeset in a systematic and logiocal manner., It does
nét involve a process of valuation. Useful life has reference to the prospective
period of economic usefulness in the partioular contractor'!s operations as dis-
tinguished from physical life.

(2) Normal depreciation on a contractor!s plant, equipment, and other
capital facilities is an allowable element of contract cost; provided that the
amount thereof is computede

(i) wupon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the Internal

Revenue Cods of 1954); or

18
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(ii) in the case of nonprofit or taxesxempt organizations, upon
a property cost basis which could have been used by the
contractor for Federal income tax purposes, had such
organizations been subjeot to the payment of income taxj
and in either oase
(1ii) by the consistent application to the assets concerned of
any generally accepted accounting method, and subject to
the limitations of the Internal Revenue Code of 1954,
including -
(A) the straight line method;
(B) +the declining balance method, using a rate not
exceeding twice the rate which would have been
used had the annual allowance been computed under
the method described in (A) above;
(C) the sum of the years-digits method; and
(D) any other consistent method productive of an annual
allowance which, when added to all allowasnces for
the period commencing with the use of the property
and including the current year, does not, during the
first two-thirds of the useful life of the property,
exceed the total of such allowances which would have
been used hed such allowances been computed under the
method described in (B) above.
(3) Depreciation should usually be allocated to the contract and
other work as an indirect costs The amount of depreciation allowed in any
~~  accounting period may, consistent with the basic objectives set forth in (1)
1 above, vary with volume of production or use of multi-~shift operationsa
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(4) In the case of emergency facilities covered by ocertificates of
necessity, a contractor may slect to use normal depreciation without requesting
a dotermination of "true depreciation" or may elect to use either normal or
"true depreciation" after = determination of "true depreciation" has been madse
by an Emergency Facilities Depreciation Boarde The method elected must be
followed consistently throughout the life of the emunrgency facilitye Where
an election is made to use normal depreciation, the amount thereof for both the
emergency pariod and the posteemergency period shall be computed in accordanocse
with (2) ebove. Ilhere an election is made to use "true depreciation," the
amount allowable as depreciation:

(i) with respect to the emergency period (5 years), shall be
computed in accordance with the determination of the
Emergency Facilities Depreciation Board; and

(ii) after the end of the emergency period, shall be computed by
distributing the remaining undepreociated portion of the cost
of the emergency facility over the balance of its useful life
(but see (5) below); provided the remeining undepreciated
portion of such cost shall not include any amount of un-
recovered "true depreciationd

(6) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necessary for current and immedi=
ately prospective productione

(6) No depreciation, rental, or use ocharge shall be allowed on the
contractor's assets which have been fully depreciated when & substantial portion
of such depreciation was on a basis that represented, in effect, a recovery

. thereof as a charge against Government contracts or subcontracts. Otherwise, a
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mutually agreed upon use charge may be alloweds (But see ASPR 15-204,1(b).)

In determining this oharge, consideration should be given to cost, total esti-
mated useful life at time of negotiation, and effect of any inoreased maintenance
charges or decreased efficiency due to age.

(j) Employee iorale, Health, and \ielfare Costs and Credits. Reasonable

costs of health and welfare activities, such as house publications, health or
first-aid olinics, recreational activities, and employse scowngaling s9rvicus,
incurred, in accordance with the contractor's established practice or ocustom in
the industry or area, for the improvement of working conditions, employer-
employee relations, employee morale, and employee performance, are allowable.

Such costs shall be equitably allocated to

2l
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all work of the contractor. Income generated from any of these activities shall
be oredited to the costs thereof unless such income has been irrevocably set over
to employee welfare organizationse

(k) Entertainment Costse Costs of emusement, diversion, social activities

and inocidental costs relating thereto, such as meals, lodging, rentals, transpor~
tation, and gratuities, are unallowable (but see (j) and (pp))e

(1) Exocess Facility Costso Costs of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessary
for current and immediately prospective production purposes, are unallowables
The costs of excess plant capacity reserved for defense mobilization production
shall be the subject of a seperate contraocte

(m) Fines and Penalties. Costs resulting from violations of, or feilure

of the contractor to ocomply with, Federal, State, and loocal laws and regulations
are unallowable except when incurred as & result of compliance with specific
provisions of the contract, or instructions in writing from the contracting

of ficera

(n) Food Service and Dormitory Costs and Credits. Food and dormitory

services inolude operating or furnishing facilities for cafeterias, dining rooms,
canteens, lunch wagons, vending machines, living accommodations or similar types
of services for the contractor!s employees at or near the contractor!s facilities.
Reasonable losses from the opsration of such services are allowable if they are
allocated to all activities served. ‘'here it is the policy of the contractor to
operate such services without cost to the employee, reasonable costs of such
operations are allowable if they are allocated to all activities served. (But
seo ASPR 15-204.1(b).) Profits (except profits irrevocably set over to an eme

““;;ployee welfare organization of the contractor in amounts reasonably useful for
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the benefit of the empleyees at the site or sites of contraoct performance)
acoruing to the contractor from the operation of these services, whether operated
by the contractor or by a concessionaire, shall be treated as a oredit, and
allocated to ell activities served.

(¢} Fringe Benefitse Fringe benefits are allowances and services pro-

vided by the contractc:r to its employees as compensation in addition to regular
wages and salaries. Costs of fringe benefits, such as pay for vageticue, Lolie
days, siok leave, military leave, employee insurance and supplemental employment
benefit:plans, are elliwable to the extent required by law, employer-employee
agreement, or aﬁ estoolished palicy o the contraoctor.
(p) Inewesnse swd Toduruifinationo
(1) Irevsanes inzludss (1) insurance which the contractor is required
to carry, or which is npproved, uader the terms of the contract, and (ii) any
other insurance which the contractor maintains in commection with the general
conduct of his businesse
8o Costs of insuranoe required or approved, and maintained, pur-
suant to the contract, are allowable,
bo Costs of other insurence meintained by the contractor in con«
nection with the gensral conduct of his business are asllcwgble subject to the
following limitationss
(i) types and extent of coverage shall be in accordance
with sound business prastice and the rates and premiums
shall be reasoneble under the circumstances;
(ii) costs sllowed for business interruption or other
insurance shall be limited to exoclude coverage of
profit, interest, and any other items of cost un~

allowable under this Partg;
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(11i) ocosts of insurance or of any contributions to any reserve
covering the risk of loss of or demage to Governmenit--owned
property are allowable only to the extent that the Government
shaell have required or approved such costs;

(iv) contributions to a reserve for an approved self-insurance
program are allowable to the extent that the types of
coverags, sxtent of coverage, and the rates and premiums
would have been allowed had insurance been purchased to vover
the risks; and

(v) costs of insurence on the lives of officers, partners, or
proprietors are allowable to the extent that the insurance
represents additional oompensation (see (f) above).

Ge Aotual losses which could have been covered by permissible

. insurence (through an approved self-insurance program or otherwise) are unallow-

able unless exXpressly provided for in the contract, except;

(1) costs incurred because of losses not covered under nominal
deductible insurance coverage provided in keeping with
sound business practice, are allowable; and

(ii) minor losses not covered by insurance, such as spoilage,
breakage and disappearance of small hand tools, which occur
in the ordinary course of doing busineas, are allowablee

(2) Indemnification includes securing the contractor against liasbili-
ties to third persons and other losses, not compensated by insurance or otherwise.

The Govermment is obligated to indemnify the contrastor only to the extent ex=

pressly provided for in the ocontract, except as provided in (l)g.aboveo

(g) 1Interest and Other Financial Costse Interest (however represented),

bond discounts, costs of financing and refinancing operations, legal and pro=
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fessional fees paid in connection with the preparation of prospectuses, costs of
preparation and issuance of stock rights, and costs related thereto, are un-
alloweble except for interest assessed by State or local taxing authorities unde:
the conditions set forth in (oo) below, (But see (x), )

(r) Labor Relations Costs. Costs incurred in maintaining satisfactory

relations between the contractor and its employees, including costs of shop
stewards, labor management committees, employee publications, and other related
activities, are allowables

(s) Losses on Other Contractse An excess of costs over incoms under any

other contract (including the contractor's contributed portion under cost-sharing
contracts), whether such other contract is of a supply, research and development,
or other nature, is unallowableo

(t) liaintenance and Repair Costse

(1) Costs necessary for the upkeep of property (including Government

property unless otherwise provided for), which neither add to the permanent valuc

of the property nor appreciably prolong its intended life, but keep it in an
efficient operating condition, are to be treated as follows (but see ASPR 15~
204,2(i)):
(i) normal maintensnce and repair costs are allowable;
(ii) extraordinary maintenance and repair costs are allowsble,
provided such are allocated to the periods to whisch appli=~

cable for purposes of determining contract costs. (But

see ASPR 15-204,1(b),)
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(2) Expenditures for plant and equipment which, according to generally
accepted accounting principles as applied under the contractor's established
poliocy, should be capitalized and subjected to depreciation are allowable only
on a depreciation basise.

(u) Menufacturing and Production Engineering Costs. Costs of menufactur-

ing and production engineering, including engineering motivities ir connection
with the following, are allowable:

(1) ourrent manufacturing processes such as motion and time
study, methods enalysis, job analysis, and tool design and
improvement; and

(ii) ourrent production problems, such as materials snalysis for
production suitability and component design for purposes of
simplifying productione

(v) Material Costse

(1) Material costs include the ccsts of such items as raw meterials,
parts, subassemblies, ocomponents, and manufacturing supplies, whether purchased
outside or manufactured by the contractor, end may include such ocollateral itenms
as intound transportation and intransit insurence. In ocomputing material costsa
consideration will be given to reasonable overruns, spoilage, or defective work

(for correction of defective work, see the provisions of the contract or proposed
A

contract relating to inspection and correction of defective work). These costs

are allowable subject, however, to the provisions of (2) through (5) belows
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(2) Costs of material shall be suitably adjusted for applicable por=-
tions of income and other oredits, including available tresde discounts, refunds,
rebates, allowances, and cash discounts, and oredits for sorap and salvage and
material returned to vendors. Such income and other oredits shall either be
oredited direotly to the cost of the materisl involved or be allocated (as
oredits) to indireot costs, However, where the contractor ocen demonstrate that
failure to take cash discounts was due to circumstances bayond his control, suoch
lost discounts need not be so orediteds

(8) Reasousble udjustments arising from differences between periodic
physical inventory quentitiss and related material control records will be ine
cluded in arriving at the cost of materials, provided suoh adjustments (i) do mot
inolude "write~downs"™ or writo-ups” of values and (ii) relate to the period of

-~ performance of the contracte

(4) Vhen the materials are purchased specifiocally for and identifiable
solely with performance under a coniraot, the actual purchase cost thereof should
be charged to tho contracte If material is issued from stores, any generally
recognized method of prising such materiel is acceptable if that method is con=-
sistently applied and the results are equitable. VWhen estimates of material
costs to be incurred in the future are roquired, either current market price or
anticipated acquisition cost (if reasonably certain end determinable) may be
used, but the basis of priocing must be disclosed,

(5) Costs of materials, services, and supplies sold or transferred be-
tween plants, divisions or organizations, under a common control, ordinarily shall
be allowable to the extent of the lower of cost to the transferor or current mare

ket price. However, e departure from this basis is permissible where (i) the

27
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item is regularly manufactured and sold by the ocontractor through commeroial
channels and (ii) it is the ocontractor’s long-established practice to price interw
organization transfers at other than cost for commerciel work; provided that the
charge to the contract is not in excess of the transferor!s sales prics to its
most favored customer for the same item in like quantity, or the current market
price, whichever 1s lowers

(w) Organization Costso Expenditures, such as incorporation fees, ate-

torneys! fees, accountants' fees, brokers?! fees, fees to promoters and organizers,
in connection with (i) organization or reorganization of a business, or (ii)
raising capital, are unallowable (see (g) above).

(x) Other Business Expenses. Included in this item are such recurring

expenses as registry and tranéfer charges resulting from changes in ownsrship

of seourities issued by the oontractor, cost of shareholders' meetings, normal
nproxy solicitations, preparation and publication of reports to shareholders; pre-
paration and submission of required reports and forms to taxing end other regula-
tory bodies; and inoidental oosts of directors and oommittee meetingse The above
end similar costs are allowable when allocated on an e quitable basis to all
classes of worke

(y) Overtime, Extra Pay Shift and Multi-shift Premiums,

(1) This item consists of the premium portion of overtime, extra pay
shift and multi-shift payments to employeess. Preferably such premiums should be
separately identified and handled as indirect costs to be allocated to all work
of the contractor. However, where it is the normal practice of the contractor to
handle these premiums as direct costs, suoh practice is acceptable if it does not

result in the Government absorbing a disproportionate share of costs. The same

~».considerations govern their inclusion in or exclusion from the base for overhead
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distributions Such premiums, when allowable, shall be equitably‘allooated in
light of (i) the amount of such premium costs allocated to non-Government work
being oconourrently performed in the contractor's plant and (ii) the factors which
necessitate the inourrence of the ocostse

(2) Overtime, extra pay shift and multi-shift premium expenses may
arise in two distinot ways in conneotion with the contract: (1) by initial
agreement between the contractor and the contracting officer that known ocondie
tions warrant the use of such premium labor; and (ii) to meet unexpected condi-
tions or emergencies arising in the ocourse of the contract, not contemplated by
the ocontracting parties.

(3) The allowability of overtime, extra pay shift and multi-shift
premiums will be determined as follows:

(i) to the extent that the contractor and the contracting officer
initielly agree that suoch premiums are necessary in view of
known oconditions, and the contracting officer so authorizes
in writing, such costs are allowable; and

(41) with respect to unexpected conditions or emergencies arising
in the course of the contract, such costs are =

(A) unallowable if the contractor is already obligated to
meet the contraot delivery schedule without additional
compensation therefor;

(B) allowable to the extent authorized in writing by the con-
tracting officer, in the ocase of cost reimbursement type
contractes; and

(C) allowable to the extent authorized in writing by the con=
tracting offiocer prior to final pricing, in the case of

fixed-price redeterminable or incentive type contractse
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(z) Patent Costso Costs of preparing disolosures, reports, and other

documents required by the contract and of searching the art to the extent neces-
sary to make such invention disclosures, are allowables In accordance with the
clauses of the aontract relating to patents, costs of preparing doouments and
any other patent costs, in connection with the filing of a patent application
where title is conveyed to the Government, are allowable. (See also (ii) and
(i3) velows)

(aa) Pension Planse See (f) abovee

(bb) Plont Protection Costs. Costs of items such as (i) wages, uniforms,

and equipment of persomnel engaged in plant protection, (1i) depreciation on
plant protection capital assets, and (1ii) necessary expenses to comply with
military seourity requirements, are allowable,

(ee) Plant Reoonversicn Costss Plant reconversion costs are those incurred

in the restoration or rehs»ilitation of the contractor?s facilities to approxie
mately the same condition sxisting immediately prior to the commencement of the
military contract work, fair wear and tear excepted. Reconversion costs are
unallowable except for the cost of removing Government property and the restora-
tion or rehabilitation costs caused by such removal,

(dd) Precontract Costse Precontraot costs are those incurred prior to the

effective date of the contract directly pursuant to the negotiation and in
enticipation of the eward of the oontract where such inourrence is neocessary

to comply with the proposed contract delivery schedulees Such costs aere allowabls
to the extent that they would have been alleowaeble if incurred after the date

of the contract. (But see ASPR 15-204¢1(b).)

(ee) Professional Service Costs = Legal, Accounting, Engineerirg, and

Others
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(1) Costs of professional services rendered by the members of a
partioular profession who are not employees of the contractor are allowable,
subjoct to (2) and (3) below, when reassonable in relation to the services
rendered and when not contingent upon recovery of the costs from the Government
(but see (w) above).

(2) TFaotors to be considered in determining the allowability of oosts
in a partioular case inoclude:

(i) the past pattern of such costs, partioularly in the ysars
prior to the award of Government oontracts;
(ii) the impact of Governmment conmtracts on the contractor's busi=
ness (i.8., what new problems have arisen);
(11i) the nature and scope of managerial services expected of the
contraotorts own organizations; and
(iv) whether the proportion of Govermment work to the contractor's
total business is such as to influence the contreoctor in
favor of inourring the cost, partiocularly where the ser+ ces
rendered are not of a continuing nature and have little
relationehip to work under Govermment contraocts,
Retainer fees to bs alloweble must be reasonably supported by evidence of services
rendereda

(3) Costs of legal, acoounting, end consulting services, and related
co8ts, inourred in connection with orgenization and reorganization, defense of
anti-trust suits, and the prosecution of oclaims ageinst the Government, are
unallowables Costs of legal, sacounting, and consulting services, and related
costs, incurred in conneotion with patent infringement litigation, are unallowable

unless otherwise provided for in the contracts
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(£f) Profits and Losses on Disposition of Plant, Equipment, or Other Capitel

Assets. Profits or losses of any nature arising from the sale or exchange of
plant, equipment, or other ocapital assets, including sale or exchange of either
short or long term investments, shall be exoluded in computing oontract costs

(but see (i) (2) above as to basies for depreoiation).

o )

(gg) BReoruiting Costs. Costs of "help wanted" advertising, operating oosts\}

of an employment office necessery to secure and meintain an adequate labor foroe,
costs of operating an aptituds and educational testing program, travel costs of
employees while engaged in reoruiting personnel, and travel ocosts of applicants
for interviews for prospsotive employment are allowable. ¥Where the contractor
uses employment agencies, costs not in excess of standard commercial rates for
~guch services are also sllowables Costs of special benefits or emoluments
of fered to prospective employces beyond the standard practices in the industry
v

are unallowablse

(hh) Rental Costs. (Including Sale and Lessebagk of Facilities),

(1) Rental costs of land, building, and equipment and other personal
property are allowable if the rates are reasonable in light of suoch faotors as
the type, life expectanoy, condition, and value of the facilities leased, options
available, and other provisions of the rental agreements Application of these
factors involves oomparison of rental costs with costs which would be alloocable
if the facilities were owmned by the oontractor.

(2) Charges in the nature of rent between plants, divisions, or organie-
zations under common control are unallowable except to the extent such charges do
not exceed the normal costs of ownership, such as depreciation, taxes, insurence,

ywnmnd meintenanoe; provided thet no part of suoh costs shall duplicate any other
allowed costso

32
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(3) Unless otherwise specifiocally p}ovided in the contract, rental
costs speoified in sale and leaseback agreements, incurred by contractors
through selling plant facilities to investment orgenizations, such as insurance
companies, or to private investors, and concurrently leasing back the same
facilities, are allowable only to the extent that such rentals do not exceed
normal costs, such as deprociation, taxes, insuranoce, and meintenance, borne
by the lessor, which would have been incurred had the conﬁractor retained legal

title to the facilitiese

(11) Research and Development Costse

(1) Research snd development costs (sometimes referred to as general
engineering costs) are divided into two major categories for the purpose of con=
traot costing -- (i) general research, also referred to as basic research, funde-
mental research, pure ressarch, and blue-sky research and (ii)} related research or
development, also referrsd to as applied research, product research, and product

line research,

(2) General research is that type of research which is directed toward

increase of knowledge in science. In such research, the primary aim of the
investigator is a fuller kmowledge or understanding of the subject under study,
rather than a practical appliocation the;eof. Costs of independent general
research (t..at which is not sponsored by a contract, grant, or other arrangement)
are allowable, subject to (6) belows Reasonableness of the cost should be deter=-
mined in light of the pattern of the cost of past programs, particularly those
existing prior to the plecing of Government contractse

(3) Related research is that type of research which is &lrected

toward practical application of science. Development is the systematic use of

soientific knowledge directed toward the production of useful materials, devicen,

methods, or processes, exclusive of design, mamifacbturing, nnd production
33
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engineering (see (1) above)s Costs of a contractor's independent related
research and development (that which is not sponsored by a contract, grant, or
other arrangement) are allowable, subjeot to (6) belew, under any production con-
tract to the extent that the research and development are related to the contract
product line and the costs are allocated to all production work of the contractor
on the contract product lins. Such costs are unallowable under research and
development contraotse

(4) Independent research and development projeots shall absorb their
appropriate shere of the indireot costs of the department where the work is perw
formeds

(5) Research and development costs (inoluding amounts capitalized),
regardless of their nature, whioh were incurred in accounting periods prior to
the eward of a particular contract, are unallowgblee

(6) The reasonubleness of expenditures for independent research and
development must bs scrutinized with great care in connection with contractors
whose work is predominently or substantielly with the Govermment. ‘here such
expenditures are not subject to the restraints of commercial product pricing,
there must be assurance that these expenditures are made pursuant to a planned
research program which is reasonable in scope and is well managed. The costs
should not exoeed those which would be incurred by an ordinarily prudent person
in the conduct of a competitive business. (See ASPR 15-204,1(b).)

(3j) Royalties and Other Costs for Use of Patentsa

(1) Royalties on a patent or amortization of the cost of acquiring by
purchase a patent or rights thereto, necessary for the proper performance of the

contraot and applicable to contract products or processes, are allowable, unlesss
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(i) the Govermment has a license or the right to free use
of the patents
(i1) the patent has been adjudicated to be invalid, or has
been administratively determined to be invalids
(1ii) the patent is considered to be unenforceable; or

(iv) the patent is expireds

(2) Special care should be exercised in determining reasonableness where

the royalties may have been arrived at as a result of less than arm's length
bargaining; e« gos
(i) royalties paid to persons, including corporations,
affiliated with the contractor;

(ii) royelties paid to unaffiliated parties, inoluding cor=
poraticns, under en agreement entered into in contem-
plation that a Government contract would be awarded; or

(iii) royelties paid under an agreement entered into after the
award of the contracte.

(3) Special care should also be exercised with respect to royalties
paid to unaffiliated parties, including corporations, upon patents the cost of
which, or the cost of research and development work thereon, were substantially
ranovared through Goverrment grants or charges against Government contracts or
subeontractss

(4) In any case involving a patent formerly owned by the contractor,
the amount of royalty allowed should not exceed the cost which would have been
aliowed had the contractor retained title thereto.

(5) See ASPR 15-204,1(b).

(kk) Selling Costse

(1) Selling costs arise in the marketing of the contractor!s products
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and include oosts of sales promotion, negotiation, liaison between Government
representatives and vontractor®s personnel, and other related activitiese

(2) Selling costs are allowable to the extent they are reasonable
and are allocable to Govermment business (but see ASPR 15~20401(b)). Alloocability
of selling ocosts will be determined in the light of reasonable benefit to the
Government arising from such activities as technical, consulting, demonstration,
and othsr services which are for purposes sach as application or adeaptation of
the contractor's products to Govermment use.

(8) Notwithstanding (2) above, salesmen?s or agents' compensation,
fees, commissions, perocentages, or brokerage fees, which are oontingent upon
the award of oontracts, are allowable only when paid to bona fide employses
or bona fide established comu.ercial or selling agencies maintained by the con=
tractor for the purpose of sacuring businesse

(11) Service and Warranhy Costse Such costs include those arising from

fulfillment of any contractual obligation of a contractor to provide servioces,
such as installation, training, correcting defects in the products, replacing
defeotive parts, making refunds in the case of inadequate performance, etoce
Then not inconsistent with the terms of the contract, such service and warranty
costs are allowable. However, cate should be exercised to avoid duplication of
the allowance as an element of both estimated product cost and riske

(mm) Severance Pays

(1) Severance pay, also commonly referred to as dismissal wages, is
e payment in addition to regular salaries and wages, by contractors to workers
whose employment is beingterminated. Costs of severance pay are allowable only
to the extent that, in each cese, it is required by (i) law, (ii) employer=
employee agreement, (iii) established policy that constitutes, in effect, an

implied agreement on the contractor!s part, or (iv) circumstances of the

particular employment. 36
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(2) Costs of severance payments are divided into two categories as
followss

(i) actual normal turnover severance peyments shall be
allocated to all work performed in the contractor's
plant; or, where the ocontractor provides for wacorual
of pay for normal severances such method will be
acceptable if the esmount of the mccrual is reasonable
in light of payments actually made for normal severances
over & representative past period, and if amounts aoccrued
are allocated to all work performed in the contraoctor!s
plant; and

(ii) ebnormal or mass severance pay is of such a conjeotural
nature that measurement of cost by means of an aococrual
will not achieve equity to both parties. Thus acoruals
for this purpose are not allowable, However, the Govern-
ment recognizes its obligation to participate, to the
extent of its fair share, in any specific payment. Thus,
allowability will be considered on a case=by-case basis
in the event of occurrences

(nn) Special Tooling Costs. The term "special tooling" means property

of such specialized nature that its use, without substantial modification or
alteration, is limited to the production of the par ticular supplies or the
performance of the particular services for which aoquired or furnished. It

inoludes, but is not limited to, jigs, dies, fixtures, molds, patterns, specisal
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taps, special gauges, and special test equipmente The cost of special tooling,;
when acquired for and its usefulness is limited to one or more Government con-
tracts, is allowable and shall be allocated to the speocific Government ocon=-
tract or contracts.
(00) Taxes.
(1) Taxes are charges levied by Federal, State, or local governments,
They do not inoclude fines and penalties exoept as otherwise provided hereine
In general, texes (including State and local income taxes) which the contractor
is required to pay and which are paid or acorued in accordanoce with generally
accepted accounting principles are allowable, except for:
(1) Pedersal income and exocess profits taxes;
(1i) taxes in connection with financing, refineancing or
rofundiag operations (see (q));
(iii) texes from which exemptions are available to the con~
tractor directly or aveilable to the ocmtractor based
on en exemption afforded the Government except when
the contracting officer determines that the adminis-
trative burden incident to obtaining the exemption
outweighs the corresponding benefits accruing to the
Government; and
(iv) special assessments on land which represent ocapital
improvements.
(2) Unadjudicated taxes otherwise allowable under (1) above, but
which may be illegally or erroneously asseased, are allowable; provided that
the contractor prior to payment of such taxess

(i) promptly requests instructions from the contracting

officer concerning such taxes; end
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(i1) +takes all sction directed by the oontracting
officer, including cooperation with and for the
benefit of the Govermment, to (A) determine the
legality of such assessment or, (B) securse a
refund of such texes,
Reasonable costs of any such action undertaken by the contractor at the direction
of the contracting officer are allowables Interest and penalties incurred by a
contractor by reason of the nonpayment of any tex at the direction of the oon-
tracting officer or by reason of the failure of the contraoting officer to
assure timely direction after prompt request therefor, are also allowablse
(3) Any refund of taxes, interest, or penalties, and any payment to
the contrastor of interest thereon, attributable to taxes, interest, or penalties
which were allowed as contravt costs, shall be credited or paid to ths Government
in the mamner directed by the Government, provided any interest actually paid or
oredited to a contractor inecident to a refund of tax, interest or penalty shall
be paid or eredited to the Govermment only to the extent that such interest
accrued over the period during whioh the contractor had been reimbursed by the
Government for the taxes, interest, or penaltiese

(pp) Trade, Business, Technical and Frofessional Activity Costse

(1) DMemberships. This category includes costs of memberships
in trade, business, technical, and professional organizationse Such costs are
allowables

(2) Subsoriptionses This item inoludes cost of subsoriptions to

trade, business, professional, or technical periodicals, Such costs are
allowable,.

(3) Meetings and Conferencess This item includes cost of meals,

transportetion, rental of facilities for meetings, and costs incidental
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theroto, when the primary purpose of ths incurrence of such costs is the disse-
mination of technical information or stimulation of productions Such costs are

allowablse

(aq) Training and Educational Costse

(1) Costs of preparation and maintensnce of a progrem of instruc-
tion at noncollege level, dassigned to inorease the voocational effectiveness of
bona fide employees, including training materials, textbooks, salaries or
wages of trainees during regular working hours, end

(1) salaries of the director of training and staff
wher. tho training program is conducted by the
contractor; or

(i1) tuition and fees when the training is in an
insztitution not operated by the contraoctor;
are allowable.

(2) Costs of part-time technical, engineering and scientifio
education, at an under-graduate or post-graduate college lewel, related to the
job requirements of bona fide employses, including only:

(i) training materials;

(11) textbooksjp

{ii11) fees charged by the educational institution;

(iv) tuition charged by the educational institution, or
in lieu of tuition, instructors! salaries and the
rolated share of indirect cost of the educational
institution to the extent that the sum thereof is
not in excess of the tuition which would have
been paid to the participating educational

institution; and
40




s MM. m and special advertising is s legitimaste
3 : sand neoessary cost of deing buasiness snd should be allowed subjech
ummawuwm




12/3/%8
13-20h.2 Listing of Costs.
(a) Adversising Costs.
(1) Avertising costs include the eost of sdvertising metls

M-ﬁm and salss litemture. The fellowing adwertising eosts are
allowables

(1) Advertising in trede end technicel Jowrmals,
saeh atwertising does not offer mpecific
or services for sale but is plased in

Jourmals which are wlimble for thw &issenination
of tonimical information within the comtresctor's
indoetry; andl

< {11) help wanted sdvertising, ss set forth ta (gg) below,
. vben considered in conjunction with all other
recruiteent coets.

/ (114) costs of yarticipation in exhiidits sponscred by
l/ |

!/ (1v) sdvertising reiating to socomplistmant of the

{2) In comeetion with this elesmt, special oare must de
exurcised in detemsining ressomiiensss. Aeasonsblences cen be detersined by
an spalysis of significant devisitions in acope frem past sdvertising programs;
the preseee or sdesnes of oupetitive restiwnints.

(3) wumm(m)u(xv)mmm
1is wallowsble.

wilsh offers produsts for sale



COST PRINCIFLES

CONTRIBUTIONS AND DONATTIONS

Draft as of 21 August 1958
Unallowable.

Iodustry

The making of contributiona is essential to the conduct of
business and the fallure to do so adversely affects the contractor's
standing in the community and hence his employee relations, Some
contributions aid in the development of technical education and
scientific research, Support of charitable, sclentific and educa-
tional institutions is a normal coet of doing business and recognised
as such for tax purposes.

Special Working (roup Recaommendation

To allow the cost of reasonable contributions to established
non-profit charitable organisations of a community type.

Recommanded Army Posltlion

Nonoconcur in the recommendation of the Speeial Working Group
since contributions are not obligatory upon a contractor but are
voluntary expenditures not necessary for performance of goverrment
contracts. The allowance of contributions and donations would put
contractors in the position of being able to give away the taxpayers
mMOnNay
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CONTRIBUIIONE AND DOBATIONS
Remsonsble comtributions end domations to establighed nomprofit

charitable organisstions are allowsble provided they are expecited of the
contonctor by the commmnity and it can rensomsbly be expected that the
prestige of the contmactor in the commmity would suffer thoough the lsck
of such comtributions.

The propristy of the emownt of particular contributions and the
sgpregate thereof for each fiscal pericod mwt ordinarily be Juliged in the
light of the patteam of past comtributions, particularxly those made prdor
% the plasing of Government conbimets. The ssomt of each allowshie
contribution must be defustibie for purposes of Fedomul income tax, but
this condition does not, in itself, Justify allowmbility as a contrect cost.



COST PRINCIPLES

INTEREST

Draft as of 21 August 1958

Unallowable (however represented).

Industry

The cost of money for whatever purpose and however evidenced is
an essential cost of doing business, govermment or commercial, and
therefore should be allowed, Otherwise commercial business would be
required to bear the cost of financing government work.

Special Working Oroup Recammendation

To remsin unallowable, except to add a statement in Seection TIT
of the ASPR to indicate that the extent of = contractors total in-
vestment in the performance of the contract will be taken into
consideration in the fixing of the mmount of fes or profit to provide
consistency in ASPR with the 80%-20% withholding peliecy.

Recommended Army Positlon

Concur in the recommendation of the Speclal Worikdng Group.
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DESREST ON BORRONINOS
Proposal: Naintain wallowbility of interest as a COSE, but revise

profit policy appearing in ASFE 3-808.% Wy adding e new subperagmph
() and relettering the remaining subparsgruphs. The inserted pare~
gregh will resd:
"d Extent of the Contwactor’s Iovestment.
The extent of o contmmetor's total investment in the perfommnce
of the contrmot will be taken into comsidermtion in the fixing of the
upunt of the fee or prufit.”



COST PRINCIPLES

PLANT RECONVERSION COSTS

(Plant reconversion costs are those incurred in the restora-
tion or rehabllitation of the contructors' facilities to approximately
the same condition existing immediately prior to the commencement of
the military contract work, fair wear and tear excepted.)

Draft as of 21 August 1958

inallowable except for the cost of removing goverrment property
and the restoration or rehabllitation cost caused by snch removal,

Industry

Plant reconversion costs should be allowable including the cost
of removing govermment preoperty and restoration or rehabilitation
cost cansed by such removal to the extent amthorised by advance

negotiated agresment.

Special Working Oroup Recommendatdon

Normally uwnallowable, but to liberalisze this principle by
allowing additional cost by mutual agreement where equity so dictates
in special circumstances.

Recommended Army Posmitlon

Concwr in the recommendation of the Speeial Working Oroup.
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ZANE NECONVEREIDN COSSS

(ce) Fignt Becomversiom Coste. Plant reconversion costs are those
incuryed In the restorstion or relabilitation of the contxsctor's facilities

t© sgproximately the same condition existing immedistely pricr to the
comsmnessent of the militery contrect work, falr wvenr and tear mmepted.
Reconversion costs are nommally umallowsble except for the cost of removing
Government property and the restorstion or rehebiiitation costs caused by
such rewwwal. Hovever, in special circumstances where equity so dictates,
sdditional costa may be allowed to the extent mubtmlly agreed wpon.,

Vhenover such costs are given considemation, care should be exsruised to svoid
duplication through allowance as contingancies, as additional profit or fee,
or in other comtraucts.



COST PRINCIPLES

DIRECT COSTING

Draft as of 71 August 1958

A direct cost is any cost incurred or to be incurred sclely for
the benefit of a single cost objeetive of the contract.

Special Working Group Recommendation

Addition of an additional sentence inadvertently omitted and
necessary to avoid dwplication of charges under certain circumstances.

Recommended Army Positlion
Concur in the Speecial Working Group recommendation.
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BpSCT COSTING

In oxder to take care of a conogpt which had been imdvertently caitted
and to svoid dplication of charges under certain cirowmstances, ve recommend
addition of the following ssutence at the end of 15-208(a):

15-202(a) Al

“When items ordinarily chargeshle as indirect costs are charged to
Government work as direct costs, the cost of like ftems agplicsdle to
other vork of the comtmetor mst be eliminated from indirect costs

allocated to Govenment work,"”



COST PRINCIFLES

RENTAL ODSTS

Draft as of 21 August 1958

Allowable if rates are reasomable in light of such factors as
the type, life expectancy, condition and value of the facllities
leased, options avallable and other provisicns of the rental agreement.
Alse requires a comparison of rental costs with costs which would be
allocable if the facilities were owned by the contractor.

Indus try

The ultimate test should be the rental value of
properties, and not comparisons to costs which the contractor would
have sustained as owner,

Spacial Working Oroup Recommendation

Same as 21 August draft execept to include "market conditions in
the area" as a test of reasonableness of rental costa.

Recommended Amy Fosition
Concur in the recommendation of the Special Working OGroup.
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() Begtel Coste. (Including Sale and Lesssbeck of Facilities).

Bovise paragregh (1) of the prinsigie to rnd e fullows;

(1) Remtal costs of land, bullding, and eguigment end other
persomnl peuperty are allowmiie if the mates are reasoushile in light of
such factors es ket conditions in the eres, the type, life expectancy,
condition, snd value of the facilities lessed, optiome swilable, amd other
pwovisions of the rentsl agresmmmt. /Application of these factoss inwilves

along with other considersticons caparison of remtal costs with costs vhick
wld be allocable Af the facilities were owned by the contmetor.



COMPENSA TION

Draft as of 21 August 1950

Compensation is reasonsble to the extent that the total amount
paid or accrued is commensurate with compensation paid under the
contractor's established policy and conforms generally to compensa-
tion paid by other contractors of the same size, in the same industry,
or in the same geographic area, for similar services.

Special Working Oroup Recommendation

To recognize that in the determination of the reasonableness
of total compensation, contracting officera, as a practical matter,
can only cope with the unreasonableness or out of line situation,
The following addition 18 proposed:

In the administration of this prineiple, it is recognised
that not every tion case need be subjected in detall to the
above tests. tests need be applied only to those cases In
which a general review reveals amounts or s of compensation
Which appear unreascnable or otherwise out of line,

Reconmended Army Position
Concur in the Special Working froup recommendation,




12/y/58
COPENEATION
Take care of the past service pension crodit problem Wy deleting the phomse
"Sor services cwrrently rendered” from 15-20%.2(F)(6)s, snd insert at the
begiming of paregraph b(1):
“Exept for past service pension costs, it is for services
rendeved during the comtzaet period.”
o take caxe of the glgntie proltiem ingident o an cannination of ALL
compensation plans, introduwce the concept of mamagmment by expeption Wy
ingerting s new sentence in paregregh (b) as follows:
"b. Compemsstion is reasonslile to the extent that the total smocwunt
paid or scerusd is commansurate with compensation paid under the
contructor's estadlished policy end conforss gmmersily to compense-
tion paid by other comtractoxs of the same sise, in the seme industry,
o In Be sme gmgmyhis avm, fir cinfler swviess. 15 S afuinie-

: 4
rat : n - - ; 4 VY

remperstion which is obviously out of lime. lowever, certala
conditions give rise to the need for epecial congiderntion and
possidie linitation as %o allowmbility for contract cost purposes
vhere amounts appear excessive. /mong such conditions are the fdlowing:




APPLICABILTTY

Draft as of 21 August 1958

Proposed that the cost principles be applicable to all types
of cantracts as follows:

a. Cost-eimbursement Type Contracts

As a contractuml basis for termination of costs.
b. Fixed-Price Type Contracta

Az a basis for submission of cost data and price analywes
by contractors, the evaluation of cost data by contracting officers to
the extent that costs become a factor, the resolution of cost questions
in retrospective pricing, and as a guide for the resolution of cost
questions in forward pricing.

¢. Audit Reports

As a basis for the preparation of advisory auvdit reports.
d. Contract Terminations

Unilateral dsterminations in contract terminations.

Industry

Btrongly protests the application of detailed cost principles to
fixed-price contracts on the basis that forsmla price fixing would
result and negate the advantages of campetitive and negetiated prices.

Special Working Oroup Recommendation

The military departments have objected also to the applicability
of cost prineiples to fixed-price contracts. It is contended that
forsmla pricing would result, and that the traditional concept of
negotiating fair and reasonable prices would be lost. Tt is proposed




revised to provide for a separate applica-
bility treatment for fixed type contracts consistent with the current
pricing principles in Part 8, Section IIT, ASPR. A new Part 7, Section

a. That the pricing policy in Part i, Section III would be
governing and followed in the negotiation of fixed-price type caontracts.
In brief, this philosephy provides that prices not separate elements of
cost plus profit are to be negotiated.

b. Vhen cost pringiples are being considered in fixed-price
type contracts, the cost prineciples will be used to provide
dance in establishing a fair and reascnable price., This
ly applieable to incentive and redeterminable contracts.
Even in these situations, the use of the cost mwineiples would be
flexible.

Recommended Army Position

Concur in the Speeial Working Oroup recomendation,
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(v) straight-time ocmpensation of each employee for
time spent attending olasses during working hours
not in excess of 156 hours per year where oiroum-
atances do not permit 'thg operation of' oclasses or
atten@oe at oclasses after regular working hours;

are allowable,

(3) Costs of tuition, fees, training materialas and textbooks (but
not subsistence, salary, or any other emoluments) in oconneotion with fulltime
golentific and engineering education at s post-graduate (but not under-graduate)
college level related to the job requirements of bona fide employees for a
total period not to exceed one sohool year for each employee so trained, are
allowables In unusual cases where required by military teohrology, the ﬁeriod
mey be extendsds

(4) Maintensanse expense, and normal depreociation or fair rental,

on facilities owned or leased by the ocntraotor for training purposes are

allowable to the extent set forth in (t), (i), and (hh) above, respeotively,
(5) Grants to educational or training institutions, including
the donation of faoilities or other properties, sohalaxjships or fellowahips,

are oohsidered contributions (see (h) above)a

(rr) Transportation Costse Transportation costs inolude freight,
expre;a, oartage, and postage charges rélating either to goods purchased, in
prooeu,- or deliverede These costs are allowables When such costs can readily
be identified with the items involved, they may be dreoted costed as transporta~
tion costs or added to the cost of such items (see (v) gbove). Where identifi

cation with the materials received ocannot readily be made, inbound transportation

4
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oosts may be charged to the appropriate indirect cost accounts if the contraotor
follows a consistent, equitable proocedure in this respecte OCutbound freight,

if reimbursable under the terms of the oontraoct, should be treated as a

direct costo

(ss) Travel Costse

(1) Travel ocosts inolude ocosts of transportation, lodging, sub-
sistence; and incidental expenses, incurred by cantractor personnel in a
travel status while on official company businesse

(2) Travel costs may be based upon actual costs incurred, or
on e per diem or mileage basis in lieu of actual cod's, or on a combination of
the two, provided the method used does not result in an unreasonable chargee

(3) Travel costs incurred in the normal course of over-all admine
istration of the businese and applicable to the entire business are allowablea
Such cosis shall be agquitably sllocated to all work of the contractore

(4) Travel costs directly atiributable to specifio contract perw
formence are alloweble and may be charged to the ocontract in aocordance with
the principle of direot costing (See ASPR 15-202),

(5) Necessary, reasoneble costs of family movements and personnel
movements of a special or mass nature are allowable, subject to allocation
on the basis of work or time period benefited when appropriate. (But see

ASPR 15-204.1(b).)
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Proposed Amendments to Draft Dated 10 September 1957
SECTION XV

CONTRACT COST PRINCIFLES

15-000 Scope of Section, This Section contains gemeral cost principles

and standards for use in connection with (i) the determination of histerical
coste, {ii) the preparation and presentation of cost estimstes by prospective

contractors, contrectors and subcontractors in negotiated procurement and in

—— ——

terminstion for convenience of the Govermment, and (i1ii) the sudit of cost
in the negotietion and administration of contracts, and (iv) the evaluation

of cost data in procurement and contract administration,

Part 1 - Applicability

15-101 Scope of Part. This Part prescribes the use of the cost principles

and standards set forth in the several succeeding Parts of this Section in
contracting and subcontracting and delineates the nature of such use under

different circumstances,

15-101.1 Use, Part 2 is prescribed for use:

(1) As a contractual basis, by incorporation by reference in the
contract, for determination of:

(A) reimbursable cost:s under cost-reimbursement type contracts
including cost-reimbursement type subcontracts thereunder
and the vost-reimbursement portion of time and materialg
contracta;

{(B) terminations when the amounts thereof are determined
unilaterally by the contracting offiecer;

(C) costs of terminated cost-reimbursement contracts,




(1)

(111)
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As a basis for:

¢

n.}()

the development and submission of cost data and price
analyses by contractors and prospsctive contractors as
required in support of negotiated pricing, repricing,
negotiated overhead rates, requests for progress payments,
and settlement proposals under termination;

audit reports prepared by the Audit Agencies in their
advisory capacity of providing accounting informatien

reaspecting negotiated pricing, repricing and termination,

By Contracting Officers in the evaluation of cost data, as

follews:
(A) In Retrospective Prising and Settlements., In negotiating

firm fixed prices or settlements for work which has been
completed or substantially completed at the time of
negotiation (e.g., final negotiations under fixed-price
incentive contract, redetermination of price after com-
pletion of the werk, negotiation of finmal overhead rates,
or negotiation of a settlement agreement under a contract
terminated for the convenience of the Goverrment), the
treatment of costs is a major factor in arriving at the
amount of the price or settlement. Accordingly, ASFR,
Section XV, Part 2, shall serve as the basis for evaluation
of cost data., However, the finally agreed price or
settlement represents something other than the sum total
of acceptable costs, since the final price accepted by

each perty does not necessarily reflect agresment on the
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to be performed, or a target price under an incentive
contract.
(iv) A= the basis for the resolution of guestions of acceptability
of individual costs whenever such questions become issues,

15-101.2 *"Allowable™ and "Unallowable" in Comnection with Fixed-Price

Type Contracts., As used in ASPR, Seetion XV, Part 2, the words "allowable,"

Yunallewanle,” and the like, shall, in connection with any fixed-price type

contract, mean "acceptable,” "unacceptable," and the like,
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Negotiation Requiremsnt

Modify 15-204,1(b) to read as follows:
(b) The extent of allowability of the selected items of cost coverad in
ASPR 15-20L.2 has heen stated to apply broadly to many accounting systems in
varylng contract situations., Thue, as to any given contract, the reasopableness
nd allocability of certain items of cost may be difficult to determine, particularly
in the case of contractors whose busziness is predominantly or substantially with
the Govermment. In order to avoid possible subsequent disallowance based on -
unreasonableness or non-allocability, it 1= important that prospective con- 1
sotors, particularly thoee whose work is predominantly or substantially with
the Oovermment, seek agreement with the Govermment in advance of the incurrence
special or unusual costs in categories where reasonableness or allocability
are diffioult to determine, Such agreement may be initiated by the contracting
yIficer, Any such agreement should be incorporated in cost-reimbursement type
sontracts or made a part of the contract file in the case of negotiasted Pixed-
price type contracts, and should govern the cost determinations covered thereby
throughout the performance of the related contract. Included are such elements as:
(1) ecompensation for personal services (ASPR 15-204.2(f));
(11) wuse charges for fully depreciated assets (ASPR 15-204.2(1)(6));
(111) food and dormitory ssrvice furnished without ccst to employees
or involving significant losses (ASPR 15-204.2(n));
(iv) deferred maintenance costs (ASPR 15-204,2(t)(1)(11));
(v) pre-contract costs (ASPR 15-204.2(dd));
(vi) research and development costs (ASPR 15-204,2(11)(6));

|

(vi1) royalties (ASPR 15-204.2(33));




(ASPR 15-20i.2(ss)(5)).
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Compensation for Persconal Ssrvices

—_——

Modify 15-204,2(f) to read as follows:

(f) Compensation for Personal Services,

(1) General, a, Compensation for personmal services inciudes ali
remuneration paid currently or accrued, in whatever form and whether paid
immediately or deferred, for services rendered by employees to the conmtracter
during the period of contract performance, It includes, but is not limited
to, salaries, wages, directors' and executive committee members' fees, bonuses,
incentive awards, employee stock options, employee insurance, fringe benefits,

and contributions to pension, ammuity, stock-bonus and plans fer incentive

_ compensation of management employees, Except &s otherwise specifieally pro-

vided in this paragraph (f), such costs are allowable to the exteft that the
total compensation of individual employees is reasonable for the services
rendered and are not in excess of those costs which are allowable by the
Internal Revenue Code and regulations thereunder.

b. Compensation 1s reasonable to the extent that
the total amount paid or accrued, is cor ensurate with compensation paid under
the contractor's established policy and conforms generally to compensation paid
by other contractors of the same size, in the same industry, or in the same
geographic area, for similar services, However, certain conditions give rise
to the need for qupif%ﬂggpséggration and possible limitation as to allowability
for contract cost purposes where éﬁounts appear excessive, Among such c;nditions
are the following:

(1) Compensation paid to owners of closely held

corporations, partners, sole proprietors, or members of the immediate families
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thereof, or to persons who are contractually committed to acquire a substantial
financial interest in the contractort!s enterprise. Determination should be made
that such compensation is reasonable for the actual personal services rendered
rather than a distribution of profits,
(11) Any change in a.éontractor's compensation

:.Q ;5i¥cyéresulting in a substantial increase in the contractor!s level of '
cumpeg;ation, particularly when it was concurrent with an increase in the ratio
of Government contracts to other business, or any change in the treatment of
allowability of specifiec types of compensation dues to changes in Gsyerrment
policy.

(1i1) The contractor's business is such that his

-~ compensation levels are not subject to the gestraints normally occurring'in

the conduct of competitive businoss(g~&fé ¢
¢. Compensation for services rendered paid to partners
and sole proprietors in lieu of salary will be allowed to the extent that it

is reasonable and does not constitute a distribution of profits,

d. In addition to the general requirements set forth
in a through ¢ above, certain forms of compensation are subject to further

requirements as specified in (2) through (10) below.

(2) Selaries and Wages. Sglaries and wages for current services

include gross compensation paid to employees in the form of cash, products,
or services, and are allowable subject to the qualifications of (y) below.

(3) gCash Bonuses and Incentive Compensation. Incentive compensation
for management employees, cash bonuses, suggestion awards, safety awards, and

,neentive compensation based on produstion, cost reduction, or efficient
[ 3

performance, are allowable to the extent that the everall compensation is

— - S e
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determined to be reasonable and such costs are pald or accrued pursusnt to an
agreement entered into in good faith between the contractor and the employees
before the services were rendered, or pursuant to an established plan followed
by the contractor so consistently as to imply, in effect, an agreemeni to make
such payment. (But see ASPR 15~204.1(b).) Bonuses, awards and incentive
compensation when any of them are deferred are allowable to the extent provided
in (6) below,

(4) Bonuses and Incentive Compensation Paid in Stock. Costs of

bonuses and incentive compensation paid In the stock of the contractor or of
an affiliate are allowable to the extent set forth in (3) above (including
the incorporation of the principles of paragraph (6) below for deferred bonuses
~ and incentive compensation), subject to the following additional requirements:
(1) valuation placed on the stock transferred shall be the
fair market value at the time of transfer, determined
upon the most objective basis available; and
(i1) accruals for the cost of stock prior to the issuance
of such stock to the employees shall be subject to adjust-~
ment according to the possibilities that the employ;ea
will not receive such stock and their interest in the
accruals will be forfeited,
Such costs otherwise allowable are subject to adjustment accordin;’?o the
principles set forth in (6)c. below, (But see ASPR 15-204.1(b),).
(5) Stoek Options. The cost of optioms to employees to éurchase stock
of the contractor or of an affiliate is unallowable.

. \
(6) peferred Compensation. &. As used herein, deferred compensation

includes all remuneration, in whatever fonn,(for services currently rondoroé)

am - ————
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for which the employees is mot paid until after the lapse of a stated peried
of years or the ococurrence of other events as provided in the plans, except
that it does not include normel end of accoumting period accruals, It imcludes

(1) contributions to pension, ammuity, stock bonmus, and profit sharing plans,

(i1) contributions to disability, withdrawal, insurance, survivership, and

pimilar benefit plaps, and (i1i1i) other deferred compensation, whether paid

- ——
—— o —————

—
in cash or in stock,

b. Deferred compensation is allowable to the extent
that (1) it is for services rendsred during the contract period; (ii) it is,
together with all other compensation paid to the employse, reasonables in
amount ; (1ii) 1t is paid pursuant to an agreement entered inte in good faith
betwesn the contractor and employses hefore the services are rendered, or
pursuant to an established plan followed by the contractor so consistently
as to imply, in effect, an agreement to make such payments; and (4iv) for a
plan which is subjset to approval by the Internal Revenue Service, it falls
within the criteria and standards of the Internal Reverme Code and the
regulations of the Internal Revenue Service. (But see ASPR 15-204,1(b).),

€. In determining the cost of deferred compensation
aliowable under the contract, appropriate adjustments shall be mzde fér
credits or gains arising out of both normal and abnermal employee turnover,
or any other contingencies that can result in a forfeiture by smployees of
such deferred compensation, Adjustments shall be made only for forfeitures
vwhieh directly or indirectly inure to the benefit of the contra;éér; for-
feitures which inure to the bemefit of other employees covered by a deferred

compensation plan with nc reduction in the contractor's costs will not normally

y

10




Draft

21 August 1958
give rise to adjustment in contract costs, Adjustments for ncrmal emﬁloyeo
turnover shall be based on the contractort's experience and on foreseeable
prospects, and shall be reflected in the amount of cost currently allowable,
Such adjustments will be unnecessary to the extent that the contg&ctor can
demonstrate that its comtributiens take into account normal forfeitures,
Adjustments for possible future abnormal forfeitures shall be effected according
to the following rules:

(1) abnormal forfeitures that are foreseeable
and which can be currently evaluated with
reasonable accuracy, by actuarial or other
sound computation, shall be reflected by an
adjustment of current costs otherwise
allowable; and

(41) abnormal forfeitures, not within (i) above,
may be made the subject of agreement between
the Govermnment amd the contractor either as
to an equitable adjustment or a method of
determining suech adjustment,

d. In determining whether deferred compensation is
for services rendered during the conmtract period or is for future serviges,
consideration shall be given to sonditions imposed upon eventual paymon;, such
as, requirements of continued employment, consultation after retirement, and
covenants not to compete,

(7) Eringe Bemefits. See (o). v
(8) QOvertims, Extre-Pay Shift and Multi-Shift Premiums, See (y).

11
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(11) Research and Development Costs.

(1) Research and development ceosts are divided into two ma jor
categories for the purpose of contract costing — (1) basiec research, also
referred to as general research, fundamental research, pure research, and
blue~sky research and (ii) applied research and development, also refsrred
to as product research and product line research.

(2) Basic research is that type of ressarch which is directed
toward increase of knowledge in science. In such research, the primary aim
of the investigator is a fuller knowledge or understanding of the subject
under study, rather than a practical application thereof. Costs of indepen-
dent basic research (that which is not sponsored by a contract) grant, or
other arrangement) are allowable, subject to {6) below and subject also to
their being allocated to all of the work of the contractor,

(3) Applied research is that type of research which is directed
toward practical application of seience. Development is the systematic use
of scientific knowledge directed toward the production of or improvements in
useful materials, devices, methods; or processes; exclusive of design, manu-
facturing, and production engineering, Costs of a contractor's.independent
applied research and development (that which is not sponsored by a contract,
grant, or other arrangement) are allowable, subject to (6) below, under any
production centract to the extent that such applied research and development
are related to the product lines for which the Govermment has contracts and
such costs are allocated as indirect costs to all production work of the
contractor on such contract product lines, Costs of independent applied
research and development are unallowable under research and development

contracts, However, in cases where a contractor's normal eourse of business

13



does not involve production work, the costs of independent applied research and
development. work {that which is not sponsored by contract, grant or other
arrangement) are allowable, subject to (6) below, to the extent that such work
is related and allocated as an indirect cost to the field of effort of the
Govermment applied research and development contracts,

(4) Independent research and development projeets shall absorb
their appropriate share of the indirect costs of the department where the
work is performed.

(5) Research and development costs (including amounts capitalized),
regardless of their nature, which were incurred in accounting perioeds prior
to the award of a particular contract, are unallowable,

(6) 1In addition to the definition of reasomableness provided in
ASPR 15-201.3, the reasonableness of expenditures for independent research
and development should be determimed in light of the pattern of the cost of
past programs (particularly those existing prior to the placing of Govermmunt
contracts), with due consideration to changes in science and techmology. Such
expenditures must be sc¢rutinized with great care in connection with contractiors
whose work is predominantly or substantially with the Govermment, Where such
expenditures are not subject to the restraints of commercial producl pricing,
there must be assurance that these expenditures are made pursuant to a planned
research program which 1s reasonable in scope and 1s well managed, The costs
should not exceed those which would be incurred by an ordimarily prudent

person in the conduect of a competitive business, (See ASPR 15-204,1(b),)

14
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ASSISTANT SECRETARY OF DEFENSE ¢
WASHINGTON 25, D. C.

BUPPLY AND LOGISTICS JdN 1 8 zc‘:(

CD
MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Since 1949, the Armed Services Procurement Regulation nas contained
a very brief statement of the principles relating to the allowability of manu-~
facturers' costs for use in connection with payments under contracts which are
on a cost reimbursement basis, This statement has contained principally three
listings, first, those types of costs which are regularly allowable, second,
those which are regularly unallowable and, third, those which are allowable
only to the extent specially treated in the contract. The regulations have con-
tained no principles or policy guidance with respect to the method of dealing
with costs or cost estimates in contracts of types other than cost reimbursement
contracts.

For nearly five years there has been increasingly intensive pressure -
on the Department for the development of a new set of cost principles which
would both give more detailed and precise policy guidance in the treatment of
many cost elements and would be applicable to all types of contracting or con-
tract settlement situations. Specifically, the adoption of such a uniform,
comprehensive set of cost principles has been strongly advocated by the House
Appropriations Committee, the Comptroller General of the United States, and
the Hoover Commission.

We have been in the process of developing such a comprehensive set
of cost principles for several years. However, as I am sure you will recognize, -
this is a highly complicated and controversial subject and one which generates
a wide variety of different views as to the treatment which should be afforded
each detailed cost element. As a result, the obtaining of a degree of agreement
on this set of cost principles has been a slow process. By last fall we had
obtained sufficient agreement among the different elements within the Department
of Defense to be able to issue a draft of the proposed principles to various indus-
trial groups for their comment. These comments, which for the most part were
quite critical of the proposed draft, have been reviewed, evaluated and thoroughly
discussed with Assistant Secretary McNeil and the Materiel Assistant Secretaries
ol the three military departments preparatory to our undertaking discussions

o vty groups in an effort to resclve our differences to the extent pracrical.

5379



Prior to our discussions with industry I believe that you should be
‘q av* of the policy.approaches that we propose to take.

The industry comment was critical with respect to each element of
cost, such as the cost of institutional and product advertising, which we had
felt should not be charged to the government but which industry considered a
normal cost of doing business. In other words they considered that all norg'na["
and proper costs of doing business should be allowed by the government to_the
é;tmere reasonable and allocable under the contractor's accounting
system even though seme of such costs clearly. have nothmg to do with the
conduct of government business. We feel that there are some costs, such as
advertising or allowances for bad debts, which ¢ .mough necessary in the

conduct of the business should not be allocated to government contracts.

! The industry comment also made it clear that, 80 long as there were
to be unallowable items of cost,_mdustry did not favor the extension of the use
of cost _Er__z__nmples to mcentwe contracts, price redeterminable contracts a:-xci
~ other negotiated Nfixed prlce” ty‘pe of contracts or to negotlated settlements
of t;rmmated contracts. The basis for this opposition seems to be a belief
that the use of cost principles in these situations will lead to formula pricing
rather than true negotiation, j We believe that the’ descnpnon which we have
included in the cost principles themselves of the methods of use of these
principles in the pricing or settlement of these contracts is adequate to

agsure that they will not damage the negotiation process.

v
In our meetings with Mr., McNeil and the Materiel Assistant
Secretaries consideration has been given to some twenty issues which were
raised by industry, We have come to agreement among ourselves on all
but one. On several of these issues we have agreed to accept the industry
viewpoint whereas in a number of others we believe that we should not
accept that viewpoint,

Tab A, attached, is a summary of the one remaining issue on which
we do not have internal agreement and on which we seek your advice. This
has to do with the allowability, as a part of total compensation to employees,
primarily involving executive compensation, of that portion which is dependent
upon or measured by profits. The Air Force is opposed to allowance whereas
the Army, Navy, ASD(Comptroller) and ASD(Supply and Logistics) favor
allowing. This problem has been with us for several years and it was previously
decided by Mr., Wilson that such expenses should not be allowed as costs, The
question is again raised by the industry comment and there is again a lack of
agreernent, The arguments on this subject are included in Tab A.



Tab B, attached, represents an identification and evaluation of
! g Aficant remaining issues with industry. Internally we are in com-
plete agreement that these industry views should not be accepted in the
proposed regulation.

Tab C, attached, is an identification of the principal changes to
which we have agreed as a result of the industry comments.

Tab D, attached, is our timetable for the conﬁpletion of this
project and the 1ssuance of this section of the regulation,

g ~
“PERKINS McGUIRE
Assistant Secretary of Defense
(Supply and Liogistics)

4 Inclosures
Tabs A, B, Cand D



Issues Between the Air Force and Industry, (ASD(S&L), (COMP), Army and Navy)

COMPENSATION

INDUSTRY VIEW
(concurred in by ASD{S&L), (Comp), Army and Navy)
Basic Contention: The critically important considera-

tion underlying the compensation principle ought to
be the reasonableness of the total compensation paid
using any and all methods. The methods of compen-
sation usable ought to be that determinea by the
contractor so long as the methods utilized are in
keeping with sound accounting practices and the
results achieved are reasonable in light of the
seryices rendered, -

A. COMPENSATION PLANS BASED UPON, MEASURED,

BY PROFITS.

Specifically, industry'contends that cor:ripensa.tion
plans based upon and measured by profits:

1. Are becofning increasingly more widely used as
a means of compensating employees and officers
for services rendered.," '

2. Are costs, as distinguished from a distribu-
tion of profits, by generally accepted account-
ing principles and practices.

3. Are allowable as costs for tax purposes and
+  for renegotiation,

4, Are not logically separable into deferred or
immediate distribution plans. The Air Force

u/ ..

r

AIR FORCE POSITION

Contentions: The Air Force position is that

payments under profit-sharing plans should not
be recognized as a cost of performing defense
contracts,

l. Since January 1, 1955, the Air Force,
in its negotiations with contractors, has taken
the position that payments to management under
profit-sharing plans are not allowable. The Air
Force has no objection to profit-sharing plans
as such. We do reject the philosophy that pay-
ments under such plans should be treated as a
cost of performing the contract,

2. Profit-sharing is a method of distribu-
tion of profits realized. This is implicit in
both the label and the conditions attached to
this particular method of distributing corpo-
rate earnings, Distribution of profits under

the various plans are, in general, determined
in accordance with the profit position of a

company at the end of the fiscal year. In a
profit-sharing plan the contractor purports

to be sharing his calculated profits with
certain of his employees, If profit distribu-
tions are treated as costs in determining
contract prices, the so-called "profit-
sharing' is an illusion., For, while the con-
tractor would be publicizing a program as
"profit-sharing, ' the Government would, in
fact, be bearing directly the cost of such pl--..

W



position makes it clear that their opposition
is only to "immediate distribution' plans
and not to "deferred distribution'" or
"retirement' plans. Where each is based
upon or measured by profits, it is difficult
to see how one type can be considered a
cost and the other not. The Air Force
position does not explain this point,

Cannot logically be separated from bonuses
(which are allowable), since both are treated
alike by contractors for most purposes,

Were considered '"essential to the ultimate
maintenance of the Capitalistic System'! in
the one Congressional inquiry into such
plans in 1939.

“ w

‘-
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3, Under our contracting techniques we
negotiate, contract by contract, a price based
upon what the job is worth, This estimated
profit is an incentive to the contractor and we
allow him an opportunity, by reducing costs, to
earn more profit, If, as a matter of corporate
choice, profit-sharing is held out to the con-
tractor's employees as an inducement to aid the
contractor in earning more profit under the
contract, the profits so earned should be the
source of distribution of the rewards promised
the employees, Having striven for the target
profit, and, having achieved such profit or
more and distributed a portion thereof to
certain of its employees as '""profit-sharing'",
the contractor should not confront the military
department with a "voucher' for reimbursement
of the profits distributed,

4., Profit-sharing is not necessarily identi-
fiable with, nor measured by, efficiency. Net
profits available for distribution may be the result
of higher volume of business, sharp negotiations,
or the peculiar tax situation of the contractor.

In fact, a manufacturer who has not produced
efficiently during a particular year could still,

out of profits earned distribute bonuses measured
by profits, The Government would not have derived
any benefits from the operation of the profit-sharing
plan.

5. Normally, management is confronted
with conflicting interests of stockholders and )

T .



employees in the distribution of profits in

the form of dividends for the former and
profit-sharing plans, if any, for the latter,

The normal pressures exerted by stockholders

to prevent the indiscriminate distribution of
profits under the profit-sharing plan disappears
if the Government accepts payments under profit~
sharing plans as an allowable cost, particularly
in the case of companies predominantly in defense
-work, )

6. It is significant that certain of our con-
tractors, who have had profit-sharing plans in
effect for a number-of years, have never sought
reimbursement for ﬁay-ments under such plans,

*The effect of a formal policy allowing payments
under such plans would cause these companies to
request reimbursement therefor and would stimulate
interest in other companies to inaugurate.such
plans. The Air Force estimates existing profit-
sharing plans could involve, for the Air Force
alone, approximately $25 million a year, Any
general policy in favor of allowing payments
under these plans could cause this amount to be
‘increased significantly,

7. Our po“sition is primarily addressed to
profit-sharing plans of the '"immediate' distribu-
tion type. We would not object to allowability
of payments under profit-sharing '"retirement"
plans as presently contained in the latest DOD
draft of the proposed cost principles, if such
plans meet the requirements of the Internal
Revenue Code and the regulations thereunder,

\¢




TAB B

- ldentification and Evaluation of the Significant Remaining Issues
‘ with Industry

ISSUE 1

Should there be an attempt to get uniformity of cost treatment in all of
the various types of -contractual situations where costs are a factor in pricing?

Industry Position

With very slight exception industry agrees with the objective of uniformity
of cost treatment but is seriously concerned lest the application of these prin-
ciples lead government contracting personnel to resolve controversial points of
negotiation by unilateral accounting solutions rather than by overall bargaining, -
Specifically they fear that the description, contained in the document itself,
of the "applicability' of these cost principles to fixed price types of contracts
may lead to formula pricing rather than to negotiation based upon factors other
than estimated costs,

Government Position

The "applicability' section of these cost principles makes it clear that
they are for use only when costs are a factor in pricing. They do not enlarge,
or even affect, the number of types of transactions where costs are to be con-
sidered nor do they suggest that a specific treatment of costs shall be paramount
to other considerations in cases where estimated costs are one of several factors
affecting the negotiation. The present guidance, contained elsewhere in ASPR,
with respect to negotiation and pricing techniques and methods (which has the
solid support of industry) remains in effect and is the basis for judgment as to
when costs or cost estimates should be importantly considered in pricing. It is
only when costs are considered that these cost principles apply. Hence it is not
felt that the danger of formula pricing would be increased by the adoption of
these principles. Ratber, they would encourage a consistent treatment of costs
where costs are dealt with at all, However, we have agreed to revised language
to make these points completely clear (See Tab C, Item 1).

ISSUE 2

Should the cost principles provide for the non-acceptance by the govern-
ment of any cost which is normal, legal, and reasonably necessary in the

conduct of the contractor's business?
-



Industry Position

-~ e

In general the industry view was that the government should accept its
pro rata allocation of all normal and necessary costs of doing business. This
view was very generally stated by all industry's groups as well as by the
Comptrollers Institute,

Government Position

This is probably the most difficult issue to resolve to the satisfaction of
all parties. As a generality we agree that we should accept our share of the
normal expenses of doing business., Nevertheless the difference between com-
mercial business and government business is such that certain types of expense

should not be allocated to us no matter what the accounting system of the contractor

normally provides., Examples of such expenses are entertainment expense and
reserves for commercial bad debts., We have also considered that certain other
individual expense items such as product and institutional 'advertising and contri-

butions and donations, should not be accepted by the government.
—_—.———-—“— T

ISSUE 3

. Related to Issue 2 is the additional question as to whether the government
should question the ''reasonableness' or ''allocability" to goverrment work of a
cost which is handled consistently under the contractor's norma. accounting
system in accordance with 'generally accepted accounting principles'. Stated
differently,. this question is whether the cost principles should contain rules or
guidelines for determining the '"reasonableness' or "allocability" of various
cost elements or whether we should accept, as the criterion, "generally accepted
accounting practices'.

Industry Position

Industry feels strongly and nearly uniformly that '"reasonableness' and
"allocability" of costs should be governed by good accounting practice as re-
flected in going accounting systems and that the government should not adopt
special tests or criteria which require significant variations in industry's
accounting systems, Hence, they feel that the cost principles should not attempt
to prescribe how to evaluate the ""reasonableness! or the 'allocability" of any
element of cost and, above all, that we should not say that a cost is not allocable
to us.



Government Pos,ifion

s

"Generally accepted accounting principles' are broad standards for the
evaluation of the financial position of an enterprise and for the measurement of
income and expense over a given period of time. Thus a system may be main-
tained in accordance with such principles and fulfill the requirements of manage-
ment, the stockholders, the taxing authorities, and others, and yet not yield cost
data satisfactory for cost reimbursement or to support pricing judgments without
some adjustments. .Accordingly what may be "good accounting practice, ' for
the purpose of determining the company's overall income and expense may be
inappropriate when determining the price to be charged a particular customer
or c.ass of customers.

ISSUE 4

The proposed cost principles point out that when we are buying from
compmmies' or industries actively engaged in commercial competition, we can
normally rely on the restraints of competition to assure that certain items of
expense, such as general research, are kept by management decision within
reasonable bounds, However, where we are dealing with firms whose work is
exclusively or predominantly with the government such competitive restraints do
ot exist, To provide appropriate control in such instances and to avoid unex-
pected disallowances of costs by the government, the cost principles suggest that,
with respect to elements of cost where reasonableness is hard to determine,
particularly with contractors whose work is predominantly with the government,
there should be advance agreement as to the extent of allowability of such costs
and that such agreements should be incorporated in the contracts, The issue
is whether this provision is sound.

Industry Position

The industry comment generally objected to this provision on the ground
(a) that it favored companies in a strong negotiating position, (b) promoted lack
of uniformity of treatment and (c) limited management's discretion to make sound
business decigions by requiring approval in advance of incurring legitimate
business expenses,

Government Position

The industry comments seemed to assume that a failure to negotiate and
agree on such costs would render them unallowable, This is erroneous. They

d be unallowable only if subsequently found unreasonable which would not
3
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happen if there had been an agreement. This point can undoubtedly be cleared

‘up by a clearer rewrite of this section of the principles. Nevertheless, the basic
Jssue will to some degree remain, We consider it highly desirable that there be
an advance agreement on the ground rules when we are dealing with traditionally
difficult questions of cost particularly where there is no motivation through the -
needs of competition to keep such costs within normal and reasonable limits,

This will not lead to any less uniformity of treatment, probably to more, than

we would have by complete reliance on the concept of '"reasonableness' advocated
in the industry comments. As to the infringement on management decisions we
are simply telling management that, if they want reimbursement from us for
exceptional or unusual expenses in these troublesome fields, they should get our -
concurrence, The only way we could avoid such infringement would be to allow
whatever they spend without regard to our judgment as to reasonableness,

ISSUE 5

The subissues which follow have to do with our treatment of specific
elements of cost, There are a number of minor points which are not considered
in this paper., The following are the significant points which were commented on
adversely by several or most industry groups,

5a. “Advertising Costs

Industry Position

"The industry comment strongly urged the allowability of institutional
advertising in all media on the ground that it stimulates interest and the pursuit
of careers in éngineering and science, affects employee relations and, by keeping
the company before the public assists the company in other ways which are of
indirect advantage to the government, as in making it easier to attract investment
capital, To a lesser extent industry urged the allowance of the costs of product
advertising on the ground that the government benefits through cheaper prices
for defense work from the creation of mass markets for commercial products.

Governmert Position

Product and institutional advertising are essentially selling expense
and are designed to influence the general public. The costs thereof should be
allocated to that portion of the contractor's business which is conducted with
the general public. We have consistently held to this position for many years.
We have, however, allowed advertising in trade and technical journals, provided
przdurts are not ofiered for sale, This we propose to continue,

S 4
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5 b, Compensation for Personal Services

-

A (i) Compensation dependent upon ot measured by profits. See Tab A.

{ii) Stock Options.

Industry Position

Stock options are a proper means of compensating employees, they
are recognized as costs by generally accepted accounting principles and, under
some circumstances, are deductible for tax purposes.

Government Position

Stock options are not a cost of doing business in that they do not get

on the contractors' statements of income and expense. In the form in which they

are currently used by industry they are not deductible by the employer as a cost
for tax purposes. They should not be allowed as a cost for pricing purposes,

5 ¢. Contributions and Donations

Industry Position

The making of contributions is essential to the conduct of a business
and the failure to do so adversely affects the contractor's standing in the com-
munity and, hence, his employee relations. Such contributions aid in the
development of technical education and scientific researeh, These costs are
deductible for tax purposes.

Government Position

The allowance of contributions and donations would put contractors
in the position of being able to give away the government's money. They bear
no relation to the conduct of government work. .As a matter of governmental
policy these costs have never been allowed under any prior cost principles
and we feel that we should not change this policy.

A



'5 d. Interest

- Industry Position

All industry comment indicates the belief that the interest on bor-
rowings made necessary by our contracts should be allowed as a cost against
our contracts.

Government Position

It is felt that the allowance of interest as a cost would provide a
preference for one method of obtaining capital requirements over other methods
and therefore would provide an incentive for borrowing for the performance of
our contracts even where our cash requirements could be met out of available

capital. The extent of capital requirements of our contracts should be con-é/‘/

sidered in the fixing of fees or profits (See Tab C, Issue 2).

5 e, Plant Reconversion Costs

Industry Position

C.. Reconversion from defense work to civilian work may be very
e

(;

costly, Where unusually heavy expense is involved, allowability should not
be precluded by the cost principles.

Government Position

The government does allow all initial set-up expense as a charge
to its work, In addition it allows the cost of removal of special goverament
furnished machinery when special installations, such as large concrete founda-
tions, are involved. This is considered equitable and it is felt that we should
continue the policy of requiring that, upon completion of government work,
set-up or make-ready expense for commercial work be charged against
ensuing production.

5 i, Research and Developmen

Industry Position

f. o Ia j, ’Pi‘Ms'V
Under the pis 1964 pure research is allowed on a
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pro-rated basis as a charge against any contracts. Product research-or
‘ develgpment is allowed only as a charge against the product or product line

“wkich is benefited. Product research or development is not allowed as a
charge against government research contracts. Some industry comment
opposed the distinction between pure research and product research,

claiming that this would requirc a difficult segregation., Others felt that
product research should be allocable to government research contracts.
Others, pwinvipally the. Aircraft Industries-Association, objected to the
reguirement for negotiation to predetermine reasonableness of R&D expense.
there wes Sewn Tae /40-5 'IA;.} ¢ Aealiradion of ﬂ/(,-u‘»/ﬂ } m‘u+‘-7P'hJ°S
Wil Gmerdi A« Cgoen o pNa sereble eriedk "JA"/Q ha presm Phes

Government Position

The allowance of pure research to the extent of reasonableness
is new, Previously it was not allowed unless specially agreed on., Product
research bhas been allowable as part of the price of products which are
benefited. We feel that this is a reasonably clear and uncomplex segre-
gation and that, for instance, the sale of an atomic reactor should not bear
any part of the cost of developing a new line of refrigerators. Recent dis-
cussions with various industry groups seem to indicate a better understanding
and more willing acceptance of this principle than the initial written comments
showed. The point raised by the AJA with respect to the necessity for pre-
agreement on reasonableness is covered under Issue 4 above,

5 g. Training and Educational Costs

Industry Position

The proposed cost principles:

(i) allow in-training and out-training at vocational and
non-college levels.

(ii) allow part-time technical, engineering and scientific -
education, including materials, textbooks, fees, tuition,
and, if necessary, straight time compensation for
attendance of classes during working hours for 2 hours
a week for the year (1 course).

(iii) allow post-graduate tuition, fees, materials for full-time
scientific and engineering education (BUT NO SALARY OR

($
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SUBSISTENCE), for bona fide employees for one school
yvear for each employee so trained,

(iv) disallows grants to educational institutions since such
grants are considered donations.

In connection with (ii), industry objects to the limitation of 2 hours a
week for the study during working hours.

In connection with (iii), industry objects to the non-allowability of salary

and subsistence. Finally, industry objects to the non-allowance of grants
in (iv).

Government Position

The above policy was developed cooperatively by the procurement,
manpower and research interests of OSD and the military departments,
During the development every aspect of the problem was reconsidered and
the above was adopted as being a reasonable treatment under today's cir-
cumstances,

It was felt, in connection with (ii), that this sort of activity
_ .t to be accomplished outside of working hours, but instances were found

in which this was not possible. Two hours per work week appeared to be a
reasonable solution. In conmection with {iii) above, allocability of this
expense against Government contracts is a tight question., .As a matter of
policy, therefore, we sought a reasonable solution and one in which a
discipline to reasonableness would be provided. Sharing of the expenses
provides this incentive, Grants, in (iv) above, were disallowed on the
basis that grants are in fact donations and should be allowed only if con-
tributions generally are allowable (See Item: #4).

/Y
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TAB C

Issues on Which the Industry Views Have Been Adopted in Whole
or in Part

Industry Position

Industry strongly approves the existing section of ASPR that describes
our negotiation and pricing policies. These policies emphasize negotiated

bargaining toward reasonable overall pricing. The industry comments express

the fear that the proposed new cost principles would undernézine this policy
and lead to formula pricing based solely on audit reports,

Government Position

Since the intent of the proposed draft was to continue our existing
pricing policies and since this intent was not understood from a reading of
the draft, the "Applicability" section of the draft is being rewritten to make
this intent clear and, hence, to accommodate the industry views,

Industry Position

Industry strongly urges that interest on borrowings be allowed as

Government Position

While we do not feel that we should accede to this position (See Tab B,
Issue 5 d), we have emphasized, elsewhere in ASPR, that the extent of the
contractor's capital investment in the performance of the contract shall be
taken into account in negotiating the amount of fee or profit,"

Industry Position /

Industry felt that the treattnent of overtime pay, extra payshift pre-
miums and multi-shift premiums was unnecessarily complicated and would
lead to confusion among the servites to the disadvantage of industry,

Government Position

Since the original submission of the draft for industry comments, the
policy with respect to overtime, extra pay shifts and multi-shifts has been
greatly simplified in its administration and this simplification, carried into

. the coet principles, satisfies the industry objection.

:”\
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Timetable for Completion

Meetings with industry associations

Completion of revisions stemmi.n"g from
-meetings with industry

Coordination of final proposal internally
and with General Accounting Office

Publication
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November 7, 1958

The Honorable E. Perkins McGuire

Assistant Secretary of Defense
(Supply & Logistics)

The Pentagon

Washington 25, D. C.

Subject:  Comprehensive Cost Principles

Dear Mr. Secretary:

Pursuant to the suggestion made by you at the joint DOD-~-Industry con-
ference on Cost Principles held at the Pentagon on 15 October 1958, this letter
is submitted to amplify and explain further the industry views expressed at the
conference, and to comment also in some cases upon contrary views expressed by
government spokesmen., It has been prepared after the receipt of written comments
from each industry spokesman, and after a detailed review at a conference on
6 November among industry spokesmen or representatives of the associations who
participated in the preparation of the industry statements on 15 October. This
document represents the unanimous views of these people.

You and the other Assistant Secretaries have before you the task of
deciding upon issues on which wide differences seem to exist between government
and industry viewpoints as expressed at the 15 October conference. In preparing
the industry statements for the conference, the views of the conferees (which
included managers, controllers, and professional accountants) were remarkably in
accord with each other., It is difficult to believe that this consensus of so
many different interests and viewpoints can be as wholly wrong as the government
spokesmen would lead one to believe, for these industrial and professional views
are based upon years of actual experience, We shall, therefore, try to show you
where we think we are truly apart, where implementations negate apparent intentions
with which we are in accord, and why we think a complete and exhaustive review of
the proposals outstanding are essential. In considering these, we know you will
show the same thoughtfulness and patience which has characterized your handling
of this complex problem to date.

The responsibility which you and the other Assistant Secretaries bear
in making these decisions is of the utmost gravity, as they affect the cost
recoveries and profit potentials of every company engaged in defense contracting -
not, as in the past, just those which undertake cost reimbursement type contracts.
At the same time, however, this obligation to decide also provides a unique
opportunity - to cut through past disputes, to reassert principles basic to our
economic system, and to reaffirm that the prime objective of our Government is to
be fair and equitable in carrying out its business transactions. We feel that
you agree with us in this fundamental principle. For example, the definition of
allocability included in the latest draft (paragraph 15.201.4) does in fact
express a fair and reasonable approach. The problem lies, however, in that much
of the remainder of this draft of MCost Principlesf! completely negates this
definitions To correct this defect, you must make "fairness™ a concept more
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fundamental than "reasonableness,” or than Mapplicability,™ or than "allocability,?
even though each of these three is of real importance and significance. You must
also be ready to separate principle from interpretation, and to require the clear
subordination of interpretation to policy. This can be done, we submit, without
taking precipitate action, without conclusively binding the DOD or contractors
finally as to any specific element of cost, and without now attempting to perfect
every interpretation. This is, we sincerely believe, the only fair and practical
way to issue comprehensive cost principles soon which will not evoke a storm of
protest, criticism and bitterness from many sources,

There are other compelling reasons for such a reconsideration of the
general aspects of these proposed regulations even at this late date. When they
are made effective, they will have virtually the same effect as the enactment of
new legislation, for they will change the ground rules from what they have ever
been before, If made applicable to current contracts to any extent, the regulations,
as proposed, would materially revise the basis under which every present contractor
agreed to perform his obligations. Undoubtedly they would also cause greatly
added costs of administration and of audit and negotiation both to contractors
and to the Government, and would force extensive delays in placing original con-
tracts or definitizing necessary actions under other contracts. Any regulations
must,-therefore, deal fairly with the entire spectrum of types of contracts,
whether now in existence or placed in the future. They may well become a precedent
for later extension to all non-defense Government procurement. Surely, then; a
self-imposed time schedule must yield to the necessity for being right.

We strongly urge that the whole body of general principles of cost
determinations be stated separately and apart from any official interpretations or
detailed instructions. We recognize that interpretations and instructions are
essential in the management and control of Government personnel, but these personnel
should all perform their work within the framework of policies and principles
determined at the Secretarial level., Thus the general would govern the specific,
whereas in theproposed document, the specific governs the general. A clear way
to draw this distinction, and to enforce it, would be to leave interpretations
and instructions out of ASPR, confining it to principles and policy - and making
this the 1imit of a contractor®s obligation through incorporations by reference
into specific contracts. Auditors® manual would be an adequate place for detailed
interpretations or instructions, provided these were approved by a central source
to assure conformity to prineiple and policy, and uniformity among the several
Services.,

While many particular differences between Government and industry were
disclosed at the 15 October conference, and others remain which were not discussed
there, the fundamental differences relate to the basic approach to be taken,
mentioned above, and to seven other factors, which are: 1) recognition of all
normal and legitimate costs, 2) reasonableness and allocability as adequate tests
and controls, 3) applicability, 4) effective date, 5) requirements of public
interest, 6) advance understandings, and 7) individual items of cost. We believe
that all differences as to particulars would be readily resolvable if ways can be
found to reach agreement on the first five of these points. We shall, therefore,
devote most of the balance of this statement to them.,

I. RECOGNITION OF ALL NORMAL AND IEGITIMATE COSTS

Industry believes that the Government should start from the proposition
that it is willing to accept any cost which has been incurred or accrued in good
faith by a responsible contractor exercising its best management skills in the



The Hon. E. Perkins McGuire -3 - November 7, 1958

conduct of its business. Then the Govermment might properly say that although

it will accept such costs, they must be appropriately and fairly allocated among
the contracts in question and other work of the contractor, in accordance with
accepted principles and an established method of accounting; that the Government
will accept such costs only in so far as they are not unreasonable in amount, and
are not objectionable from the established standards of public policy. This
would provide a uniform and positive approach to the problems of cost analysis,
in marked contrast to the proposed regulations, which confuses principle with
practice, and policy with instruction.

Contrast this, however, to what has been actually done. The Govern-
ment?s draft, in Section 15-201.1, shows that the Government starts from the
premise we have proposed above (if one word - "allowable" - is eliminated), but
then the balance of the proposed regulations whittle away at this to such an
extent as to render Section 15-201.1 meaningless. This, we believe, is because
that in the proposed regulations, some costs are dealt with according to their
functions, and others according to their objects. The distinction here is as
between, one the one hand, the purpose of the goods or services purchased, and,
on the other, the kind of goods or services purchased. This distinction is
considered to be as between the function of the cost (its purpose) and the object
of expenditure (the kind of thing purchased). Among professional accountants, it
is a basic principle of cost determination that all costs incurred by a contractor
should be judged for validity according to the function performed by the goods
or services they represent. It is unfair to disallow reimbursement of cost incurred
for a valid function merely because they are costs of an "object of expenditure™
which Government auditors or other critics deem to be generally objectionable by
its nature.

A single example of the distinction being drawn is illustrated by the problems
of advertising. If costs incurred to buy advertising may fairly be associated with
performance of a Government contract because of the nature of the results sought
or achieved by the advertising, then these costs should not be deemed invalid for
reimbursemnent merely because of the tradition that "it is not necessary to advertise
to get Government business.™

The Government’s own internal accounting practices, developed since the
endorsement by the Hoover Commission in 1948 of the accounting distinctions
between functions™ and "objects," are utilizing more and more the approach we
advocate, An example is ‘'performance budgeting.®

It is axiomatic that contractors must recover all of the costs they incur
somehow and somewhere. If they do not, it is only a question of time when their
funds, capital and credit will be exhausted, their business insolvent and closed,
and the employment they have provided lost forever. Thls is why management must,
and always will, exercise judgment in incurring costs. Obviously, if fairness is
the overriding consideration, the Government should bear its fair share of all of
these costs - not just of some of them. To the extent that it fails to do so, it
is not only seeking or demanding special favors for itself, but 1s asking its
suppliers to handicap themselves when they go out in the market place to compete
with other companies for commercial or other non-Government business, because
they would have to recover Goverrment-disallowed costs from commerical prices.

To what extent is the Government, in these proposed regulations, refusing
to bear its fair share? It would disallow 23 items entirely, of which only 18 are
disallowed by the provisions of the present Section XV of ASPR. It would partially
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disallow 20 other items, of which only 6 are disallowed by the present ASPR. It
would subject 19 other items to special tests or reviews (not "principles") which
would, by definition or tests applied, lead to still more partial or total dis-
allowances., Of these 19 items, 3 are disallowed and 7 are subject to ''special
consideration® under the present ASPR. The proposed new regulations also suggest
advance negotiation of 9 items of which 7 are on the list for f'special consider-
ation under the present ASPR. Elsewhere in the document, however, advance
negotiation is stated as a requirement of cost allowance in 6 additional cases.
The identification of the above statistics are included in the attachment hereto.

These figures demonstrate conclusively that the new regulations would
not only subject cost data to substantially more detailed and lengthy analyses and
reviews, with added costs to both Government and contractors, but that the negotiatior
proeess would likewise be lengthened. They also show that contractors must expect
to recover substantially less of their costs than they have heretofore obtained
under cost reimbursement type contracts, and to the extent the proposed regulations
are applied to other types of contracts, contractors must expect disallowances of
cost equivalent to the new measure of disallowances under cost type contracts. If
applied to terminations, the allowable recovery would also be much less than under
the provisions of Section VIII of ASPR. It is impossible to predict the measure
of such non-recoveries under the new regulation, but they would aggregate a
substantial portion of profits.

At the 15 October conference, the propriety of industry®s position has been
recognized from time to time by Govermment spokesmen, but these sixty-two departures
from “principle® into "instruction,”™ from "function® into flobject," were justified -
to the extent they were specifically discussed - on one or more of the following
grounds: statutory prohibition, public policy (whether expressed officially,
unofficially or merely implied), or unallocability to Govermment contracts. Implicit
also were disallowances or limited allowances provided for solely because of
supposed difficulties in measuring reasonableness, allocability or equality of
treatment between competing contractors.

An examination of the disallowed or partially disallowed items, however,
discloses only one - "'contingent fees for securing government orders,™ which is
forbidden by statute. governing expenditure of DOD funds., Statutory prohibitions,
therefore, have created none of the disagreements.,

Public policy is a subject we shall discuss more fully later. Allocability
should be a wholly separate question from allowability. If no allocability can be
shown or reasonably implied, industry does not expect recovery from the Government.
It does not, however, wish to be foreclosed from even the opportunity to prove or
show allocability, and any disallowances on a premise of total unallocability are,
therefore; objectionable. It is the height of accounting by Mobject! rather than
by #function.’

Equality of treatment among competing contractors is, of course, required
by the paramount test of fairness. It is not accomplished, however, by total or
partial disallowance. Rather it must be realized through a recognition of all
normal and legitimate costs and judicious price negotiations. One company is not
superior to another because it may not have incurred a cost that the other company
has -~ the test should be, what is the best overall price to the Government for
what it is buying? Competition is hampered -~ not encouraged -~ by arbitrary cost
disallowances.,



The Hon. Es Perkins McGuire -5 - November 7, 1958

Neither is disallowance a solution to difficulty of measurement or con-
trol. Ways acceptable to both industry and government can be found to provide
equitable measurements for allowing the costs of such things as contributions,
the maintenance of excess facilities, interest, grants to educational institutions,
advertising, civil defense, reconversions, applied research and development, and
many other kinds of costs proposed to be disallowed or specially reviewed. Let
us recall Commander Malloy®s admonition at the start of the 15 October conference
that "any problem can be solved by reasonable men who are in possession of the
facts and who are motivated to a common purpose®®s So far as we know, a specific
Joint effort to agree on such measurements has never been undertaken, face to face.
If the concept advocated at the outset of this statement were adopted, these
determinations need not be made before cost principles are issued - because they
would each be interpretations and instructions for auditors and not a portion of
the ""principles in ASPR.

In concluding discussion on this point, let us be sure that the Government
does not conclude that industry is seeking a blank check., If such an impression
has been left, please re-read the first paragraph of this Section I, and consider
the tests and limitations therein suggested.

II. REASONABLENESS AND ALLOCABILITY AS ADEQUATE TESTS AND CONTROLS

Government spokesmen at the 15 October conference, on several occasions,
Justified specific instructions, limited allowances or disallowances on the grounds
that "reasonableness™ and Yallocability™ are not sufficient, definable or usable
testss Such a position is not only contrary to the experience of industry, the
opinions of every professional accountant who certifies to the accuracy and
propriety of corporate books and records, the history of Angleo-Saxon and American
jurisprudence, but also to the words of the proposed regulations themselves,
"Reasonableness® or “allocability® as tests are used 49 times throughout the 10
September 1957 draft, as amended by the 21 August 1958 draft. They were also uged
by almost every Government spokesman at the 15 October conference.

One Government spokesman at the 15 October conference quoted excerpts
from an article by Dr. Howard Wright in THE FEDERAL BAR JOURNAL of April-June,
1958 as proof that "generally accepted accounting principles' are not a suitable
base for cost determination. This was curious, however, because this phrase or its
equivalent was used 19 times throughout the DOD draft., He failed also to quote
Dr. Wright?s conclusion and recommendation, in the same article, as to what the
primary cost accounting principle applicable to Government contracts should bes
This is quoted from pages 167 and 168 of the JOURNAL, as follows:

", o« o« o« Cost principles used in contract pricing if they are to
apply in many situations should, in my opinion, be based on the
following assumptions:

(1) Cost is something to be determined, not negotiated;

(2) Competition in the market place will create equity;

(3) The Government should recognize its share of the
operating costs of the supplier;

(4) The Govermnment will not exercise its sovereign rights
in a contractual situation.
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Based on these assumptions, the author would propose the following
as the primary cost accounting principle applicable to Government
contracts:

?A11 costs incurred solely for the benefit of the
Goverrnment contract shall be charged directly thereto;
all cost incurred solely for the benefit of other
classes of work shall be charged directly to such
classes of work. Other costs incurred benefit both
classes of work and shall be allocated to each in
proportion to the benefits derived or reasons for
incurring. "

Obviously, Dr. Wright?s position is much closer to that of industry than it was
portrayed to be.

These are, therefore, usable tests racognized by all parties to the
present discussions., All that remains to resolve these differences, then, is to
agree on the kinds of tests to be applied in utilizing such terms as "reasonablenessi,
allocability®, '“'standard accounting principles'?, and ¥consistently applied.™ We
believe a joint effort can also resolve these problems. As requested, there is
included in the attachments hereto recommended tests of "reasonablenessi®s This
has been drafted carefully and has recognized agreements with much that is contained
in the DOD proposed definition (Section 15-201.3).

The use of f'reasonableness®™, Wallocability' and like concepts as tests
are wholly consistent with accounting by ffunction®, and the separation of "principles:
from interpretations and instructions, as heretofore recommended. When recognized
as adequate tests, they also go far to justify the recognition of all normal and
legitimate costs, as we have urged.

ITI. APPLICABILITY

In preparing a single set of comprehensive cost principles and providing
that they will be applicable clear across the procurement spectrum from cost
reimbursement type contracts on one side to price analyses submitted with bids for
firm fixed price negotiated contracts, including termination or change order
repricing claims against any type of contract, however placed initially, the
Department of Defense has made the fundamental assumption that cost allowability
is an identical problem throughout this spectrum and in each of the covered types
of transactions. We agree that a cost is a cost wherever incurred. Because the
proposed regulations arbitrarily exclude certain normal or legitimate costs from
consideration, the Government®s proposals of areas of applicability become
impractical and patently unjust.

If "fairness" is the ultimate test, as we have recommended, then it must
be conceded that there is nothing fair about both retaining the unilateral right
to cancel a contract for the Government's convenience, and then - when that right
is exercised - changing the ground rules of allowable costs of termination even
though the initial contract may have been placed through advertised bidding, or on
a negotiated firm fixed price, or at a time long before the new regulations were
even promulgatedf Yet in the absence of language to the contrary, this is a sure
result of the presently proposed language. Similarly, it is not fair to require
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a contractor to certify that something less than legitimate costs, actually incurred,
are "total costs.™ Such costs do not become a 'profit" merely because they are
"disallowablef under arbitrary Government regulations. This is another inevitable
result of blindly accepting these proposed regulations,

It is also interesting to contemplate the regulation®s effects upon the
"growing-in~popularity™ incentive type contract. Consider the incentive contractor
who, against a $1000 target cost, i1s to be paid $100 profit, or a total of $1100.
It actually performs the contract with total costs of $950 but which, under these
regulations, might well result in allowable costs of only $900. If the incentive
profit division is 80% to the Govermment and 20% to the contractor, the contractor
would receive a price of $1020, thus being required to give #80 of the "savings"
back to the Government, even though he had already actually paid out $50 of that
$80 as costs incurred., On his basis of costs, he would have received a price of
$1060 and a profit of $110. Thus his absolute and actual profit is reduced from
the target of $100, or from the deserved profit of 110, to $70, but the Government
would report to a Renegotiation Board that he had received a profit of $1201 This
simple example, we submit, clearly demonstrates the unfairness of applying to
incentive contracts any cost principles which do not recognize all normal and
legitimate costs of doing business.,

We cannot emphasize too strongly that experience of the last decade
indicates that to the extent that costs are rigidly decided to be allowable or
unallowable, formula price fixing is automatically involved. Despite the sincere
instructions in this draft that costs shall be only one factor of pricing, the
draft actually requires that many costs called "™unallowable' be eliminated from
the submission from the outset. Thus such costs will never be considered in
negotiation, and will never become a factor in pricing. To this degree, formula
pricing has already occurred. In this atmosphere, an increased use of formula
pricing will be an inevitable result of putting regulations out in this format
and of this character., The Hoover Commission, in 1955, recognized this in its
recommendations for revisions in ASPR, Section XV, when it recommended cost
principles only for cost reimbursement type contracts, and that there only be
"guidelines for auditors™ as to everything else.

Are f'costs a factor in any negotiation before such costs are incurred?
They are not then costs, but only estimates of what costs will be - and one may
argue, but never decide, as to which is the most accurate of different estimates,
A final meeting of the minds occurs on price, not on costs - and this necessitates
each party taking a risk of being wrong. This, however, is nothing to fear, or
to be ashamed of, for this has been the trading technique of centuries, and has
provided the highest incentives to efficiency. To go to or toward rigid formula
pricing is to diminish or remove such incentives.,

Implication exist that these proposed regulations may broadly apply to
subcontractors and vendors. There is no privity of contract between the Government
and a subcontractor on any tier below the prime contractor itself. There can be
no assurance, therefore, that a prime contractor can, even in the best of faith,-
in all cases obtain necessary goods or services from subcontractors under contracts
containing Government clauses or incorporating by reference Government cost or
other regulatiions, Nor can it always require its subcontractors so to contract
with their vendors and suppliers. This has been the repeated experience in many
instances where such attempts have been made, Also it is impossible to predict

)
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or anticipate at the time of initial negotiations, all such problems which may
arise with subcontractors. Thus, if applied to subcontractors? costs, this
regulation would appear in some cases to have the effect on the prime contractor
of forcing it to accept not only the disallowances of some of its own costs, but
also of some of its subcontractors? costs. In other cases, it would deny the
availability of subcontractors to primes, thus forcing the use of second-best
sources, :

For these reasons, and those advanced at the 15 October conference, we
strongly urge, at the very least, that this regulation not apply to fixed price
negotiations, or to the preparation of cost estimates or price analyses in
negotiated procurements or terminations, and that its use in such circumstances
be specifically negated; and that it not apply to any determinations of costs
or prices under any contract or subcontract in which it is not specifically
accepted by the contractor. If, however, the regulations are redrafted on the
principle of recognizing all normal and legitimate costs, reasonable in amount
and fairly allocated, then their applicability could be expanded. We oppose in
principle, however, any use of cost data as a formula basis for negotiating
prospective firm fixed prices.

IV. EFFECTIVE DATE

The regulations as proposed are completely silent on when and how they
will be made effective. This is a matter, however, which cannot be left undecided.

If the regulations are applied, in any way, to contracts in being, the
Govermment should be prepared to negotiate equitable adjustments of price, This
applies to contracts placed by advertised bids as well as by negotiation, for the
applicability to termination settlements and pricing change orders affects these
contracts, too. We see no other way of being fair in making these regulations
effectives, To say that they shall apply only to contracts negotiated after a
certain date, or executed after such a date, will not suffice - for then a con-
tractor is left with two different sets of cost accounting rules to apply - one
as to old contracts, and one as to new., This would continue until all present
contracts are run out, which could be years ahead. Experience under ASPR, Section
XV has shown that auditors and negotiators would try to apply the new regulations
to existing contracts, whether the contractors had agreed to accept them or not.
This would only cause confusion, more delay, and more friction between Government
and business,

To be fair, then, the Government must be prepared to pay for taking
away rights to cost recovery. Parenthetically, but also of importance, it must
also be prepared to accept and pay indefinitely for materially longer times for
cost and price presentations, audits, and negotiations, and substantial delays
in completing procurement and pricing actions. It just takes longer to isolate,
review, audit, discuss and decide about over 60 elements of cost than it does 18,
or none. This will cost money to both the Government and the contractor in
higher administrative costs and time delays.

V. REQUIREMENTS OF PUBLIC INTEREST

At the 15 October conference, it was pointed out that Government officials
"must weigh rather carefully and rather heavily the public interest factor." Several
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spokesmen alluded to this, and to "public policy™ or such phrases, directly or
by implication. For example, one said, "are based not necessarily on public
policy stated in law, but on public policy which we derive from many sources,
from committee hearings, for example, personal conversations, and formal memos
from the various members of the legislative branch,"

We are sure that few of us in industry can appreciate the extent or the
nuances of pressures of many kinds which must be placed upon you and your staff,
directly or indirectly - including those from industrialists§ As citizens, we
want the public interest protected, and public officials placed under pressure to
protect them. At the same time, however, we want to be sure it 1s public interest,
or that it is public policy - and not merely some individual®s concept of it, that
causes a decision to be made adverse to the interests of industry, and ultimately
to the Government itself.

In this area of cost principles, of allowable or unallowable costs for
contracts, etc., we do not know of any official or clearly identified legislative
expression of public policy. We do know of an expression of policy by an agency
of Congress -~ the Hoover Commission -~ which we have already qucted and endorsed.
We know of some individual rulings of the General Accounting Office on cost
allowability - but each of necessity is narrowly restricted to the facts of the
particular case, and is not unchangeable, overriding policy, nor should these be
deemed to be the establishment of policy. The same is true of rulings by the
Boards of Contract Appeals.

The proposed regulations depart from and are more restrictive then all
of these, in one way or another. Where, then, is the public policy or public
interest dictating such action? We fear that it is in the minds of gtaff personnel,
overly concerned with the attitudes or expressions, however well considered or not,
of vocal or powerful legislators or other Goverrment officials., Let us recognize
that public policy in this field does not exist, and will not exist until you
and the other Assistant Secretaries make your decisions identifying the official
public policy of the Defense Department on which you are relying. It is our
belief that you have not been restricted in your decisions by any official of
the Government, even though certain members of Congress and of the Administration
may be impatient to have you reach decisions. This is why we have put forth,
successively, such efforts to try to apprise you of industry's sincere and objective
views on these problems.

We may be considered by some to be blased, but we believe very deeply
that the welfare of our country's 20,000 defense contractors, large and small,
is important not only to defense, and maintaining our armed might, but also to
the overall economy and welfare of our cities, towns, states and nation. These
will be hurt by these proposed regulations -~ not vitally, but significantly - and
their profits, already below those of other industry, will be still less. Before
the action is taken, therefore, we request that you weigh very carefully whether
any public policy requires or makes desirable the infliction of this hurt.

VI, ADVANCE UNDERSTANDINGS (Section 15~204.1(Db))

Industry welcomes any opportunity to agree in advance on cost principles,
cost allowances or any other points of potential controversy which might arise
during or after contract performance. If the intentions of this section as we
were given to understand on October 15 is truly to make available to contractors
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the privilege of taking up questionable items in advance and will not be deemed
to be a requirement, we believe it to be desirable., However, the language of
the section does not make this sufficiently clear and we are fearful that the
good intentions at the Secretarial level may not be carried out in the field.

Such agreements to be practical, can be on a contract-by-contract basis
as to only three of the cost elements listed. These are: (v) pre-contract costs
(ASPR 15-204.2(dd)); (vii) royalties (ASPR 15-204.2(33)); and (ix) travel
costs, as related to special or mass personnel movement (ASPR 15-204.2(ss)(5)).
A1l others must of necessity be treated uniformly and on an overall basis. No
forum is provided for such overall negotiations, nor is any basis provided for
effecting agreements binding for all Govermnment end-use work, whether as a prime
or subcontractor. The latter is especially burdensome for small businesses doing
business as subcontractors to many large primess.

Comparisons to custom under Part 5 of the present ASPR, Section XV are
invalid, as such discusssions have often been with auditors and not contract
officers, and not always embodied in formal contracts or agreements. Nor are
such overall agreements favoritism to contractors, for no special advantages are
sought - only uniform treatment of these kinds of indirect costs.

This section, then, should be deleted in its entirety, for the reasons
outlined at the 15 October conference. If retained, however, it should affirm
that failure to negotiate in advance does not lead to disallowance, that initially
negotiated amounts or clauses may be reopened on showing of necessity or changed
circumstances, and it should provide a forum in which contractors might negotiate
these factors on an overall basis,

VII. INDIVIDUAL ITEMS OF COST

We could extend our remarks at the 15 October conference and debate
further on each individual item discussed. This would be unnecessary if you accept
our basic premises, as heretofore outlined, for then you would not issue, as an
ASPR, any statement on allowances, disallowances, or review requirements for
individual elements of cost. If, on the other hand, you should decide to continue
the present format and approach implicit in the outstanding drafts, then, though
in overall disagreement, and in addition to the comments herein above expressed,
we would want to be heard on individual items as completely as possible., Towards
this purpose, we have prepared and attached an illustrative list, with only a
minimum of justification, stating industry®s position both on those items discussed
at the 15 October conference, and on those items not discussed but as to which
disagreements still exist., We shall, of course, be glad to amplify these in
writing or in person to any extent you or the other Assistant Secretaries may wish.

Apart from these items, it was apparent at the 15 October conference that
considerable redrafting of the proposed regulations 1s necessary to clearly express
the matters on which there is no disagreement except as to semantics, When your
overall decisions are reached, we hope that their implementation, as well as these
corrections, can be made the basis of a joint drafting effort by a very few persons
from Govermment and industry who are not committed to the old words and the old



The Hon. E. Perkins McGuire - 11 - November 7, 1958

c¢liches. Such a procedure has been expeditious on other subjects - it should be
on this one, too.

In conclusion, may we express again our appreciation for your sincerity
and patience in hearing us out on these difficult issues. You have an opportunity
to make a unique and lasting contribution to the health and welfare of our defense
effort and the industries which are participants in it. We hope that we have
helped to show you how that can be done,

Sincerely yours,

.’ —\‘7/ / !
P I A Y sl
Ernest F. Leathem .

Associate Chalrman

October 15, 1958 Conference

ENC.



ATTACHMENTS

I. TEST OF REASONABLENESS

We propose the following:

(a) In evaluating estimates or actual costs of performance of specific
contracts, the application of the test of reasonableness requires a flexibility
in understanding and the exercise of sound judgment in dealing with the specific
item after consideration of all influencing or related factors.

(b) Evaluations of reasonableness, of necessity, involve consideration
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances
under which it was incurred.

(c) These elements may then be tested against one or more of the following
factors as appropriate:

1) Whether the cost is recognized as an ordinary type of
expense in the conduct of the contractor®s business.

2) Whether the cost makes a functional contribution to
the conduct of the contractorts business.

3) Whether the cost was incurred in accordance with
established policies and practices of the contractor,

4) Whether the level of the cost is consistent with the
prior history or experience of the contractor with
regard to the cost, adjusted for changed conditions.

5) Whether the cost is compatible with the prevailing
level of comparable costs incurred in similar concerns,
in the same geographic area; or in industry in general.

6) Whether the cost exceeds that which would be incurred
by an ordinary prudent person in the conduct of
competitive business giving recognition to the
circumstances under which it was incurred.

(d) In the negotiation of fixed price contracts, the presumption of
reasonableness, of costs, as such, is not applicable inasmuch as the controlling
element in such negotiation is the oversll price,

(e) As to allowability of costs under cost reimbursment type contracts,
the presumption of reasonableness shall be accepted unless the cost is patently
unreasonable either as to type or amount when measured by applying the appropriate
factors of those listed in (c) above. Prior to making a determination of unreason-
ableness, the contractor shall be given the opportunity to submit data sustaining
the reasonableness of the cost. The burden of prooi shall be regarded as having
been met if the evidence submitted sustains the reasonableness of the cost under
the circumstances in which it was incurred.
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II, ADVERTISING - Section 15-240.2(a)

Industry recognizes that some forms of advertising are seldom, if ever,
properly allocable to Government contracts, but these are far narrower than the
areas of advertising, and other types of costs, absolutely excluded and ma@e
unallowable by this section. It protests, therefore, such absolute exclusions and
wants the right to present its case in negotiations to show whether anq to what
extent its advertising is of benefit to the Government, is reasonab}e in chgracter
and amount, and is fairly allocable to Government contracts. This is espec1ally.
necessary in view of the breadth of definition given to advertising in this section
and the artificial distinetion drawn among Varying advertising media.

Here, as in all specific elements of costs, we recommend that there be
no exclusions by definition, and that the tests of allowability should be defined,
and not the tests of unallowability. This wouldrelieve cost elements of the
stigma of unallowability in general.

III, COMPENSATION FOR PERSONAL SERVICES - Section 15-204.2(£)

The 21 August 1958 revisions to this section are a great improvement,
but a few needs for clarification remain, as pointed out specifically by the
industry spokesman at the 15 October conference. As no serious disagreement
seems to have evolved at the 15 October conference, this seems to be purely a
drafting problem. It would be helpful, however, to reduce the quantity of needless
reviews by shifting the burden from the contractor (to prove reasonableness) in
part to the Government (to allege unreasonableness).

IV. RESEARCH AND DEVELOPMENT - Section 15-204.2 (ii)

We propose the following specific language to substitute for this
clause;

"], Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller
knowledge or understanding of the subject under study, rather than
any practical application thereof. Applied research, for the purpose
of this regulation, consists of that type of effort which 1) normally
follows basic research, but may not be severable from the related
basic research, 2) represents efforts to determine and expand the
potentialities of new scientific discoveries or improvements in
technology, materials, processes, methods, devices, and techniques,
and 3) represents efforts to %tadvance the state of the art?. Applied
research does not include any such efforts when their principal aim
is the design, development, or test of specific articles or services
to be offered for sale.

n2. Development 1s the systematic use of scientific knowledge which

is directed toward the production of or improvements in useful products
to meet specific performance requirements, but exclusive of design,
manufacturing, and production engineering,

"3, A contractor's costs of independent research as defined in (1)
above (not sponsored by a contract, grant or other arrangement,) shall
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be allowable as indirect costs, provided they are.incurred pursuant
to a broad planned program reasonable in scope, with due regard to
expansion when justified by changes in science and technology, and
which is well managed. Such costs should be charged off as incurred,
and not capitalized, and shall be equitably allocated to gll the work
of the contractor, but in appropriate cases, such a}locatlons may be
made separately for each of acontractor's organizational segments.

n,, Cost of contractorts independent development, as defined in
paragraph (2) above (which are not sponsored by a contract, grant,

or other arrangement), are allowable to the extent that such
development is related to the product line for which the government
has contracts and provided such costs are reasonable in amount and are
allocated as indirect costs to all work of the contractor on such
contract product lines. Such costs may either be allowed as incurred,
or capitalized and amortized over a reasonable period, but the method
of recovery chosen by the contractor must be uniform and consistently
applied.

n5,  If provided for under the contractor's accounting system, indepen-
ent research and development costs may, but are not required to include
amrunts representing appropriate shares of indirect or administrative
costs,.®

This supports the basic industry position that applied research should
be grouped with basic research, and not with development (which Mr. Holaday's
comments supported): These costs should be recoverable against the base of all
contracts of any type to the proportion which Government business bears to total
business or in accordance with other acceptable methods of allocations. Development
should be recoverable against all types of contracts, included within the product
line toward which the development is directed.

On study we believe this clause will be seen to provide the overall con-
trols sought by Messrs., Munves, Golden and others at the 15 October conference, On
the other hand, the proposed language in the 21 August 1958 draft would exclude
entirely all applied research cost recovery unless it was related to production work
in contract product lines. This is impractical because such research begins long
before such a relationship can be identified. Also it excludes any recovery of that
portion allocable to research and development contracts. This is manifestly unfair,
especially to those companies whose Government work is largely, but not wholly, on
that form of contract. Moreover, the requirement for applying departmental overhead
to R&D Jobs should be permissive and not mandatory since the proposed draft would
force a contractor to perform his accounting in a prescribed way.

V. CONTRIBUTIONS AND DONATIONS - Section 15-204.2(h).

It is contrary to every instinct of humanity arid fails completely to
recognize industry's public and community responsibilities to deny acceptance..of its
expenditures for contributions and donations as normal and legitimate costs.. :The
fear of the.Government seems to be excessive gifts or .improper:objects of givings
These certainly can be defined, and tests of reasonableness established which are
acceptgble to both industry and Government. Every other branch of the Government
recognizes such expenditures as costs, except the Defense Department and GAO.
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incurred costs. Such management cannot ignore the fact that by their very nature
defense contracts often generate more requirements for working capital than any
other kind of business.

Finally, this is another instance in which all that industry seeks is an

opportunity to make its case in negotiations freely conducted, and not to be fore-
closed arbitrarily from such negotiations,

VII. PLANT RECONVERSION COSTS - Section 15-204.2(cc)

Industry believes that there are circumstances not within the limited
allowability provided in this section, and that these should be left open for
negotiation. This is another instance of unreasonable and arbitrary disallowance
in an area where adequate controls upon allowability should be readily devisable,
or could be negotiated in advance on a case-by-case basis. This matter can be
resolvaed by a joint drafting commnittee.

VIII. OVERTIME COMPENSATION - Section 15-204.2(y)

Industry®s recommendations are limited to requesting a clarification
between overtime premium pay and shift premium pay, both in ASPR, Section XII and
any new Section XV.

This matter can be resolved by a joint drafting committee.

ITEMS NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE N

IXs RENTAL COSTS - Section 15-204.2(hh)

The provisions of this section, both as to normal rentals and lease-back
rentals, are unrealistic and inequitable in that the tests of reasonableness are
much too narrow. The ultimate test should be the rental value of comparable
properties, and not comparisons to costs which the contractor would have sustained
as owner., For example, the actual owner is entitled to a profit, to be included
in his rental, and not just a bare cost recovery.

Full recovery of actual lease or lease-back costs have been maintained and
allowed in decisions of the Armed Services Board of Contract Appeals.

It would be unfair as to present lease or contractual commitments which

cannot be altered to disallow now legitimate costs incurred thereunder. This is
a typical example of the injustice of changing rules in mid-stream.

X. CIVIL DEFENSE COSTS - Section 15-204.2(e)

It is unrealistic, and a detriment to the perfection of civil defense
plans for a community or area as a whole (which certainly must be done under threats
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken
off or away from the contractor?s premises, and for contributions to local civil
defense funds and projects. The latter usually consist of employee time and
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This is a very small percentage of total costs for most contractors, but
is a very vital one in maintaining external and community relations.

vI. INTEREST - Section 15-204.2(q)

The Government spokesman at the 15 October conference took a position
contrary to all fact when he said that interest #tis not a price paid ?or something
used in production." It is incredible for anyone to think that a business can ?e
run or a Government contract produced without money, and that there is not a price
to be paid for money. The simple fact is that interest is a vital cqst of doing
business. Indeed, this cost of capital ranks with the cost of material, ?he cost
of labor, the cost of overhead, etc., as the fundamental costs of conducting any

business operation.

The most frequently presented arguments against interest recovery hinge
primarily upon the thesis that the Government should not favor those companies which
engage in substantial borrowing over those companies which rely primarily upon
equity capital. The proponents of such a thesis are ignorant of the peculiar set
of economics in military business as opposed to the acceptable economics of ordinary
commercial business. This separate set of economics must dictate to the sophisticated
and competent management of a military company that the best interests of their
stockholders are served by engaging in an optimum amount of borrowing to finance
the working capital requirements of military sales. This "leverage approach® is not
used for the purpose of pyramiding the earningson stockholders?! equity, but rather
because of the cyclical, expandable and contractible, nature of military business.
Since most borrowings are of the short-term or V-Loan nature, which too is expandable
and contractible, management can to some extent insulate the company®’s financial
status against the cyclical hazards inherent in military business. To do otherwise,
i.e., to rely solely or primarily upon additional stockholders?! capital for the
financing of military sales, would, by an professional investor standards, represent
poor management policy. Very simply, to have committed the corporation to a broadened
stockholder capital base and to be faced subsequently with a contraction in its
military sales would result in a diluted and weakened corporate status. Indeed,
the corporation would at that time look like an Wuninvested®™ investment trust.

If, however, the financing of this business was pursued intelligently
via optimum borrowings, rather than additional stockholder capital solely, the
corporation would have its stockholder capital reasonably undiluted after both the
military sales and the aforementioned borrowings have been contracted and its
financial status, although reduced, would still be one of a going business. It is
for the Government?'s protection that these military contractors remain going
businesses, following any contraction periods, since it might have to call upon these
contractors again in the event of a sudden outbreak of hostilities. Financing solely
through stockholders?! capital will result in the virtual destruction of these
companies following a contraction period because stockholders will have descended
upon these corporations and divided the swelled cash purses. However, if these
corporations remain financially sound and flexible with an undiluted equity base
during any interim contraction periods, they will retain the capability of meeting
any new military requirements at short notice,

' Therefore, the granting of interest recovery by the Government is not a
subsidy for weakly managed and weakly financed corporations, but instead represents
compensation to the well managed and well financed corporation for very properly
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XV. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2(q)

Financing and refinancing costs are an inevitable part of the costs of
doing business. These costs should not be shoved over entirely against commercial
business. Government should bear its fair share.

Does anyone really believe that financing is not required to do business
with the Government?

XVI. MAINTENANCE AND REPATR COSTS ~ Section 15-204.2(%)

Industry recommends an unqualified allowance of such costs, and hence,
the deletion of subparagraphs (1)(i) and (ii).

XVII, MATERIAL COSTS - Section 15-204.2(v)

Technical revisions are required in subsections (2), (3) and (4) to assure
that the contractor is entitled to recover its full costs of materials, and to
recognize varying acceptable accounting practices. As to subsection (5), the
allowability of prices in interdivisional transactions is too narrowly defined and
needs extensive revision, especially to recognize the fact that competitive costs
exist as to wholly Government end-use components as well as to commercial components.

XVIII. ORGANIZATION COSTS - Section 15-204,2(w)

True costs of organization are an inescapable cost and should be
allowable 1f amortized on a reasonable basis. Without them, the contractor would
not exist to undertake contracts for the Government.,

XIX. PATENT COSTS - Section 15-204.2(z)

This section is unduly restrictive in its wording, and could be materially
improved by a joint drafting committee. The Government certainly should not,
directly or by implication, disallow the costs of obtaining and protecting patents
to which it wants or claims license rights and, in addition,; it should bear its
allocable share of patent costs incurred by the contractor.

XX. PROFESSIONAL SERVICES COSTS - Section 15-204.2(ee)

The success of a suit against the Government, or of defending a suit brought
by the Government, is proof of the contractor?s inherent rights. The professional
costs of defending these rights should, in all fairness and equity, be allowable.

Technical corrections and changes are also desirable in the tests of
reasonableness and allowability contained in subsections (1) and (2) of this
section,
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant
protection costs than to charitable contributions.

The limitation that expenditures must be made at the suggestion or require-
ment of civil defense authorities is not only unrealistic, but a direct violation of
management?s right and duty to protect its properties,

This item is of insignificant dollar value in most companies, but is

illustrative of a number of items where partial disallowance is accomplished by
definition.,

XI. CONTINGENCIES - Section 15-204.2(g)

As to "historical contingencies," industry requests that they not be
categorically disallowed, but left open for negotiation. The proposed regulation,
in subparagraph (2), is based on the erroneous assumption that becauss the event
giving rise to the cost is in the past, then the actual cost can be definitely
known., This is not true in many normal business situationse. One typical example
is warranty expense.

XII. DEPRECIATION - Section 15-204.2(4i)

This section is replete with technical changes requiring the type of
language revisions which could be accomplished by a joint drafting committee. The
principal matter of substance which, in fairness, should be revised is subsection
(5) in order to recognize the national interest in maintaining stand-by defense
facilities, even though these are not necessary to current or "immediately
prospective® production.

XITII. EXCESS FACILITY COSTS - Section 15-204.2(1)

Limiting the allowance of excess facility costs to "current and
immediately prospective purposes™ is too restrictive and does not serve the Govern-
mentts best interests. We feel that those facilities Wreasonably necessary for
stand-by production purposes® should be the criteria.

XIV, INSURANCE AND INDEMNIFICATION ~ Section 15-204.2(p)

Industry®s objections to this paragraph are technical but vital., These
are based upon the premises that (1) the portion of business interruption insurance
which is disallowed cannot be avoided by contractors as a normal and legitimate
business cost and should be allowed in full, (2) actual losses incurred through an
approved self~insurance program or otherwise should be allowed without being
contingent upon contractual coverage since these cannot be foreseen in advance of
occurrence, and (3) the contractor should not be prohibited from purchasing
insurance covering the insurable risk that a contractor has in Government property
unless there is a complete relief of liability granted to the contractor.
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XXI. RECRUITING COSTS - Section 15-204.2{gg)

We would prefer to see the subject of ¥special benefits or emoluments®
dealt with affirmatively. As presently written the use of ""standard practices in
the industry' as a criteria for allowance would be most difficult if not impossible
to administer and determine, Therefore we recommend changing the last sentence
in this paragraph to read: ™Reasonable costs of special benefits or emoluments
offered to prospective employees are allowable.®

XXII. ROYALTIES - Section 15-204.2(i3j)

This section needs material revisions and deletions. The determination
of the unenforceability of a patent (see subsection (iii)), or of its invalidity
(see subsection (ii)), are judicial functions, which under no circumstances should
ever be left to the determination of a contracting officer.

Royalty payments are usually based upon contractual obligations freely
negotiated at arms length. There is mno reason why it is not enough to subject
them to ordinary tests of reascnableness.

XXIII. SELLING COSTS - Section 15-204.2(kk)

The philosophy that selling and distribution expenses are generally
annecessary in securing Government business, and hence are unallowable, fails
to recognize the many indirect benefits the Govermment gains from a contractor’'s
sales, distribution and sales engineering functions. The paragraph as written
would permit an allocation of only those expenses which consist of "technical,
consulting, demonstration and other services® for purposes of adaptation of the
contractor?s product to Government use, This is an unwarranted limitation and
this category of expense should be fully allowable, subject only to tests of
reasonableness and allocability.

XXIV., TAXES - Section 15-204.2(00)

This section requires technical revisions to bring it into accord with
recent court decisions, and to permit a contractor to protect property against
tax lien enforcement, and to protect its interests in a timely manner when the
overnment fails to meet date deadlines,

XXV. TRADE, BUSINESS AND PROFESSIONAL ACTIVITY COSTS - Section 15-204.2(pp)

Here again, exclusions by definition occur. One omits from allowability
aembership costs in service organizations which in fact are required to preserve
« corporationts status in its plant communities. The other places overly narrow
jpalifications (i.e., *dissemination of technical information or stimulation of
roduction’?’) upon meeting and conference expense allowability.

XVI. ADDITIONS NEEDED FOR TERMINATION SETTLEMENTS

Recognition should also be given in the Cost Principles to the following
dditional types of costs which are experienced by contractors under termination
xlaimss

Common claims of subcontractors
Costs continuing after termination
Initial costs {including high start-up costs)
Interest on borrowings . . )
Loss of useful value of special machinery and equipment
Pregaratory expenses
¢

Setsient, egonss

Subcontract settlements
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XXVII (C0ST EILEMENTS MADE WHOLLY UNALLOWABLE Made Unallowabl
by Present ASP/

Item Paragraph of Proposed Cost Principles Section XV _
Bad debts (Secs 15-20442(b)) yes
Stock options (Sec. 15-204.2(£)(5))
Historical contingencies (Seco 15-204.2(g)(2)) ves
Contributions and donations (Secs 15-204.2(h)) yes
Entertainment (Secs 15-204.2(k)) yes
Excess facility costs (Sece 15-204.2(1))
Interest (Secs 15-20L4.2(q)) yes
Bond discounts (Secs 15-20442(q)) yes
Costs of financing and refinancing (Sec. 15-204.2(q)) yes
legal and professional fees paid

in preparation of prospectus (Sec. 15-204.2(q)) yes
Costs of preparation and issuance

of stock rights (Secs 15—20h.2(q)§ yes
losses on other contracts (Sec. 15-204.2(s) yes
Organization costs (Secs 15-204.2(w)) yves
Reorganization costs (Sece 15-204+2(w)) yes
Costs of raising capital (Secs 15-2042(w)) yes
Legal, accounting and consulting

services (of certain types) (Sec. 15-204.2(ee)(3)) yes
Federal income taxes (Sece 15-204+2(00)(1)(1)) yes
Taxes in connection with financing,

refinancing or refunding (Sece 15-204+2(00)(1)(i1)) yes
Special assessments (Secas 15-204+2(00)(1)(iv))
Taxes for which exemptions are

available etc. (Sece 15-20442{00)(1)(1ii))

Grants to educational or training institutions, including the donation of
facilities or other properties, scholarships or fellowships (Sec. 15-204.2(qq)(5))

Losses from sales or exchanges of
capital assets (Secs 15-20L4,2(ff)) yes
Contingent fees for securing goverrnment orders yes

XXVITI COST ELEMENTS MADE PARTIALLY UNALIOWABLE

Advertising Costs (Secs 15-204.2(2)) yes
Civil defense costs (Seces 15-204.2(e))
Depreciation on idle or excess

facilities (Sece 15-204.2(1)(5))
Use charge in fully depreciated assets (Sec. 15-204.2(i)(6)) yes
Fines and penalties (Sece 15-20442(m))
Insurance on lives of officers,

partners or proprietors (Sece 15-204.2(p)1(v)) yes
Patent costs (Sece 15-204.2(2))
Reconversion costs (Sec. 15-204.2(cc))
Costs of special benefits or emoluments

offered to new employees (Sec. 15-20L.2(gg))

Applied research and development
costs (Sec. 15-204.2(1i))
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Made Unallowable
by Present ASFR

Item Paragraph of Proposed Cost Principles Section XV
Accruals for mass or abnormal

severance pay (Sec. 15~204.2(mm)(2)(ii))
Commissions and bonuses Sec. 15—20&.2(f§) yes
Unrecovered true depreciation %Sec. 15-204.2(1)4(31) ves
Thsurance Sec. 15-204.2(p)
Deferred maintenance (Sec. 15-20442(t)1(4i1)
Material costs - credits (Secs 15-204.2(v)2)

i " -~ writeups or

writedowns §Sec. 15-204,2(v)3) yes
Lease~back costs Sec. 15-20h.2(hhg(3))
Memberships (Sec. 15-204.2(pp)(1)
Training and educational costs (Sec. 15-204.2(qq)(1l,2%3)
XXIX COST ELEMENTS FOR WHICH SPECIAL TESTS OR REVIEWS ARE REQUIRED

Made Special
Unallowable Consideration
Paragraph of By Present Required by

Ttem Proposed Cost Principles ASPR Sec. XV  ASPR Sec XV
Bidding costs (Sec, 15-204.2(c))
Compensation for personal services (Sec. 15-204,2(f)) yes
Future contingencies (Sec. 15-204.,2(g)(3)) yes
Emergency depreciation or

amortization (Secs 15-204.2(i)(4)
Use charge on fully depreciated

assets (Sec, 15-20L4.2(i)(6)) yes
Insurance (Sec. 15-204¢2(p)) ves
Costs of materials transferred

between plants or affilitates (Sec. 15-204.2(v)(5)) yes
Overtime, extra~pay shift and

multi-shift premiums §Sec. 15-204.2(y) yes
Pre-contract costs Sec. 15-204.2(dd)) yes
Professional service costs (Sec, 15-204.2(ee)(1) and (2))
Recruiting costs (Secs 15-204.2(gg))
Rental costs (Secs 15-20442(hh)(1) and (2)
Research and development costs(Sec. 15-204.2(ii)) yes
Royalties (Secs 15-204.2(33)) yes
Selling costs (Secs 15-204.2(kk)) yves
Severance pay (Secs 15-20L,2(mm))
Unadjudicated taxes (Sec. 15~20h.2(oo)(2)§
Meeting or conference expense (Sec, 15-20L+2(pp)(3)
Travel costs (Sece 15-204.2(ss)(5))

XXX ITEMS ON WHICH ADVANCE NEGOTIATION IS REQUIRED AS A REQUIREMENT OF COST ALLCWANCE

Contingencies (Sec,

Insurance and indemnification

15-204.2(g))

(Losses not covered by insurance — Sec. 15-204.2(p)(1)c)
(Indemnification - Sec. 15-204.2(p)(2))

Matent Costs
Zsrofessional service costs
Rental Costs

(Sec.
(SeCo

(Seco 15-204.2(z))

15~204.2(ee)(3);
15-204.2(hh)(3)
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GOVERNMENT CONTRACTS

CONTRACT COST PRINCIPLES: MAPT Files Statement Supplementing
Its Presentation During DOD Hearings on Proposed Set of
Comprehensive Contract Cost Principles

As indicated in Bulletin 3560, MAPI participated in a Jjoint
government-industry conference at the Department of Defense on October 15,
regarding the proposed set of comprehensive contract cost principles.
Supplementing our oral presentation a written statement has been submitted
to Assistant Secretary of Defense Perkins McGuire, the text of which is
reproduced in this bulletin.

The MAPI statement of November 14 stands firm on the proposition
advanced and documented by MAPI since 1956, namely, that under no circum-
stances should contract cost principles of the type embodied in ASFR,
Section XV, be applied to fixed-price contracts. This position is spelled
out fully in the MAPI statement in terms of current public policy on the
subject supporting the MAPI position, pertinent regulations of the Depart-
ment of Defense which would be in conflict with any single set of cost
principles, and the need, in our view, of a complete reappraisal of the
concept that a single set of cost principles be uniformly applicable in
government prime and subcontracting. The Institute has consistently
reasoned and argued that the result of the current DOD proposal would be
to convert fixed-price contracting into formula pricing as employed in
cost-reimbursement type situations.

Our other specific recommendations are summarized on page 12 of
the letter to Secretary McGuire. 1In addition to the problem of fixed-price
contracting the statement recommends that advertised contracts, most sub-
contracts, and contract terminations be excluded from the applicability of
the proposed regulation. Treatment of specific cost disallowances is
covered in the December 16, 1957, MAPI statement entitled "Defense Procure-
ment and Contract Costs” which is incorporated as a part of our current
presentation.

Comments and further suggestions from interested member companies
will be appreciated. May we acknowledge again assistance from the MAPI
Accounting Council and the CTA Financial Council in connection with the
Institute's work in this area.

MACHINERY & ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION, CouNCiL FOR TECHNOLOGICAL ADVANCEMENT,
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Honorable Perkins McGuire

Assistant Secretary of Defense
(Supply and Logistics)

The Pentagon

Waghington 25, D. C.

My dear Mr. McGuire:
In accordance with your suggestion of October 15,

1958, made during the joint industry-government conference,
we are submitting herewith a further amplification of the

GEOFFREY G. BEARD . .- . - . - Presiders views of the Machinery and Allied Products Institute in re-
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£ D. BRUZOIARA . ... .. Vice Previders behalf of the capital goods and allied equipment Industries.

Che and Bres. Although, as you know, many of the companies in these indus-
tries are important government prime and subcontractors, the
bulk of their production falls in the commercial area.
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BENJAMIN C. CARTER . . . Exec. Vice Pres.
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W.V.CASGRAIN . .. ........ President

Mochanicat Hondling Systemi. inc., Detroit, Michigan

May we express once more our appreciation for the
personal interest which you and Secretary McNell have taken
in this subject, as evidenced by the October 15 conference
and by your willingness to receive supplementary written
statements of industry views. Ideally, we might have hoped
for additional time in which to file our supplemental state-
ment, but we are most anxious to comply with the filing dead-
line of fifteen days from the date on which the transcript of
the October 15 meeting was received by this organization.

F. 5. CORNELL . . . Executive Vice President
A. O. Smith Curporation, Mitwavker, Wikonsin

GEORGE §. DIVELY .. ... Chm. and Pres.
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O it In our opinion, the proposal for application of a
HARRY C. MOORE . - - - - - .. president set of comprehensive cost principles to all types of negoti-
Batoir lron Works, Baloil, Witconsin ated contracts becomes WhOll.y meaningful Only as we relate
BRUCE F. OLSON .. . ... ... . President

it to developments in the entire field of national defense.
For this reason we should like to review briefly the history
of its suggestion and--before proceeding to any detailed
examination of the proposal itself--to set it against the
backdrop of our total national defense program, considering
it in this broader perspective.
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The antecedents of the present proposal.--For some years the De-
partment of Defense, acting partly upon its own motion and partly by reason
of suggestions from Congressional committees and the General Accounting Office,
has attempted to develop a set of cost principles which could be applied to
negotiated, fixed-price contracts as well as cost-reimbursement contracts.
This process, covering a period of some four or five years, is an outgrowth,
of course, of developments dating back to the World War II use of T. D. 5000,
the War and Navy Departments' "Green Book," the post-World War II Joint Termi-
nation Regulation and, finally, Section XV of ASPR which controls the rein-
bursement of contractors' expenses under cost-reimbursement type contracts.

This record of developments, culminating in the present proposal,
contains one interesting experience that is especially relevant to the docu-
ment here under consideration. A Munitions Board memorandum of November 15,
1949, which limited the mandatory application of ASPR cost principles to cost-
type contracts, nevertheless permitted their use "as a working guide" in fixed-
price negotiations. In practice the working guide assumed the status of a
rigid standard and, for this reason, permissive authority for the use of cost
principles in connection with fixed-price contract negotiations was revoked
by Department of Defense Instruction 4105.11, November 23, 1954.

So much for a brief history of the current proposal's antecedents.
Let us now consider the history of that proposal against the broad background
of the over-all national defense program.

Urgent need for reappraisal.--This recital of the present proposal's
history is important, we think, because of some startling recent developments
in military technology that have altered radically and permanently the total
defense posture of the United States. The changed circumstances flowing from
these developments are financial and managerial as well as technological and
strategic. They are of such a fundamental nature as to require a most care-
ful re-examination of all procurement policy and procedure. We believe that
you should give primary consideration to the question of whether or not the
proposal for a comprehensive set of cost principles drawn in the form of
Section XV of ASPR-~-which has never been a completely sound proposal in our
Judgment--may not be altogether inappropriate at this time.

The Soviet Sputnik.--As we have noted, the case for application of
ASPR cost principles to all types of negotiated contracts has developed during
the post-World War II period which culminated in the launching of an earth
satellite by the Soviet Union. This latter event, marking the dawn of the
Space Age, has given rise to grave Congressional concern with the state of our
national defense, highlighted by the hearings before the Preparedness Investi-
gating (Johnson) Subcommittee of the Senate Armed Services Committee.

In addition to its numerous recommendations for enlargement and im-
provement of our national defense in terms of military programs and weaponry--
with which this statement is not directly concerned--the Johnson Subcommittee
recommended in connection with stepping up the tempo of our defense effort a
simplification of our military procurement procedures. With this latter recom-
mendation our statement most emphatically is concerned.
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The testimony of certain witnesses pointed up the shortcomings of
our present procurement system, and such testimony is emphasized in the re-
marks of Senator Saltonstall in proposing certain amendments to the Armed
Services Procurement Act (10 USC 2301 et seq.) on October 1h, 1958. Senator
Saltonstall said:

"We have great confidence in the vitality and initiative of
American industry. The free competitive system which has
enabled our nation to achieve unheralded industrial advances
should be able, as it has in the past, to achieve military
weapons superiority second to none. But, as Professor Liv-
ingston of Harvard so aptly pointed out when he testified
before the Preparedness Investigating Subcommittee hearings,
our present system of defense contracting does not encourage
those foreces in our industrial establishment to work...
Ironically, Livingston pointed out, even in the controlled
economy and industrial establishment of the Soviet Union
great rewards were provided for success in scientific and
technological areas, and penalties for failure. The Russians
know full well the virtue of the incentive system. If the
future security of the United States depends upon its ability
to develop in the shortest possible time modern weapons of
destruction so as to deter our enemies from sggression, then
we must make full use of the inherent characteristics of the
American industrial system which give it vigor and strength."

It should be emphasized that the remarks of Senator Saltonstall and
Dr. Livingston are typical of suggestions, both in and out of government, for
increasing contractor incentives.

Contradictory trends in government procurenment.--The spirit of the
observations guoted above appears to have been reflected in a series of de-
velopments within government itself. First, it seems evident that the Mili-
tary Services themselves are undertaking a fresh appraisal of the awesome
technological problems thrust upon them by the Space Age. There is evidence,
moreover, of a desire on the part of the Services to share increasingly with
private industry the technological and financial burdens thus created.

General Quesada, newly appointed Administrator of The Federal Avia-
tion Agency, bespoke this attitude in a recent speech in which he suggested
that industry and government must "start work immediately on working out some
new concepts embracing the ways in which we reward industry's efforts for
scientific and technological development of advanced weapons.' The report of
the ad hoc Committee on Research and Development of the U. S. Air Force
Scientific Advisory Board--the Stever Report--emphasizes the same point in
these words: 'Contracting procedures should be changed to give contractors
greater incentive to do research development work more effectively." 1In the
legislative area the extension of the Renegotiation Act for a period of only
six months--with the proviso that the process bve subjected in the meantime
to a searching Congressional study--would seem to offer further evidence of
a new look by Congress at the whole question of providing incentives and re-
moving disincentives to more efficient production of war materiel.
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Within the framework of the Armed Services Procurement Regulation
itself we find within recent months substantial improvement in regulations
relating to pricing policies for negotiated contracts and in the acquisition
of contractors' proprietary technical know-how. This whole complex of state~
ments and action had encouraged us to believe that a new spirit was abroad in
the whole area of government procurement. Unhappily, the dogged pursuit of
this proposal for an across-the-board application of cost principles seems to
us wholly inconsistent with the current emphasis on the new spirit described
above and would, in our judgment, represent a serious backward step.

ILet us turn now from the background of this proposal to a more de-
tailed examination of specific questions which it involves.

Considerations of Public Policy

In the recent industry-Department of Defense conference on this
subject, repeated reference was made by government spokesmen to considerations
of public policy, particularly as they dictated the disallowance of certain
items of expense regarded by industry as normal costs of doing business.
Although raised for the most part in comnection with the discussion of spe-
cific items of cost, we suggest that certain overriding considerations of
public policy apply with even greater force to the question of the applica-
bility of contract cost principles with which this supplemental statement is
primarily concerned.

A reading of the Armed Services Procurement Act (10 USC 230l et.
seq.) in conjunction with its principal administrative implementation, the
Armed Services Procurement Regulation, makes the advertised bid method of
public contracting a preferred method as an unmistakable matter of both
legislative and administrative policy. Although the statute deals with the
point only by indirection, ASPFR, we think, harmonizes completely and specif-
ically with legislative intent in according the next order of priority in
procurement preference to the firm, fixed-price contract. (Since the
descending order of subseguent preference is well summarized in a quotation
from Lt. Col. George Thompson, USAF, appearing at a later point in this
statement, we shall not now dwell further on the matter.)

In addition to these express legislative and administrative prefer-
ences of procurement policy, ASPR itself contains one further significant
statement of general procurement policy that deserves repetition in this con-
nection: "It is the policy of the Department of Defense to procure supplies
and services from responsible sources at fair and reasonable prices, calcu-
lated to result in the lowest ultimate over-all cost to the government."

We regard these propositions as central and fundamental policies
of Defense procurement to which all other considerations of public policy--
from whatever source drawn or imagined--must be subordinated. Moreover, we
cannot believe that policy demands a broadened application of proposed cost
principles if, as a result, "ultimate over-all cost to the government" is
increased. And this is precisely the result we predict in that eventuality.

At the risk of repetition we cannot fail to add that the widespread
and continuing suggestions for the enhancement of private incentive in defense
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work-~to some of which we have referred briefly above--are not only entirely
consistent with these basic policies of military procurement but would lead

almost certainly, in our judgment, to improved contract performance, an in-

creased interest in defense production and a very considerable reduction in

ultimate over-all cost to the government.

The real issue to be decided.~-The realities of the situation as well
as the evident concern of your staff with questions of public policy demand
that the resolution of the question now-:before you be based upon the broadest
possible considerations of public policy. This being so, the issue to be de-
cided may be stated very simply: Would the present proposal for application
of contract cost principles in their present form to all types of negotiated
contracts serve the public interest?

We do not believe that it would.

The Present Proposal

In turning to the applicability of the proposal before you, we
should point out once more that we do not regard ASFR cost principles--in
either their present or proposed form--as desirable or proper standards even
for cost-reimbursement type contracts.

The principal change in procurement practice to be effected by
adoption of the current proposal would consist in applying a revision of the
present ASPR cost principles to fixed-price as well as cost-reimbursement type
contracts. Having in mind the effect of the proposal's adoption upon the
broad public policy question posed above, we should like to consider it in
terms of its essential nature, its effect on negotiated, fixed-price contracts,
its use and effect in "cost-related areas,'" its effect upon normal business
incentives, its effect on subcontracts, its effect on contract termination,
and its effect upon the normal incidents of contract negotiation.

The nature of the proposal.--As a part of the colloquy on the sub-
ject of applicability at the recent Pentagon conference, the observation was
made that industry spokesmen were confusing the applicability of proposed cost
principles with their content. We submit that one can no more consider the
results of applying this proposal without considering all four corners of
the document than one could Judge the worth of a horse without examining the
beast. What, exactly, is the nature of this proposal?

Although the document here involved purports to be a statement of
cost principles, it comsists in fact of a relatively brief statement of
principles followed by an extended and detailed specification of costs which
are allowable or unallowable in certain contract situations. Experience per-
suades us that in a practical contracting situation the statement of prin-
ciples, such as it is, will be disregarded and the contract administrator
will rely upon the specified list of allowable or uvnallowable costs. Moreover
--and despite protestations to the contrary with which we shall deal later--
the extent of allowability or unallowability of any item of contract expense
identified in these “principles" would almost certainly be the same under
either a cost-reimbursement or a fixed-price type contract.



Honorable Perkins McCuire -6 - November 14, 1958

We have reiterated these elementary propositions only because we
regard them as fundemental to any consideration of the applicability of the
proposed cost principles.

The proposal's effect on fixed-price contracts.--Having in mind
the basic and unavoidable character of this proposal, we reiterate an argu-
ment which we have advanced repeatedly in the past that promulgation of a
"comprehensive" set of cost principles applicable to both negotiated, fixed-
price and cost-reimbursement type contracts will serve to convert fixed-
price contracts--in one degree or another--into cost-reimbursement agreements.
We regard this result as inevitable, both as a matter of logic and as a matter
of experience.

In their present form the proposed cost principles represent an
artful piece of draftsmanship and an evident effort to respond to prior
industry criticisms relating to the inevitable effects of an across-the-board
application of cost principles. Specifically, the proposal declares that
cost principles are to be used (1) "for the determination of" reimbursable
costs or cost-reimbursement type contracts, and (2) either (a) "as a basis
for" the development and submission of cost data and price analyses--in sup-
port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu-
ation of cost data" in retrospective pricing and settlement or "as a guide
in the evaluation of cost data" in forward pricing.

The excerpts from the regulation quoted above are, of course, those
phrases which go to the very heart of applicability of the proposed set of
comprehensive cost prineiples. The distinction which the draftsman of this
regulation has attempted to make between applicability of cost principles in
cost-reimbursement and fixed-price contract situations is an exceedingly nice
one., We believe, nevertheless, that this distinction, however nicely drawn,
will become a distinction without a difference in practice.

A chronology of the process by which the present phraseology of
applicability came into being may be instructive. When this proposal was
first publicly mooted in Mr. Lloyd Mulit's letter of May 28, 1956, the Insti-
tute called attention to what we regarded as a built-in weakness in the pro-
posal--".,.we urge that any generalization of contract cost principles be so
framed and administered that it may not serve as a deterrent to greater em-
phasis on firm, fixed-price contracting.” Doubtless, other industry associa-
tions had the same concern.

The September 10, 1957, draft of this proposal attempted--with
somewhat less than complete success--to avoid this change by careful distinc-
tion as between the proposal's application to fixed-price contracts and cost-
type contracts. Our comments of December 16, 1957, once again pointed to the
impossibility of a distinction in practice.

Apparently unsatisfied with this attempt, as was industry, Pentagon
draftsmen have tried once more with the greatest care and the utmost sincerity
to overcome this problem in the language quoted above. We commend the effort.
We cannot fail, however, to entertain grave doubts as to the manner in which -
this theory of differing applicability will be treated in actual procurement

practice.
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The almost inewvitable obliteration of any distinection in actual
practice is illustrated oy a landmark decision of the Armed Services Board
of Contract Appeals, the Swartzbaugh case. As you will recall, the question
involved a dispute over the interpretation of a contract price revision art-
icle. The contracting officer sought to apply present cost principles. In
its opinion the Board said "in contradistinction to a cost-reimbursement con-
tract, Form IV of the Price Revislon Article depends on negotiation and its
sequel, compromise. Under contracts calling for the reimbursement of costs
it is appropriate to audit in detail each expenditure and to test its allow-
ability by the standards of the statement of cost principles (ASPR, Section
XV). Such a detailed audit is neither required nor desirable in price revi-
sion...The statement of cost principles (ASPR, Section XV) upon which many of
the disallowances were specifically based by contracting officers is not con=-
trolling in negotiations for revision of price.”

The case in gquestion involved a redeterminable, fixed-price contract
but the principle announced by the Board of Contract Appeals applies equally
to the negotiation of price under any type of fixed-price contract. Ve be-
lieve the philosophy of the Swartzbaugh case is entirely correct, but we
think this philosophy would be largely destroyed by adoption of the proposal
here under discussion, and The Pentagon's own past experience with the Muni-
tions Board memorandum referred to above further convinces us of this result.

The proposal's use in "cost-related areas".--The case for an across-
the-board application of contract cost principles appears to rest finally upon
the proposition that such a standard is required for examination of "cost-
related areas'" under both fixed-price and cost-price contracts. A corollary
proposition holds that a cost under a fixed-price contract is no different
from a corresponding cost under a cost-type contract and that both should,
therefore, be judged by reference to the same standard, i.e., a common or
comprehensive set of cost principles.

We think no one would argue seriously that there is any essential
difference between an item of expense under a fixed-price contract and a simi-
lar expense under a cost-type agreement, nor that the manufacturer incurring
either cost must recover it in the selling price of his product. And to argue
from this truism that both costs should, or must, be judged by reference to
the same standard seems eminently proper as a matter of pure theory.

We are not, however, dealing with a theoretical exercise but a
practical procurement situation. Let us consider the effects of the theory.

Assuming a 1O-per-cent fixed fee under a cost-type contract, this
minor part of the whole price 1s the absolute limit of the contractor's risk
and thus the limit of possible incentive. Conversely, a fixed-price contract,
with no predetermined fee or profit, has a much wider area of risk for profit
or loss and, logically, a much greater degree of incentive to the contractor.
Moreover, it is precisely because the range of incentive in the latter case is
so much greater than in the first that fixed-price contracting is preferred as
a matter of policy.

This contrast goes to the very heart of our case against a compre-
hensive set of cost principles just as the propositions recited above
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constitute--as we understand it--the core of your staff's case for their

adoption. With the issue thus squarely Joined let us consider for a moment
what this proposal would do to contractor incentive.

It seems to us inevitable that reference to the proposed cost
principles in pricing or repricing fixed-price agreements will very greatly
reduce the area of risk and the incentive possibilities of such contracts.
Insofar as "cost-related areas" thereunder are subjected to the proposed
cost principles such contracts will have been effectively converted into
cost-type contracts~-and price will be egtablished by rote.

Finally, we should like once again to point out that fixed-price
negotiations will degenerate into formula pricing at the very time that
serious and responsible students of the procurement process are calling for
immediate and drastic improvement in defense contract incentives.

The proposal's effect on normal business incentives.--As we have
already suggested, both applicable law and regulaticns express a clear prefer-
ence in defense contracting for firm, fixed-price agreements let either by
formal advertisement or direct negotiation. An excellent capsule statement
of this preference has been made by a leading contract pricing authority, as
follows:

"Our objective then is to negotiate a contract type and
price that includes reagonable risk and provides the con-
tractor with the greatest incentive for efficient and
economical performance. In all cases it is basic to our
pricing philosophy that a contractual arrangement lacks
incentive until we reach a firm agreement on price. The
Tirm, fixed-price contract obviously supplies this incentive
to the fullest degree, and it is the type preferred in the
Department of Defense. We also prefer fixed-price types of
cost-reimbursement types and firmed fixed pricing over retro-
active pricing." (Underscoring supplied.)é£

We concur completely with this statement of policy. Moreover, its
emphasis upon retention of maximum incentive to efficient performance is en-
tirely consistent with the observations of General Quesada to which we re=~
ferred very briefly above. In the course of his remarks on this subject,
General Cuesada further called attention to the fact that the process of cost
reimbursement tends to penalize the efficient producer and to reward the in-
efficient producer. The point is by no means & new one--although few have
made it as well as General (Quesada--z2nd we raise it again here simply to rein-
force the statement of our conviction that the cost-reimbursement process has
a built-in disincentive character which now, in our judgment, would be trans-
ferred to all fixed~-price contracts by adoption of the present proposal.

1/ It. Col. George W. Thompson, 'The Pricing Significance of Contract Types
Used in Negotiated Military Procurement,” XVIII Federal Bar Journal,
No. 2, April-June, 1958, p. 136. Lt. Col. Thompson was recently awarded
the legion of Merit for his outstanding contributions to Air Force Pro-
curement.
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The Institute firmly believes that the presently proposed set of
comprehensive cost principles should have no application to any type of fixed-
price contract. As contrasted with the cost-reimbursement situation, the
contractor under a fixed-price contract must assume the risks associated with
the price fixed prior to the incurrence of costs through contract performance.
If the contract price has been fixed at too low a level the contractor may
suffer a loss which is not recoverable from the government. Under cost-
reimbursement contracting, on the other hand, the contractor faces no such
problem. He will be reimbursed for contract costs incurred and, in most
cases, will be paid a fixed-fee profit determined by formulas prescribed by
ASPR. Under such a contractual arrangement the contractor has little or no
incentive for the most efficient and expeditious contract performance. How-
ever, in the fixed-price area, when a contractor has no such profit guarantee,
contract performance must of necessity be both efficient and expeditious or
any originally hoped-for profit will be completely consumed by costs. Thus,
under fixed-price contracting, the contractor's incentives and his concurrent
risks are maximized.

The proposal's effect on subcontracts.--The manner and degree in
which the proposed cost principles would apply to subcontracting are not en-
tirely clear from the draft proposal. Nevertheless, its reference to 'the
use of cost principles and standards...in contracting and subcontracting”
(Par. 15-101) clearly implies a fairly extensive application.

In the vast majority of cases no privity of contract exists between
a defense subcontractor or vendor and the government--a point, incidentally,
upon which the government has frequently relied to its advantage in proceed-
ings before the Armed Services Board of Contract Appeals. This being true,
a cost-reimbursement prime contractor, bound personally by Section XV and with
his costs examined by reference thereto, may be placed in the situation of hav-
ing to Justify the costs of a subcontractor over which neither he nor the
govermment exercises any control. He might as a result be required to absord
a subcontractor's disallowances as well as his own. It seems to us also that
an already overpowering and very costly apparatus of contract administration
will be further enlarged and normal commercial relationships between contrac-
tors will be seriously disturbed.

We urge, therefore, if the proposed contract cost principles in
their present form are made a part of ASPR that they be amended specifically
to exempt from their application all subcontracts which lack privity with the
government.

The proposal's effect on terminations.~-In its present form the pro-
posed set of contract cost principles would apply to the allowance and dis-
allowance of costs in termination settlements. It would replace the considerably
more liberal set of special termination cost principles presently found in
Section VIII of the Armed Services Procurement Regulation.

It seems to us that this further evidence of insistence on rigid
application of the proposed cost principles in all "cost affected" areas em-
phasizes once again the spurious logic of applying them to all types of con-
tract price negotiations in the first instance. As we have already suggested
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in our discussion of the essential difference between fixed-price and cost-
price contracting situations, we think the logic of a general and unrestricted
application of the proposed cost principles is wholly illusory.

Rather obviously, a contractor is in no way to blame for a decision
to terminate its contract for the convenience of the government. The equities
of the situation seem to us to demand a more liberal treatment of accrued
costs than would be permitted under this proposal, and the fact that cost
principles now appearing in Section VIII of ASPR are, in fact, considerably
more liberal, would seem to indicate that this point has been recognized in
the past. Moreover, no justification has been offered for a failure to con-
tinue to recognize this.

The proposal's effect on the process of contract negotiations.--We
have already voiced our concern over the virtual certainty that adoption of
the proposed set of comprehensive cost principles would convert many, if not
most, fixed-price contracts into simple cost-reimbursement agreements. We
think this view is supported when one applies to the present proposal the
acid test of a practical contracting situation.

The contracting officer is directed by Section III, Part 8, of ASPR
to prepare some form of price analysis in every negotiated procurement. In
the absence of competitively established prices available to the contracting
officer, his fulfillment of this regulatory requirement customarily takes the
form of a demand on the contractor or prospective contractor for a cost analy-
sis of the proposed contract price. (This is borne out by the experience of
capital goods manufacturers who report an increasing volume of demands for
cost data with respect to negotiated fixed-price procurement together with a
concomitant increase in pre-contract audits of contractors' books and records.)

It is understandable that, in many situations, the govermment will
request pre-contract cost analyses. This is done on the basis that the con-
tractor's costs are a factor to be considered together with many other fac-
tors (ASPR 3-101) in determining a reasonable negotiated price.

Two important questions, however, are raised immediately--guestions
which are made more critical by the proposal now before us. First, are costs
as submitted by a fixed-price contractor in a pre-contract price analysis to
be judged by the ordinary standards of business or by an arbitrary manual of
cost allowance and disallowance? 3econd, assuming a pre-contract audit, what
form will that audit take and to what use would it be put?

The first of these questions answers itself when one examines the
present proposal.. The second, relating to the form of a military audit report,
has been described by one of the members of the Navy panel of the Armed
Services Board of Contract Appeals as follows:

"In other than cost-reimbursement contracts, the govern-
ment audit report is merely advisory and generally the
form of the report clearly segregates, in separate col-
umns, those costs which are accepted, those which are
guestioned, and those which are disallowed--so as to
permit proper examination at the contracting officer and
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Board levels in accordance with the cost principles
applicable to the particular type of contract involved."
(Underscoring supplied.)/2

This statement makes clear that advisory audit reports on contractor-
furnished data presently include an itemization of "unallowable" estimated
costs. To what extent such "unallowability" is presently based on ASPR
Section XV is not at all clear; if Section XV is now made directly applicable
to fixed-price contracts there can be no guestion as to the source of such
"unallowability.” Indeed, such advisory audit reports would probably serve,
under a broadly applicable set of cost principles, as the basis for uni-
lateral disallowance of expense items now proscribed by the proposed draft
of comprehensive cost principles.

Faced with an "advisory" audit report based directly on a revised
Section XV of ASPR--as here proposed--and which "advises' him that many of
the contractor's costs are "unallowable," can we expect our hypothetical con-
tracting officer to engage in the "exercise of sound judgment" which another
section of ASPR (Part 8, Section III) demands of him? As a practical matter,
we think his judgment will have been stultified by this development.

Thus, it seems tc us that the fictional character of the distinction
now sought to be drawn between the application of cost principles to fixed-
price contracts and to cost-type contracts (see page 6, supra) is amply il-
lustrated.

The proposal's effect on the "All Costs" concept.--Just as we believe
the adoption of this proposal would so circumscribe a contracting officer's
arez of discretion as substantially to deprive him of the exercise of any real
Judgment in contract negotiations, so do we think it would inevitably tend to
make unallowable under fixed-price contracts certain unquestioned costs of
doing business which are presently disallowed under cost-type contracts.

Consider once again the "advisory" audit report to our hypothetical
contracting officer who is directed by the regulation "to employ Section XV of
ASPR as the basis for the evaluation of cost information...Whenever such in-
formation becomes a factor in pricing, repricing, etc.,..." This means, of
course, that some thirty-odd specific elements of normal business cost are to
be regarded as unacceptatle and are to be disregarded in arriving at a con-
tract price.

The Institute has long obJjected to the arbitrary and categorical
disallowance under cost-type contracts of such items as advertising, selling
expenses, etc. We have thought such rejection economically unsound and, in
the long run, unwise from the standpoint of both govermment and industry. To
adopt the proposal for a comprehensive set of cost principles will compound
the direct subsidy to the govermment--and the corresponding disadvantage to
other customers of a government contractor--which such disallowance neces-
sarily requires.

2/ John Green, "Costing and Pricing in Contract Appeals Procedures,"
XVIII Federal Bar Journal, No. 2, April-June, 1958, p. 189.
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We repeat our suggestions of the past--which are set out in the
attachment to this letter--that, with minor exceptions dictated by law and
public policy, those portions of all legitimate and reasonable costs of doing
business properly allocable to government work should be reimbursed as proper
contract costs. We cannot but view with dismey a situation in which this
principle is to be all but obliterated in government contract work.

Specific Recommendations as to Applicability of the Present -Proposal
Summarized

1. That the draft of comprehensive contract cost principles
not be published in its proposed form.

2. That if the Department of Defense desires to pursue the
goal of a broadly applicable set of cost principles, that
it confine the publication of regulations in the area to
principles alone, as suggested on pages 1l and 12 of our
letter of December 16, 1957, copy attached.

3. That if a set of cost principles in the approximate form
of this proposal is to be published, that certain specific
exemptions be made to its applicability, as swmarized ve-
low:

(a) That contract cost principles be made specifically
inapplicable to (1) advertised contracts, (2) all
firm, fixed-price contracts, (3) all subcontracts
except those clearly involving privity with the
government, and (4) contract terminations. (As
a corollary we recommend that cost principles now
appearing in Section VIII of ASPR be retained for
application to contract termination.)

(b) That as to all other types of fixed-price contracts,
general principles only (enumerated in Paragraphs
15-100 through 15-203 of the proposed draft) as dis-
tinguished from that portion of the draft which is
a catalog of allowances and disallowances (15-204
"Application of Principles and Standards") be made
applicable to such contracts.

Application of Principles and Standards

The Institute has commented repeatedly in the past on the proposed
comprehensive cost principles' treatment of specific items of cost. We think
1t unnecessary to reiterate at length the arguments already advanced in prior
statements and, with that in mind, we are attaching an extra copy of our
statement of December 16, 1957.

We do want to acknowledge significant improvements which have been
made by your staff in the September 10, 1957, revision of the proposed cost
principles, particularly in such areas as executive compensation, research
and development, and the allowance of overtime costs. Important as those
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improvements are, we continue to believe that if the Department of Defense
deems it essential to publish a set of cost principles in substantially the
form here proposed, then its treatment of specific items of cost should be
further liberalized in accordance with prior recommendations in the attached

statement.

We should like once again to thank you, your staff, and your
associates for your courtesy, your patience, your understanding, and your
obvious personal concern with the resolution of this most important question.
May I assure you again of the Institute's desire to cooperate in any way
possible.

Respectfully yours,

Gty

7
Presi en

CWS:mo
Enclosure






B. Differences in specific items of cost

1.

2.

3.

h-o

Advertising e%ensa - (allow only advertising in trade
journals and "Help Wanted" advertising).

Indust Institutional and produet advertising should
be 'ﬁf;w%s a cost,

DOD: Institutional and product advertising are not neces-
sary to obtaining or performing fovernmment contracts, Only
advertiging in technical journals and "Help Wanted" advertise
ing are allowable,

Compensation for personal services - ("profit sharing" allowed,
stock options not allowed),

Industry: Bonuses, profit sharing plans and stock options
to employees should be allowed.

DOD:  Bonuses and proflt sharing plans are allowed if reason-
able, but not stock options,

Contributions and donations (disallowed) -

Industrys Allow reasonable contributions and donations as
costs,

DOD: They are not a cost of performing a Government cone
tract and are not allowed,

Interest ~ (not mllowed)

Indus The cost of borrowing money to perform a cone-
tract should be an allowable cost.

DOt Interest costs should not be allowed since allowance
of Interest as a cost would provide a preference for one
method of obtaining capital requirements over other methods
and, therefore, would provide an incentive for borrowing for
the performance of our contracts even where our case require.
ments could be met out of avallable capital. The extemnt of
capital requirements of ocur contracts should be considered
in the fixing of fess or profits,



B. Difference in specific items of cost -~ continued

5. Plant reconversion costs ~ (not allowed)

Indust Cost of reconverting a plant from military
to an production should be allowable,

DOD: Such costs should be charged to future operations.

6. Research and develomment costs = (allowed, but restricted)

Industry: Desires that product or applied research be
charged to all work.

DOD: Allow product or applied research only if the
Ooverrment is interested in the product being developed.

7. Training and education - (allowed, but restricted)

Industry: The contractor's regular training and education-
al prograns should be reimbursable, plus educational grants.

DOD: The cost princinles allow training and educational

expenses, but state in detail the limitations., BEducational
grants are dieallowed.

1 December 1958



COMPREHENSIVE CONTRACT COST PRINCIPLES

Cost Requiring Special Tests or Reviews

Made Unallowable Special Consider-

by Present ation Required by
Item ASPR Section XV ASPR Section XV

Bidding costs - -
Compensation for personal services - Yes
Future contingencies Yes -
Emergency depreclation or amortization - -
Use charge on fully depreciated assets - Yes=
Insurance - Yes
Costs of materials transferred between

plants or affiliates - Yes
Overtime, extra-pay shift and multi-shift

premiums - Yes
Pre-contract costs - Yes
Professional service costs . - -
Recruiting costse ‘ - -
Rental costs - -
Research and development costs Yes -
Royalties - Yes
Selling costs Yes -
Severance pay - -
Unad judicated taxes - -
Meeting or conference expense - -
Travel costs - -

1 December 1958




COMPREHENSIVE CONTRACT COST PRINCIPLES

Partially Unallowable Costs

Item

Advertising costs

Civil Defense costs

Depreciation on idle or excess facilities

Use charge in fully deprecliated assets

Fines and penalties

Insurance on lives of officers, partners or
proprietors

Patent costs

Reconversion costs

Costs of speclal benefits or emoluments
offered to new employees

Applied research and development costs

Accruals for mass or abnormal severance pay
Commissions and bonuses ,

Unrecovered true depreciation

Insurance

Deferred maintenance

Lease~back costs

Made Unallowable by
Prosent ASPR Section XV

Yes

Yes

Yes
Yes

]

1 December 195R




COMPREHENSIVE CONTRACT COST PRINCIPLES

Unallowable Costs

Made Unallowable by

Item Present ASPR Section XV

Bad debts Yes
Stock options -
Historical contingencies Yes
Contributiong and donations Yes
Entertainment Yes
Excess facility costs -
Interest Yes
Bond discounts Yee
Costs of financing and refinancing Yes
Legal and professional fees paid in prepara-

tion of prospectus Yes
Costs of preparation and issuance of stock

rights Yes
Losses on other contracts Yes
Organization costs Yes
Reorgani zation costs Yes
Costs of raising capital Yes
Legal, accounting and consulting services

(of certain types) Yes
Federal income taxes Yes
Taxes in connection with financing, refinanc-

ing or refunding Yes
Speclal assessments
Losses from sales or exchanges of caspital assets Yes
Contingent fees for securing government orders Yes

1 Decembar 1958




COMPREHENSIVE CONTRACT COST PRINCIPLES

Jenerally Allowable Costs

Made Allowable by

Item Present ASPR Section XV
Bidding costs -
Bonding Costs Yes
Campensation for personal services Yas
Normal depreciation Yes
Employee morale, health and welfare costs -

Food services and dormitory costs
Fringe benefits
Labor relations costs

Insurance -
Maintenance and repair costs Yes
Manufacturing and production engineering costs Yes
Material costs Yes
Overtime and shift premiums Yes
Patent costs Yes
Plant protection . Yes
Precontract costs -
Professional service costs -
Recruiting costs Yes
Rental costs -
Research and development costs -
Royalties Yes
Service and warranty costs -
Severance pay -
Special tooling -
Taxes Yes
Trade, business, technical and professional

activity costs -
Training and educational costs -
Transportation costs -
Travel costs -

1 December 1958



COMPREHENSIVE CONTRACT COST PRTNCIPLES

Criteria for Allowability

Criteria for determining allowability of individual items of cost
includes

a. Reasonableness

b, Allocability

ce GOenerally Accepted Accounting Principles

d. 8ignificant Deviation From Contractor's
Established Practices

e. Limitations Specifically Stated in The
Contract Cost Principles

Reasonableness

PRUDENCE is the acid test of reasonableness, The NATURE and AMOUNT
of the cost to be allowable must be that which would result from the judgment
of an ordinarily prudent person in the conduct of COMPETITIVE business.

Additional tests of reasonableness for consideration are:

a, fenerally recognized as ordinary and necessary
performance.

b. Am's length bargaining

¢. Legal restraints

d. Specific contract terms

Allocability

REIATIONSHIP to the contract is the acid test of allocabllity., A cost
is allocable, hence allowable, if it is ASSIGNABLE or CHARGEADLE to the work,
In other words, allocability means that the cost is "necessary for or inci-
dental to" the performance of the contract,

AMOUNTS chargeable, or allocable, must be in falr proportion to the
benefit received by the contract from the NATURE of the cost incurred (i.se.
a proportionate share of the president's salary).

Oenerally Accepted Accounting Principles

Classification as DIRECT or INDIRECT costs or as credits to a contract
may follow any generally accepted accounting principle or practice that is
appropriate to particular circumstances.

1 December 1958




DRAFT
9 Dec 58/amM

COST PRIRCIPLE FOR RESEARCH AND DEVELOPMENT

1. Basic research, for the purpose of this regulation, 1s that type
of research which 1s directed toward increase of knowledge in =cience. In
such research, the primary aim of the investigator is a fuller knowledge
or understanding of the subject under study, rather than any practical
application thereof. Applied resesrch, for the purpose of this regulation,
consists of that type of effort which (1) normally follows basic research,
but may not be severable from the related basic research, (2) represents
efforts to determine and axpand the potentisglities of new scientific dis-
ooveries, and techniques, and (3) represents efforts to "advance the state
of the art." Applied research does not include any such efforts when their
principal aim is the dasign, development, or test of specific articles or
services to be offered for sale, which are within the definition of the temm
development as herelnafter provided.

2. Development is the syestematic use of sclentific knowledge which
is directed toward the production of, or improvements in, useful products
to mest specific performance requirements, but exclusive of mamifacturing
and production engineering.,

3. A contractor's independent research and development is that
research and development which is not sponsored by a contract, grant, or
other arrangement.

L. A contractor's costs of independent research as defined in (1)
and (3) above shall be allowable as indirect costs (subject to paragraph (8)

below), provided they are allocated to all work of the contractor.




5. Cost of contractor's independent development, as defined in
paragraphs (2) and (3) above (subject to paragraph (8) below), are allowable
t0 the extent that such developmsnt 1ls related to the product lines for which
the government has contracts, provided the costs are reasonable in amount
and are allocated as indirect costs to all work of the contractor on such
contract product lines. In cases where a contractor's nomal course of
business does not involve production work, the cost in independent development
is allowable to the extent that such development is related and allocated as
an indirect cost to the field of effort of government research and development
contracts.

6. Independent research and development costs shall include an amount
for the ebsorption of their appropriate share of indirect and administrative
costs, unless the contractor, in accordance with its accounting practices
consistently applied, treats such costs otherwlse,

7. Research and development costs (including amounts capitaliged),
regardless of their nature, which were incurred in accounting periods
prior to the award of a particular contract, are unallowable.

8. The reasonableness of axpenditures for independent research and
devel opment should be determined in light of all pertinent consideratiocns
such a8 previous contractor ressarch and development activity, cost of past
programs and changes in science and technology. Such expenditures should
be purauant to a broad planned program, which is reascnable in scope and well
managed, Such expenditures should be serutiniged with great care in
comection with contractors whose work is predominantly or substantially

with the goverrment., Advance agreements as described in ASPR 15-204.1(b),




are partioularly important in thie situation, In recognition that cost
sharing of the contractor's independent research and development program

may provide motivation for more efficient accamplishment of such program,

it is desirable in some cases that the government bear less than an
allocable share of the total cost of the program. Under these circoum-
stances, the following are among the approaches which may be used

as the basis for agreement: (i) review of the contractor's proposed research
program and agreement to accept the allocable costs of specific research
projects; (ii) agreement on a maximum dollar limitation of costs, an allocable
portion of which will be accepted by the (overnment; and (iii) agreement to
accept the allocable share of a percentage of the contractor's planned

research program.




ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

December 31, 1958

MEMORANDUM FOR THE ASSISTANT SECRETARY CF DEFENSE (COMPTROLLER)
sy THE ASSISTANI SECRETARY OF THE ARMY (LOGISTICS)
o THE ASSISTANT SECRETARY OF THE NAVY (MATERIAL)
THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL)

SUBJECT: Contract Cost Principles

As you are aware, our staffs have been re-svaluating our previous
draft of the contract cost principles in the light of the strong protests
lodged by industry at the 15 October 1958 meeting and in subsequent
correspondence, The attached memorandum contains the results of this
staff analysis and contains much food for thought as to our final
resolution of this matter., While I am not necessarily in agreemsnt with
8ll of the recommendetions contained in this report, I think that it
provides a basis for our further disecussions, I would like to meet with
you upon my return to Washington in early February for the purpose of
formlating a recommendation to the Secretary of Defense,

PERKINS McGUIRE
Assistant Secretary of Defense
{Supply and Logistics)

1 Incl
Memo to ASD (S&L
29 Dec 58 R
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS

CR

29 December 1958

-

MEMORARUUM FOR THE ASSISTANT SECRETARY (F DEFENSE (SUPPLY AKD LOGISTICS)
SUBJECT: Contrast Cost Principles

l, At your direction, I have held mmercus meetings with representa-
tives of the Military Departmsnts and the Assistant Secrstary of Defense
(Comptroller) to econsider the sontract sost principles in the light of
the strong protests which have been received from industry., Our objec-
tive has been to take a fresh leok at the entire philosophy underlying
our past efforts to develop a so-called comprehensive set of cost
principles, Additionally, we have reviewed the individual items of costs
and our recommendations in this regard are set forth herein,

2. Separate meetlings were held en the research ani development
principle with additional repremaentatives of the Military Depariments
and this office who are concerned directly with ths Department of Defense
research program, We have sgreed on a substantisl revision of eur pre-
vious draft of this principle and this new draft has been sent to the
various Assistant Secretaries for an expression of their views,

3. There is attached, as Tab A, a revision of certain portions of
the cost principles. These changes are summarized as follows:
o

A. Title, Changed to “"Contract Cost Principles and
Procedures®, This change is msde to ecunter the industry
claim that we have included procedursl and instructional
type material in addition to “principles", V¥We feel that
the dstail which 4is included i3 the minisum necessary for
proper administrstien,

B. Advance Undars 8, This principle has been shanged to
eslearly indicate $hat "The absance of such an advance agree-
ment on any elemsnt eof ¢ost will met, in itself, serve to
make that element sither allowable or unallewable®, Addition-
ally, we have segregated the items for which advance under-
standings are ®*normally essential” from those where agreements
ars "pormally appropriate®,




C.

F.

G

Direct Coztinz, VWe recommend sertain technisal shanges
in this principle to take eare of 2 corcept which was

insdvertently emitted and to svoid duplication of sharges
undar sertsin sireumstances.

Advertising, This principle has been liberaliszed seasvhat

cost of sahibits sponeored hy the Govermmsnt
a* wvall en sdvertising fer searve materials eor dispesing
of sorep or surplus materisls,

Contributiens and Donations, We have made a subsntantive
ehange in %his primeiple to allew the costs of resasonadls
sontribations to sstablished nonprofit sharitable organisa-~
dionn. It is our fealinz that iminstry fully substantiasted
this type of eost as an umavoidable expanse, We do not
belisve thet we have opensed “Pandora's box™ and, further,
we feel that ne insurmeuntable problsme of administration
will be entountered,

The Air Foree representative does mot concur in the
sbove recommendaticn feeling that, as propesed, this
prineiple would epsen the door to further deasznds by
industry, es well as lesd to sbuses and ecomplex administra-

tive pl‘dbl“o

Interest, While we recommend that interest costs remain

ls, we propose an sdditien to ASPR 3-808.}4 to
indicate that the sxtent of a contrsstor's total investaent
in the performance of the contract will.be taken into
consideration in the fixing of the mmcunt of the fee or
profit,

Plant Reconversion Costs, This prineiple has bean
liberalized to allew additionsl cests by mitual agreemsnt
where equity so distates in special ocircumstanves,

Rental Comsts, Thie priceiple has been liberalised %o
Tneiude Smarket eonditicns in the srea” as & test of
reasonahlensse of rental sests,

L. I s= attaching es Tek B, s suggested revizien of the compensation
principle. The sbjective of Shis revision is %o recognise that 4n the
determination of she ressonablensss of total sompensetion, veatresting
officers, as a practicel matter, een ely cops with the uwnreascnabls er
out of line sitaation, Since thie i3 true, it is felt that we zshould
inject meme flaver of this appressh inte sur sest prineiple te assist
sontracting officers in an extremsly diffisult area ef contract sdainis-
tration. The submtance of this revieion is currently contalned in
paragreph 5h=-905 (a) ef the Air Foree Procurement Instructions,



5. We have spent most of

flavor of pricing by formula., Presurement psrsonnsl eof all of the
Daspartasnte are apprehensive lest sentraeting cfficers use the cest
principles as a crutch to aveld eriticisa, to ths detrimsnt of eur
generally secepted priecing philesophy. They have maintained, as did
industry, thet this will be the inevitable result of cur previsus approsch
regardless of eur intent to the sontrary.

Our pvarall analysis of the specifie items of cost ar now
recosnsnded is that they sre falr and eguiteble for strict application te
cost type sontresie., In reviswing any of the wpecific itams of cost, we
are nscessarily primarily concerned with respect te their allowsbility
in the risklees sest type sontrast, Ue fesl that we should be more
eonservativs, more detailed, and more specific in this type of scoatrect
than in those of the fixed-price typs.

The need for tost analymis with respoct to fixed-price type
eontracte varies in a broad epestrum, In the finmel priecing of fmoentive
eontracts, major reliance must be pleacad on eosts, In redetermingble
type eontractz, we are gensrally loeking abead and, while cozt analysis
is an important factor in establishing fair snl ressonabtle pricss, 4t
mst be used judicisusly and mot slavishly, In firm fixed-price eontrects,
the use of eost anslywis end the detail : '
ecale., 4s we endsavor to fit a given sst of eost prineiples, tailered

;
é
i

cmtrmungmlmithimm'
and our pricing technigues will be lowd,

Ve kave previomusly besn guided and inflaenced by the truism that
g eont 15 & soat regardiess of the type of contrast™, e de

issue with this generality; hewsver; to give uffest o this prirsiple
tends to reeult in s detailed evaluation of evets in most instanses. This
motivation for specificity 4in the evalunation of a price will insvitably lead
to foermula prieing., There are many sitoations in which we nesd be concerned
only with the general level of estimeted sosts and secondarily with the
types of coete included 4{n the sstimate,




¥We have stated yespaatedly in ASFR that the negotiation of a fair
and reasonsble price requires the exsrciss of good businees judgment. The
sxercise of this jJudgment requires flexibility 4in the megotiation process
to concentrate on the major elcments of a prise. HNHegotiation Lmplies end
denands & glve and taks spprosch so as $e arrive at a mwally
fair and reascasbls price, In this stmssphare of give aad taks (et
sfdsmant dictation by sas party to the negstiation) it is ewsential that
the Governmant negetister be provided with the flexibility to vesognise
the validity of a eontrastor's requests with vespect to any doment of
sost in return for a mere advantagesus sencession by the ssatraster mith
respect to another elsment af the priss.

The sbservations set forth abeve are not wew. They szre the
basic and inherent prodleas which have prevenied an sasy yusulution te
this quastion ever the pest few ysers. If the primsiples are lsmued
with their spplicability ss set forth in the 21 August 1958 draft, we
san lock forward to contimmed and vieolent dissgreement with indaxiry,

We san foresee futurs misundarstanding on the part of sontrasting officers
&t they endeavor to reconcile the spplicability of the eest prineiples
with the pricing techniques ef ASFR Seetion II1, Pari 8. Ve san expect
pressure toward foermula pricin: emsnating freom reviewing autherities such
g the Jeneral A¢counting Office,

In meny respects, we find ourzelves bn the horne of a dilemza,
Some mewbare of the working greup strongly advocated e somplete separation
of 211 fixed-price type scantrassts fyca any tie-in with the scost principlee,
They would ereste a soparate part in Sestion XV to cover fixsd-price type
conirsctes in which ths primciples would pot be used as a “guide® since
previous experisnce in weing the firesent Section XV, Part 2, a8 & guide in
pricing fixede-price contracte had resalted in fermls pricing. The
majority, howsver, while eemsurring in the somept of a separate part for
fivod-price sentractes, believes that sinoe ecet analywis is an important
factor in pricins many fixed-price sontracts, we need to mtabte that the
eost principles will be wsed "t0 provide gensral guldsnoe” fn the pricing
of suzh eontracts, While recognising that even this latter tie~in to the
principles runs the danger of some fermala pricing, it i» recommendsd here
as & middle greund whish affers the best acocosmodation of the many conflict-
ing pointe ef view which sre favelwed,

#hile we have redrafted the Applicadility Seotion many times,
we are nol sble to present s fully sssrdineted new €raft st the prezent
time. Tab C, attached, sppears %o offer ths moet practisal salutien,
It is fummished hereuwiti: to serve as Wae beais for future discussisms of
the basie poliny questions mnderlying e resolutien of this d&ifficuls
problea,




The representative of ths Assistant Besrstary eof Defense (Comptroller)
doss not concur with the views expressed berein., It iz his view that to
the extent costs ars a factsr in pricing, thay should be eveluztod on &
anifors basis regardless of the typs of contrect involved. He believes
that the present proposal is ineonsistent with the polisy previously
sntablished after therough sonsideration st the highost levels within the
Departasnt, and that the Applisebility seetiocn sembained in the 21 August
1958 draft, with csrtair minor revisiens, shonld be retained,

4, M. MALLOY
8dr, 8C, USH
Staff Director, ASIR Bivisien

3 Inels
1. Tab A
2, Tgb B
3. Ted C




12/9/58

TITLE OF SECTION

In order to avold the charge that ASPR Sec., XV is not "Cost Principles"
a8 the present title would indicate, we recommend that the title be changed
to "Contract Cost Principles and Procedures.,"

ADVANCE UNDERSTANDINGS

Modify 15-20L.1(b) of the 21 August draft to read as follows:

", seSuch agreement may be initiated by contracting officers individually or
jointly for all defense work of the contractor, as may be appropriate, Any
such agreement should be incorporated in cost-reimbursement type contracts

or made a part of the contract file in the case of negotiated fixed-price
type contracts, and should govern the cost determinations covered thereby
throughout the performance of the related contract, The absence of such an
advance agreement on any element of cost will not, in itself, serve to make
that element either allowable or unallowable, However, the nature of certain
costs is such that advance agreements are normally essential, These are:

(1) pre-contract costs (ASPR 15-20L.2 (dd));
(i1) royalties (ASPR 15-20L4.2 (33));
(ii1) travel costs, as related to special or mass personnel
movement (ASPR 15-20L4.2 (s5)(5));

Examples of others for which such agreements are nomally appropriate, though
not essential, are:

(iv) use charges for fully depreciated assets (ASPR 15-204,2 (1)(6));
(v) compensation for personal services (ASPR 15-20L4,2 (£));
(vi) deferred maintenance costs (ASPR 15-204,2 (%)(1)(ii));

(vii) research and development costs (ASPR 15-20L,2 (ii)(6%§

(¥1iii) selling and distribution costs (ASPR 15-20L,2 (kk)(2

s and
.R

DIRECT COSTING

In order to take care of a concept which had been inadvertently omitted
and to avoid duplication of charges under certain clrcumstances, we recommend
addition of the following sentence at the end of 15-202(a):

15-202(a) Add:

"When items ordinarily chargeable as indirect costs are charged to Government
work as direct costs, the cost of like items applicable to other work of the
contractor must be eliminated from indirect costs allocated to Govermment work,"

1 TAB A
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ADVERTISING

15~20L.2 Listing of Costs.

(a) Advertising Costs,

(1) Advertising costs include the cost of advertising media
and corollary administrative costs, Advertising media include magazines,
newspapers, radio and television programs, direct mail, trade papers, outdoor
advertising, dealer cards and window displays, conventlons, exhibits, free

goods and samples, and sales literature, The followlng advertlising costs are
allowable:

(i) Advertising in trade and technical journals,
rovided such advertising does not offer specific
products or services for sale but is placed in
journals which are valuable for the dissemination
of technical information within the contractor's
industry; and

(11) help wanted advertising, as set forth in (gg) below,
when considered in conjunction with all other
recruitment costs.

(1ii) costs of participation in exhibits sponsored by the
Government for the purpose of developling mlilitary
applications of products,

(iv) advertising relating to accomplishment of the
contract mlssion for the purpose of obtaining
scarce materials or equipment, or disposing of
scrap or surplus materials,

(2) Except as provided in (iii) and (iv) above, all advertising
which offers products for sale is unallowable,

CONTRIBUTIONS AND DONATIONS

Reasonable contributions and donations to established nonprofit charitable
oganizations are allowable provided they are expected of the contractor by the
comunity and it can reasonably be expected that the prestige of the contractor
in the community would suffer through the lack of such contributions.

The propriety of the amount of particular contributions and the aggregate
thereof for each fiscal period must ordinarily be Judged in the 1light of the
pattern of past contributions, particularly those made prior to the placing
of Government contracts., The amount of each allowable contribution must be
deductible for purposes of Federal income tax, but this condition does not,
in itself, justify allowability as a contract cost,

2 TAB A
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INTEREST ON BORROWINGS

Proposal: Maintain unallowability of interest as a COST, but revised profit
poIicy appearing in ASPR 3-808.h4 by adding a new subparagraph (d) and
relettering the remaining subparagraphs. The inserted paragraph will read:

*"d, Extent of the Contractor's Investﬁént.

The extent of a contractor's total investment in the performance of
the contract will be taken into consideration in the fixing of the amownt of the
fee or profit.#

PLANT RECONVERSION COSTS

(cc) Plant Reconversion Costs. Plant reconversion costs are those
incurred in the restoration or rehabilitation of the contractorts facilities
to approximately the same condition existing immediately prior to the
commencement of the military contract work, fair wear and tear excepted.,
Reconversion costs are normally unallowable except for the cost of removing
Government property and the restoration or rehabilitation. costs caused by
such removal. However, in special circumstances where equity so dictates,
additional costs may be allowed to the extent mutually agreed upon.
Whenever such costs are given consideration, care should be exercised to
avoid duplication through allowance as contingencies, as additional profit or
fee, or in other contracts,

RENTAL COSTS

(hh) Rental Costs. (Including Sale and Leaseback of Facilities).

Revise paragraph (1) of the principle to read as follows:

(1) Rental costs of land, building, and equipment and other
personal property are allowable if the rates are reasonable in light of
such factors as market conditions in the area, the type, life expectancy,
condition, and value of the facllities leased, options available, and other
provisions of the rental agreement, Application of these factors involves
along with other considerations comparison of rental costs with costs which
would be allocable il the Tacilities were owned by the contractor,

3 Tab A
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SONPENSBATION

A, To take sare of the gigantic preblem imcident e an examinstion af ALL
compensation plans, shange paragraph (b) s follews:

®b, Compensation is resseachle to the axtent that the tetal saocunt
paid or socrusd iz commensurste with sonpensation pald under the
tontracior's ssteblished policy and gonforms generzlly te sompenss~
tion paid by other centrastors of the same ®: isp, in the same |
industry, er in the seme geographis area, for similar services,
In the sdministration of this principle, it is recognised that

not every comperwaticn eanse msed be subjected in dstail to the

sbove tests, Buch tests messd bo spplied enly to those sases in

which @ gemsral review reveals smounts or Lypes of ecmpemsation

which appear unreasoisble or stherwise out of line. Nowever,

certain conditions give rise %0 the weed for special censiderstion
and possible limitation es to allommbility for eontrast cost
purposes where smounts appesr axoessive. Among such genditionw
are the fellowing: ete,"

B. Take cars ¢f the past wervice pension eredit problem by deleting the
phrase "for servicss eurrently rexdered™ frem 15-20L.2(F)(6)s, and insert
at the beginning of paragraph b{i):
"Except for pest service pension sests, it is for services
rendered during the contrast peried.n



Part 7 - Fixed-Price Type Contraste

15-700 Scope of Part, This Part sets ferth the guidsliines to be
used for the evaluation of eosts in megotiated fixzed-price type contrscts,

including terminations thereef, in those inrtances where such evalustioen

is recuired te establish wrices for such eontracts. "Fixmed-prise typs"

eontractes include, for purposes of this Part, the fellewings
(1) firm fixed-prise sontrssts (ASPR 3-403.1)
(14) fixed-price sontrestie with ewcalatien (ASFR 3-k03.2)
(114) fixed-price eontracts providing fer the redetermination
of prise (ASFR 3-403.3)
(1v) fixed~pries insentive sontracts (ASFR 3-403.k)
(v) nen-gost-reimburesbls periion ef tims and materials
oontrasts (ASPR 3-h05.1)
15-701 Basic Considsratiom. (a) Under fixed-price type csntrests,
prices, net separats slementz sf sost plus profit, are to be negotiated.

A negotiated price is the basis fer paymeat %0 a eoatrsctor under fixed-
price type centraste; allowmbls costs are the basis for reilmburssment
undsr gomt-reimbursemsnt type contrssie. Acsordingly, the pelicies and
procedures of ASFR S8ectien III, Part 8, are governing and shall be followed
in the negotiation of fixed-price typs somtracte.

(b) As recegnized in ASFR Section III, Part 8, there are within
she fixed-price types eategory of ecentrects esertain situstions, e.g.,
fneentive anxi redeterminable contrests, in which ceste are a significant
festor in the negotiation of pricese. In seech situstions, sosts mst be

wixil tted by sontractors, evaluated by the Govermsent, and used as

b § TAB C



spprepriate in negotiating fair and ressomsbie prices, iHowever, since
the basis objestive, even in thess situatioens, 13 the nsgotiation of a
prise rather tham the determinatisa of sllowables and unallowable coste,
the use of eesd prinsiples must W flexible,

15-708 Cest Principles end Their Uve, (a) when, pursuant te

ASFR 15-701, ¢csis sre te be comsidered in fixed-prise type contraets,
Section XV, Fers 2, shall be ussd to provide gensral yuidance in the

congideration of ceed data in conjumetion with othar pertinent
comsiderations as sed forth more fully in ASPR Sectien ITI, Part 8, required
te establish a fair and reasonsble price.

() In using Part 2 of this Section XV for general guidancs,
contrasting officers are ned necessarily required to evaluate specifically
each individusl item of coed (o8 18 required for cost-reimbursement type
contracts) in establishinmg u pricej nor shall they be required, in mube
stantiating or Jusiilying a negotlated price, to sxplain the treatment
sceorded each sueh item of cost, Notwithstanding the abowve, acentraciing
of ficers are required te fully subestantiate ard Justify any negotiated
price. (Sea ASFR 3-811),



ETGHTY-SIXTH CONCRESS
HOUSE OF REPRESENTATIVES
COMMITTEE ON ARMED SERVICES
SUBCOMMITTEE FOR
SPECTAL INVESTIGATIONS

Monday
February 9, 1959

Hon. Perkins McGuire
Asslstant Secretary of Defense
(Supply and Loglatics)
Department of Defense
Washington 25, D, C.

Dear Mr. Secretary:

The subject of Section XV, Armed Services Procurement
Regulations, concerning cost allowances on Department of
Defense contracts is, again, on the agenda for this Sub-
commi ttee,

The staff has been informed of your interest and actions
on the subject, from time to time,

As you must realize, the lack of Regulations over a
period extending from 1953, to say nothing of the lack of
uniformity among the Service Departmenta in their treatment
of contractors during this perliod, has been a proper and
continuing concern of this Subcormittee,

Now we are upon a new fiscal year and, so far, no answer
or definitive policy has been laid down.

A reputable news agency has advised the Subcommittee that
its information is that the Department of Air Force has
directed the allowance of executive boruses and pensions as a

owance under existing price redeterminable and
incentive-type contracts.

I am unable to answer this inquiry; and I, therefore,
solicit your advice as tor

1. The status of the proposed cost allowances and
revision of Sectlon XV, Armed Services Procurement Regulations,
and



axtent of competitive pricing, and the contractor's
record for efficiency, economy and ingemuity, as well as
svallable cost estimates. Fe must be free to bargain
for a total price which equitably distributes the risks
between the contractor and the fovermment and provides
incentives for efficiency and cost redustion, In
negotiating such a price, it iz not possible to identify
the treatment of specific cost elmments since the bargaining
i3 on a total price basis. Thus, while cost data ig often
a valuable aid, it will not contrel negotiation of prices
for work to be performed in the future, e.g., negotiation
of a fim fixed-price contract, an intermediate price
revision covering, in whole or important part, work which is
yet %o be performed, or a target price under an incentive
contract. '

15-702 Cost Prineiples and Their Use. When, pursuant to ASPR 15-701,
costs are to be considered in the negotiation of fixed-price type contract,
Section IV, Part 2, shall be used as a gulde in the evaluation of cost dats
required to establish a fair and reasonable price in conjunction with other
pertinent considerations as set forth more fully in ASPR Seetion ITI, Part 8.

(b) whenever an occasion arises in which acceptabllity of a specific
item of cost becomes an issue, Sectiom XV, Part 2, will serve as a gulde for the
resolution of the issue.

(e) In applying Part 2 of this Section XV to fixed-price contrscts,
contracting officers will: (i) not be required to nagotiate agreement on sach



individeal element of costy and (i1) be expected to use their judgment as to

the degroe of detall in which they consider the individual elements of cost in
arriving at their evaluation of total cost, where such evaluation is appropriate.
However, the negotiation record should fully subetantiate and justify the
reasoning leading to any negotiated price.



DRAPT - 18 Feb 1959

Part 7 - Fixed-Price Type Contracts

15=700 Scope of Part. This Part sets forth the guidelines to be

used for the evaluation of costs in negotiated fixed-price type contractas
and subcontracts, including teminations thereof, in those instances where

such evalustion is required to establish prices for such contracts.

"Fixed-price type" contracts include, for purposes of this Part, the followinm
(L) firm fixed-price contracts (ASPR 3-403.1)
(1i) fixed-price contracts with escalation (ASPR 3-403.2)
(111) fixed-price contracts providing for ﬁm redetermination
of price (ASPR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3-403.L)
(v) non-cost-reimbursable portion of time and materials
contracts (ASPR 3-405.1)
15-701 Basie Considerations, (a) Under fixed-price type contracts,

the negotiated price is the basis for payment to a contractor whereas
allowable costa are the basls for reimbursement under cost-reimbursement
type contracts, Accordingly, the policies and procedures of ASPR Section
III, Part 8, are governing and shall be followed in the negotiation of
fixed-price type contracts. Cost and accounting data may provide guides
for ascertaining falr compensation but are not rigld measures of 1it.

Other types of data, criteria, or standards may fumish equally reliable
guides to fair compensation. The abllity to apply standards of business
judgment as distinet from strict accounting principles is at the heart of o
negotiated price or settlement.




(b) imong the different types of fixed-price type comtracts,
the need for consideration of costs varies considerably as indicated belown

(1)

(11)

Restrospective Pricing and Settlements. In negotiating
fim fixed prices or settlememts for work which has been

camploted st the time of megotiation (e.g., final negotia-
tions \nder fimed-price incentive contmcts, redetermina-
tion of price after completion of the work, or nepotiation
of a settlemant agreement under a contract terminated

for comvenience of the Govermment), the treatment of

costs is a major factor in arriving at the mmount of the
price or settlement, However, even in these sitnations,
the finally agreed price or settlement may represent
scmething other than the sum total of acceptable costs,
sinoe the final price sccepted by each party does not
necessarily reflect agresment on the evaluation of each
element of cost, but rather a final resclution of all
issues in the negotiation process.

Forward Pricing. The extent to which costs influence

forvard pricing varies greatly from case te case. In
negotiations ecovering future work, actual costs cammot be
known and the importance of cost estimates depends on
the circumstmeess. The contracting o"ficer must consider
all the factors affecting the reasonableness of the
total proposed price, such as the technical, production
or financial risk sssumed, the complexity of work, the

15




CONTRACT COST PRINCIPLES

ARMY POSITIONS

The new proposals made by the Special Working Oroup and sub-
mitted to the Materiel Becretaries, by memorandum from the
Aszistant Secretary of Defense (Supply and Logistics) dated 31
Decembar 1956, have been coordinated within the Ammy and the
recommended Army positions are set forth in Tabs C 1 through C 10
as follows:

Cl -~ Title

C 2 = Advance Understandings
C3 =~ Direct Costing

CL ~ Advertising

C 5 - Contributions

C 6 = Interest

C 7 ~ Flant Reconversion
CB8 - Remtals

c9 Compensation

C 10 - Applicability




Hon. Perkins McOuire -l February 9, 1959

2. The fact or falsehood of the query put to me, as
Chairman of this Subcommittee, by our inquirer.

Sincerely vours,

(Signed)
F, Edw Hebert
Chei rman



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE

Supply and Logistics September 7, 1960

Dear Admiral Boyle:

Your letter of 8 July asks for our response to nine specific questions
relating to the application of ASPR 15-205.35, covering allowabllity of a
contractor's independent research and development costs, 1n light of the
provisions of ASPR 15-107 which provides for an advance understanding on
particular cost items (including research and development), and DOD Instruc-
tion 4105.52 which provides for uniform negotiation of such costs and estab-
lighes an Armed Services Research Specialists Commlttee to provide sclentific
and technlical aedvice in connectinn with the negotiation.

At the outset a brief analysis of the documents cited may facllitate
an understanding of the problem.

ASPR 15-205.35 allows a contractor's independent research and develop-
ment expenses on the basls specifically described. It indicates that ad-
vance understandings are particularly lmportant with contractors whose
work 1s predominantly or substantially with the Governmment. General gulde-
lines as to the reasonableness of this cost item are included and seversl
alternative techniques are provided for use in those situations where 1t
1s determined that the cost is unreasonable and, hence, the Government
should not bear its full allocable share of the total research program.

DOD Instruction %4105.52 makes provision for the negotiation of con-
tractors' independent research and development costs by a single military
department when (i) the research and development costs are substantisal,
(11) a substantial portion of the contractor's business 1s with the Depart-
ment of Defense, and (iii) the contractor's defense work involves contracts
with more than one mllitary department. The Instruction also esteblishes
the Armed Services Research Speclalists Committee and assigns to the Com-
mittee the mission of providing, when requested, advice to the sponsoring
depaxrtment on the sclentific and technical factors which influence the
extent to which the independent program should be supported.

Now we will respond to your specific questions.

1. Question 1 presumes that the Armed Services Research Specialists
Committee will negotiate advance understandings. As stated above, the
negotiations of research costs will be undertaken by the military depart-
ments rather than by the Research Speclalists Commlttee. While the recom-
mendations of the ASRSC will necessarily be advisory in nature, they will,
nevertheless, be glven great weight by the military departments.



The second portion of the guestion has to do with whether the nego-
tiation procedures are available (&) to any contractor who desires to
recover research and development expenses, or (b) who also does business
with more than one department. It will not be necessary for all contractors
who desire recovery of lndependent research and development expense to be
considered under the procedures established by DOD Instruction 4105.52.

Thus, where a smgll amount of cost is involved, elther because of the size

of the research and development progrem or due to the minor amount of defense
contracts, or where g contractor is dealing only with one Department, it will
usually not be feasible to utilize the centralized negotiation procedure.
However, s contractor who is dealing with more than one military department
and who particwlarly desires to negotiate a centralized advance understanding,
notwithstanding the amount of cost involved, will be accommodated to the
extent that the current workload will permit. A contractor who is dealing
with only one department, but with several different activities within the
one department;, may request a centralized negotlation within the department,
the results of which will be used throughout the department.

2. This question asks whether the dollar volume of contracting deter-
mines whether a contractor will negotiate centrally and inguires 1f there
are additionel factors which suggest the need for such negotiation. The dol-
lar volume of contracting, as such, is not significant; however, the amount
of independent research and development expense allocable to defense work 1s
an lmportant criterion. Additlonal factors are whether a substantial portion
of the contractor's business is with the Department of Defense and whether
the contractor's defense work involves contracts with more than one mllitary

department.

3. This question asks if contractors who will participate in the
centrallzed negotiation of research and development expense will be limited
to those who negotiate final overhead rates on a centralized baslis. The
centralized negotiation of research and development expense will not be
restricted to those who centrally negotiate f£finsl overhead rates. Advance
understandings reached by the research and development negotiators will of
course be utilized during the negotiation of final overhead rates.

L, This question asks the role that Govermment scientific and techni-
cal personnel will play in negotiating advance understandings in the research
and development areg. The Armed Services Research Specialists Committee will
review, when requested by the negotiator representing the sponsoring depart-
ment, the independent research and development programs of defense contractors
and will determine whether there has been an adequate segregation between the
. 1ndependent research and the independent development programs. Additionally,
the committee will report and meke recommendations directly to the sponsoring
department on the scientific and technical factors affecting the basis or
extent to which a contractor's independent research and development program
should be supported. In carrying out its responsibilities, the committee
will utilize, where appropriate, the services of other research specialists.



5. This question asks whether the military departments will "control"
& contractor's lndependent research and development program. Our approach
is concerned only wlth the problem of cost allowability end not "control."
When the cost of a contractor's independent research and development program
is found to be "reasonable”, there is no question of "control" involved. Of
course, when & determination is made that a contractor's proposed program is
not reasonsble and, hence, the full allocable portion will not be allowed,
there is a measure of control being exercised. This type of countrol, however,
is oriented toward the reimbursement of costs under Defense contracts. Any
contractor 1s obviously free to pursue any type or level of research at hls
own expense. The provision meking independent develcpment costs allowable
only on the basls of a showing of relationship of such costs to the product
lines for which the Government has contracts might be considered a type of
control. However, broad control of the contractor's independent resesrch
and development program is not intended.

6. ' This question asks if a distinction will be made between contractors
whose buslness is primerily commerclal as sgainst those whose business 1s
primerily Government. The mlix of Government and commercial business is an
Importent considerstion in connection with the evaluation of many elements
of cost and will be particularly so in counnection with research and develop-
rment costs. We have found it necessary to scrutinize costs with more care
in connection with conbtractors whose work is predomlnsntly or substantially
with the Government. However, the same tests of reasonableness will be
gpplied in each instance and the mix of government and commerclal buslness
will not, per se, control the final result.

T and 8. These questions concern themselves with the use of cost
sharing formulae and request clarification as to whether cost sharing is
gppropriate unless there has been a preliminery finding that the over-azll cost
1s unreasonable. It 1s owr view that & preliminary decision of unressonable-
ness should generelly precede the use of cost sharing methods. 1In the event
a contractor's business is substantially commercial, it is expected that the
pro rata amount of research and development expense allocsted to commercial
business will act as a deterrent to the incurring of unreasonable or unneces-
sary eosts. In such instances a cost sharing arrangement will not normelly
be necessary or desirable. However, in those instances where a contractor's
business is primarily with the Government and the contractor's research and
development program is so substantial as to sppear to be unreasonable in
amount, 1t may be desirable to enter into a cost sharing arrangement in order
to provide & motivation for more efficient accomplishment of the program.

9. This gquestion asks whether further guidelines will be issued to
contracting officers setting forth tests of reasonableness or other criteria
for the recognition of research and development costs. While we do not now



anticipate that further direction will be necessary from this level,
experlence in operation may dlctate otherwlse. In addition, the military
departments will issue such implementing instructions of a procedural nature
as are necessary to operate the system which has been established.

Sincerely yours,

/s/

G. C. BANNERMAN
Director for Procurement Policy

Rear Admirel Jas. D. Boyle, USN (Ret)
National Security Industrlisl Assoclation, Inc.
1107 - 19th Street, N. W.

Washington 6, D. C.





