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SECTION XV

CONTRACT.. COST. PRINCIPLES· AND PROCEDURES

12-000 . Scope of Section. This Section contains general cost princi-

ples and procedures for the determination and allowance of costs in con-

nection with the negotiation and administration of cost-reimbursement type

contracts and contains guidelines for use, where appropriate, in the evalua-

tion of costs in connection with certain negotiated fixed~price type

contracts and contracts terminated for the convenience of' the Government.

Part 1 - Applicability

15-101 Scope of Part • This Part describes the applicability of suc-

ceeding Parts of this Section to the various types of contracts in connection

with which cost principles and procedures are used.

15-~02 Cost-¥eimbursement Supply and Research Contracts _with ·Concerns

Other Than Educational Institutions. This category includes all cost-

re:iln:bursement type contracts (ASPR 3-404) for supplies or for experimental,

o.~elopmental, or rel3earch \fork ~other than With educational institutions,

as to which ASPR 15-103 applies), except that it does not include facilities

contracts (see ASPR 15--105) pr construction contracts (see ASPR 15-104).

The ~ost principles and procedures set forth in Part 2 of this Section

shall be used in connection with cost-reimbursement supply and research

contracts with other than educational institutions -

(i) as the contractual basis, by incorporation by reference in

the contract, for determination of reimburseable costs under

cost-reimbursement type contracts, including cost-reimbursement
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type subcontracts thereunder, and the cost-reimbursement

portion of time-and-materiaJ.s contracts (ASPR 3~405 .1);

(ii) as the basis for the negotiation of overhead rates (ABPR

'Section III,_Parl 1); and

(iii") as the basis for the determination of costs of terminated

cost-reimbursement type contracts where the contractor

elects to "voucher out" its costs (ASPR Section VIII,

Part 4), and for settlement of such contracts by deter-

mination (ASPR 8-209.1)0

In addition, Part 2 is to be used as a guide where costs are to be con-

sidered in negotiating fixed-price type contracts, as indicated in Part 6

of this Section.

15-103 Cost~ReimbursementResearch Contracts with Educational In-

stitutions.This category includes all cost-reimbursement type contracts

(ASPR 3-404) for experimental, developmental, or research work with edu-

cational institutions. The cost principles and procedures set forth in

Part 30f this Section shall be used in connection with cost-reimbursement

research contracts with educational inst1tutions--

(i) as the contractual basis, by incorporation by reference

in the contract, for determination of reimbursable costs

under cost~reimbursement type contracts, including cost-

reimbursement type subcontracts thereunder;

(ii") as the basis for the negotiation of overhead rates (ASPR

'Section III, Part 1); and

2
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.(iii") as the basis for the determination of costs of terminated

cost-reimbursement type contracts where the contractor

elects to "voucher out" its costs (.ASPR Section VIII,

Part 4); and for settlement of such contracts by deter-

ruination (ASPR 8-209.7) •

.In addition, Part 3 is to be used in determining the allowable costs of

research and development performed by educational institutions under grants.

Further, Part 3 is to be used as a guide where costs are to be considered

in negotiating fixed-price type contracts with educational institutions,

as indicated in part 6 of this Section. ffiditorts note: If this para-

graph 15-103 is printed, .ASPR 15-300 should be deleted~7

15-104 Cost-Reimbursement Construction Contracts. This category

includes all cost-reimbursement type contracts (.ASPR 3-404) for the con-

struction, alteration, or repair of buildings, bridges, roads, or other

kinds of real property. It also includes such contracts for architect-

engineer services related to such construction. It does not include con-

tracts for vessels, aircraft, or other kinds of personal property. The

cost principles and procedures set forth in Part 4 of this Section shall

be used in connection ·with cost-reimbursement construction contracts_-

(i) as the contractual basis, by incorporation by reference

in the contract, for determination of reimbursable costs

under cost-reimbursement type contracts, including cost-

reimbursement type subcontracts thereunder;

(ii) as the basis for the negotiation of overhead rates (.ASPR

Section III, Part 7); and

3
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(iii) as the basis for the determination of costs of terminated

cost-reimbursement type contracts where the contractor

elects to "voucher out" its costs (ASPR VIII, Part 4),

and for settlement of such contracts by determination

In addition, Part 4 is to be used as a guide where costs are to be con-

sidered in negotiating fixed-price type construction contracts, as indi-

cated in Part 6 of this Section.

15-105 Cost Reimbursement Facilities Contracts. (Reserved.)

15-106 Reserved.

15-l07 Mvance Understandings on Particular Cost Items. The extent

of allowability of the selected items of cost covered in Parts 2 through

5 has been stated to apply broadly to many accounting systems in varying

contract situations. Thus, as to any given contract, the reasonableness

and allocability of certain items of cost may be difficult to determine,

particularly in connection with companies or separate divisions thereof

which may not be subject to effective competitive restraints. In order to

avoid possible subsequent disallowance or dispute based on unreasonableness

or non-allocability, it is important that prospective contractors, particu-

larly those whose work is predominantly or substantially with the Government,

seek agreement with the Government in advance of the incurrence of special

or unusual costs in categories where reasonableness or allocability are

difficult to determine. Such agreement may also be initiated by contract-

ing officers individually, or jointly for all defense work of the contractor,

as appropriate. Any such agreement should be incorporated in cost-reimbursement

4
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type contracts, or made a part of the contract file in the case of nego-

tiated fixed-price type contracts, and should govern the cost treatment

covered thereby throughout the performance of the contract... But 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.

Examples of costs on which advance agreements may be particularly

important:

(i) compensation for personal services;

(ii) use charge for fully depreciated assets;

(iii) deferred maintenance costs;

(iV) pre-contract costs;

(v) research and development costs;

(vi) roYalties;

(vii) selling and distribution costs; and

(v~ii) travel costs, as related to special or mass personnel

movement.

5
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Part 2 - Principles and Procedures for Use in Cost Reim
bursement TYPe Supply and Research Contracts with
Commercial Organizations

15-201 Basic Considerations

15-201.1 Composition of Total Cost.
o

The total cost of a contract

is the sum of the allowable direct and indirect costs allocable to the

contract, incurred or to be incurred, less any allocable credits. In

ascertaining what constitutes costs, any generally accepted method of

determining or estimating costs that is equita.ble under the circumstances

may be used, including standard costs properly adjusted for applicable

variances.

15-201.2 Factors Affecting Allowability of Costs. Factors to be

considered in determining the allowability of individual items of cost

include (i) reasonableness,(ii) allocability, {iii) application of those

generally accepted accounting principles and practices appropriate to the

particular circumstances) (iv) any limitations or exclusions set forth in

this Part 2, or otherwise included in the contract as to types or amounts

of cost items.

15-201.3 Definition of Reasonableness. A cost is reasonable if1 in

its nature or amount) it does not exceed that which would be incurred by

an ordinarily prudent person in the conduct of competitive business. The

question of the reasonableness of specific costs must be scrutinized with

particular care in connection with companies or separate divisions there-

of which m~ not be subject to effective competitive restraints. What is

reasonable depends upon a variety of considerations and circumstances

6 TAB A
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involving both the nature and am.01mt of the cost in question. In deter-

mining the reasonableness of a given cost, consideration shall be given to:

(i) whether the cost is of a type generally recognized as

ordinary and necessary ~or'the conduct of the contractor's

business of the performance of the contract j

(ii) the restraints or requirements imposed by such factors as

generally accepted sound business practices, arm's length

bargaining, Federal and state laws and regulations, and

contract terms and specifications;

(iii) the action that a prudent business man .would take in the

circumstances, considering his responsibilities to the

owners of the business, his employees, his customers, the

Government and the public at large; and

~iv) significant deviations from the established practices of

the contractor which may unjustifiably increase the contract

costs,.

15-201.4 Definition of Allocability. A cost is allocable if it is

assignable or chargeable to a particular cost objective, such as a con-

tract, product, product line, process, or class of customer or activity,

in accordance with the relative benefits received or other equitable re-

lationship. Subject to the foregoing, a cost is allowable to a Government

contract if it:

(i) is incurred specifically for the contract;

(ii) benefits both.. the contract and other work or both Govern-

ment work and ot~er work and can be distributed to them in

reasonable proportion to the benefits received; or
7
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{iii) is necessary to the over-all ,operation of the business,

although a direct relationship to any particular cost

objective cannot be shown.

15-201.5 Credits. The applicable portion of any income, rebate,

allowance, and other credit relating to any allowable cost, received by

or accruing to the contractor, shall be credited to the Government either

as a cost reduction or by cash refund, as appropriate.

15-202 Direct Costs • (a) A direct cost is any cost which can be

identified specifically with a particular cost objective. Direct costs

are not limited to items which are incorporated in the end product as

material or labor. Costs identified specifically with the contract are

direct costs of the contract and are to be charged directly thereto.

Costs identified specifically with other work of the contractor are direct

costs of that work and are not to be charged to the contract directly or

indirectly. When items orfinarily 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 allo-

cated to Government work.

(b) This definition shall be applied to all items of cost of

significant amount unless the contractor demonstrates that the application

of any different current practice aChieves substantially the same results.

Direct cost items of minor amount may be distributed as indirect costs as

provided in ASPR 15-203.

15-203 Indirect Costs. (a) An indirect cost is one Which, because

of its incurrence or joint objective, is not readily subject to treatment

8 TAB A
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as a direct cost. Minor direct cost, items may be considered to be indi... ·;

rect costs for reasons of practicality. After direct costs have been

determined and charged directly to the contract or other work as appro-

priate, indirect costs are those remaining to be allocated to the several

classes of work.

(b) Indirect costs shall be accumulated by logical cost group-

ings with due consideration of the reasons for incurring the costs. Each

grouping should be determined 50 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 ad-

ministrative expenses are separately grouped. Similarly, the particular

case may require subdivisions of these groupings, e.g., building occu-

pancy costs might be separable from those of personnel administration vtithin

the manufacturing overhead group. The number and composition of the group-

ings should be governed by practical considerations and should be such as

not to complicate unduly the ~ocation where substantially the same re-

sults are achieved thro~gh less precise methods.

(c) :each cost grouping shall be distributed to the appropriate

cost objectives. This necessitates the selection of a distribution base

common to all cost objectives to which the grouping is to be' allocated.

The base should be selected so as to permit allocation of the grouping on

the basis of the benefits accruing to the several cost objectives. This

principle for selection is not to be applied so rigidly as to complicate

unduly the allocation ~ere substantially the same results are achieved

through less precise methods.

9 TAB A
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{d) The method of allocation of indirect costs mu~t be based

on the particular circumstances involved. The method shall be in accord

with those generally accepted accounting principles which are applicable

in the circumstances. The contractor's established practices, if in

accord with such accounting principles, shall generally be acceptable.

However, the methods used by the contractor may require re-examination

when:

(i) any substantial difference occurs between the cost pat-

terns of work under the contract and other work of the

contractor; or

(ii) any significant change occurs in the nature of the busi-

ness, the extent of subcontracting, fixed asset improvement

programs, the inventories, the volume of sales and produc-

tion, manuf'acturing processes, the contractor I s products,

Dr other relevant circumstances.

(e) A base period for allocation of indirect costs is the period

durir!.g which such costs are incurred and accumulated for distribution to

work performed in that period. Normally, the base period will be the con-

tractor!s fiscal year, however, use of a shorter period may be appropriate

in case of (i) contracts whose performance involves only a minor portion

of the fiscal year; or (ii) where it is general practice in the industry

to use a shorter period. In any event the base period or periods shall be

so selected as to avoid inequities in the allocation of costs. When the

contract is performed over an extended period of time, as many such base

periods will be used as will be required to represent the period of contract

performance. 10 TAB A
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15-204 Application of "Principles and Standards,., (a) Costs (includ

ing those discussed~ ASPR 15-205) shall be allowed to the extent that

they are reasonable (see ASPR 15-201.3), allocable (see ASPR 15-201.4),

and determined to be allowable :in view of the other factors set forth

inASPR 15-201.2.

(b) Selected iteIILS of cost are considered in ASPR 15-205.

However, ASPR 15-205 does not cover every element of cost and every situ-

ation that might arise in a particular case. Failure to treat any item

of cost in ASPR 15-205 is nat intended to imply that it is either allow-

able or unallowable. With respect to all items, whether or not spe.cificaily

covered, determination of allowability shall be based on the principles

and standards set forth in this Part and, where appropriate, the treatment

of similar or related Selected items.

15-205 Selected Costs.
. .. t -

(1) AdvertlJ.,sing Costs 0

(a) Advertising costs mean the costs of advertising media

and corollary administrative costs. Advertising ,media include magazines,

newspapers, radio and television programs, direct mail, trade papers,

outdoo;r advertising, dealer cards and window displays, conventions, exhibits,

free goods and samples, and the like. The following advertising costs are

allowable:

(i") advertising in trade and technical journals,

provided such advertising does not offer specific

products or services for sale but is placed in

TAB A
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journals which are valuable for the dissemination

of technical information within the contractor's

industry;

(ii) help-wanted advertising, as set forth in (33)

below, when considered in conjunGtion with all

other recruitment costs;

(iii) costs of participation in exhibits--

. (A) upon invitation of the Government, or

~B) which exhibits are valuable for the dissemi-

nation of technical information within the

contractor's industry, provided, such costs

are not allowable under this subparagraph {:s')

if the participation is for the purpose of

offering specific products o~ services for

s.ale;

(iV) advertising for the exclusive purpose of obtaining

scarc5 materials, plant, or equipment, or disposing

of scrap or surplus materials in connection with

the contract.

~, C;;). Exce:Pt'as'provided above, all'other 'advertising costs

are unallowable.

(2) Bad. Debts. Cormnercial bad debts, including losses (Whether

actual or estimated) arising from uncollectible customers' accounts and

other claims, related collection costs, and related legal costs, are un-

allowable. However, in any instance where such a loss results from a

TAB A
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Government co~tract or subcontract, appropriate and equitable recognition

may. be accorded thereto.

(3) . Bidding Costs. Bidding costs are the costs of preparing

bids ur proposals on potential Government and non-Government contracts

or projects, including the development of engineering data and cost data

necessary to support the contractor's bids or proposals. Bidding costs

of the current accounting period of both successful and unsuccessful bids

and proposals normally will be treated as indirect costs, in which event

no bidding costs of past accounting periods shall be allowable in the

curreqt period to the Government contract. However, if the contractor J s

established practice is to treat bidding costs by some other method, the

results obtained may be accepted if found to be reasonable and equitable.

(4) Bonding Costs.

(i) Bonding costs arise when the Government requires as-

surance against financial loss to itself or others by reason of the act or

default of the contractor. They arise also in instances where the con-

tractor requires similar assurance. Included are such bonds as bid,

performance, payment, advance payment, infringement, and fidelity bonds.

(b) Costs of bonding required pursuant to the terms of the

contract are allowable.

(c) Costs of bonding required by the contractor in the

general conduct of his business are allowable to the extent that such bond-

ing is in accordance with sound business practice and the rates and premiums

ar~ reasonable under the circumstances.

(5) Civil Defense Costs.

13
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{a) ~ivil defense costs are those incurred in planning for,

and the protection of life and property against, the possible effects of

enemy 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 pl"emises pursuant to suggestions or requirements of civil

defense authorities are allowable when allocated to all work of the con-

tractor.

(b) Costs of capital assets under (i) above are allowable

through depreciation in accordance with (9,') below.

(c')Contributions to local civil defense funds and projects

are unallowable.

(6) Compensation for Personal Services.

(a') General. (1) Compensation for personal services in-

eludes all remuneration paid currently or accrued, in whatever form and

whether paid immediately or deferred, for services rendered by employees

to the contractor·during·the period of contract perfo~ce. It includes,

but is not limited to, salaries, wages, directors' and executive committee

members' fees, bonuses ~ including stock bonuses·), incent i ve awards, em-

ployee stock options, emplOyee insurance, fringe benefits, and contributions

to pension,. annuity, and management employee incentive compensation plans.

Except as otherwise specifically provided in this paragraph (6'), such costs

are allowable to the extent that the total compensation of individual

TAB A
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employees is reasonable for the services rendered and are not in excess

of those costs which are allowable by the Internal Revenue Code and regu-

lations thereunder.

(2) .ComPensation 1s reasonable 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 com-

pensation paid by other contractors of the same size, in the same indus-

try, or in the same geographic area, for similar services. In the

administration of this principle, it is recognized that not every COl11-

pensation case need b~1 subjected in detail to the above tests. Buch

tests need be applied only to those cases ;in which a general review reveals
'\

amounts or types of compensation which appear unreasonable or otherwise

out of line. However,. certain conditions give rise to the need for special

consideration and possible limitation as to allowability for contract cost

purposes where amounts appear excessiveo Among such conditions are the

following:

(f) Compensation paid to owners of closely held

corp.orations, partners, sole proprietors, or members of the immediate

families thereof, or to persons who are contractually committed to acquire

a substantial financial interest in the contractor's enterprise. Deter-

mination 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 contractor I s compensat ion

polic~ resulting.in a substantial increase in the contractor's level of

compensation, particularly when it was concurrent with an increase in the

l:5J
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ratio of Government contracts to other business, or any change in the

treatment of allowability of specific types of compensation due to changes

in Government policy.

(iii) The contractor1s business is such that

his compensation levels are· not subject to the restraints normally oc-

curring in the conduct of competitive business.

(3) Compensation Ifor services rendered paid to part-

ners and sole proprietors in lieu of salary will be allowed to the extent

that it is reasonable and does not constitute a distribytion of profits.

(4) In addition to the general requirements set forth

in (1) through (3) above, certain forms of compensation are subject to

further requirements as specified in (b) through (j) below.

(b) Salaries and Wa~es. Salaries and wages for current

services include gross compensation paid to employees in the form of

cash, products, or services, and are allo-wable SUbject to the qUalifica-

tiona of (25) below.

(c) Cash J30nuses and Incent i ve Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,
,

safety awards, and incentive compensation based on production, cost re-

duction, or efficient performance, are allowable to the extent that the

oyer-all compensation is determined to be reasonable and such costs are

paid or accrued pursuant to an I;l.greement entered into in good faith between

the contractor and the employees before the servd.ces were rendered, or

pursuant to an established plan followed by the contractor so Qonsistently

as to imply, in effect, an agreement to make such payment. (But see

16 TAB A
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ASPR 15-1070) :Bonuses, awards and incentive compensation when any of

them are deferred are allowable to the extent provided in (l) below.

-(d) Bonuses and Incentive CO;mJ2ensation Paid in Stock.

Costs of bonuses and .incentive compensation paid in the stock of the con-

tractor or of an affiliate are allowable to the extent set forth in (c)

above (including the incorporation of the pr:lncip.J..es of paragraph (l)

beloVT for deferred bonuses and incentive compensation), subject to the

following additional requirements:

(i) valuation placed on the stock transferred shall

be the fair market value at the time of trans-

fer, determined upon the most objective basis

_available; and

(ii) accruals for the cost of stock prior to the

issuance of sucnstock to the employees shall

be subject to adjustment according to the possi-

bilities that the employees will not receive

such stock and their interest in the accruals

will be forfeited.

Such costs otherwise allowable are suujlect to adjustment according to the

principles set forth in (l)(3) below. (But see ASPR 15-107.)

-( e) . Stock pptionS. The cost of options to employees to

purchase stock of the contractor or of an affiliate is unallowable .

.(i) Deferred Compensation. (f) As used herein, deferred

compensation includes all remuneration, in whateve~form, for which the

17 TAB A
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employee is not paid until after the lapse of a stated period of years

or the occurrence of other events as providBd in the plans, except that

it does not include normal end of accounting period accruals. It in-

cludes ~f) contributions to pension, annuity, stock bonus, and profit

sharing plans, (11) contributions to disability, withdrawal, insurance,

survivorship) and similar benefit plans, and (iii) other deferred com-

pensation, 'Whether paid in cash or in stock.

(2) Deferred compensation is allowable to the

extent that (i) except for past service pension costs it is for servj:ces

rendered during the contract period; (ii) it is, together with all other
,.

compensation paid to the employee, rea-sonable in amount; (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 estab-

lished plan followed by the contractor so consistently as to imply, in

effect, an agreement to make such payments; and (iv) for a plan which

is subject to approval by the Internal Revenue Service, it falls within

the criteria an\i standards of the Internal Revenue Code and the regula-

tions Gf the Internal Revenue Service. (But see ASPH 15-107.)

(3) In determining the cost of deferred com-

pensation allowable under the contract, appropriate adjustment s shall

be made for credits or gains arising out of both normal and abnormal em-

ployee turnover, or any other contingencies that can result in a for ....

feiture by employees of such deferred compensation. Adjustments-- shall

be made only for forfeitures wich directly or indirectly inure to the

benefit of the contractor; forfeitures wich inure to the benefit .of

TAB A
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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 costs. Adj'ustments for normal empl.oyee turnover shall be based

on the contractor's experience and on foreseeable:. prospect? ,and sh8.ll

be reflected in the· amount of cost currently allowable. Such adjust-

ments will be unnecessary to the extent that the contractor can demonstrate

that its contributions take into account normal forfeitures 0 Adjustments

for possible future abnormal forfeitures shall be effected according to

the following rules:

(i) abnormal forfeitures that are foresee-

able and which can be currently evaluated

with reasonable accuracy, by actliarial or

other sound computation, shall be re-

fleeted by an adjustment of current costs

otherwise allowable; and

(ii) abnormal forfeitures, not within (1)

above, may be made the subject of agree-

ment between the Government and the con-

tractor either as to an equitable adjust-

ment or a method of determining such

adjustment.

(4") In determining whether deferred compensation

is for services rendered during the contract period or is for future serv-

ices, consideration shall be given to conditions imposed upon eventual pay.-

ment, such as, requirements of continued employment, consultation after

retirement, and covenants not to compete.
TAB A
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(g") Fringe Be.nefits. $ee (:1.-5").

(Ii) Overtime, Extra-Pay; Shl.ft and Multi-Shift Premiums.

(i) Training and Education Expenses. See (42").

(j) Insurance and Indemnification. See (16").

(1) Contingencies.

(a") A contingency is a possible future event or condition

arising from presently known or unknown causes, the outcome of which is

indeterminable at a present time.

(b") In histori~al costing, contingencies are not normally

present since such costing deals with costs which have been incurred and

recorded on the contractor's books. Accordingly, contingencies are gen-

erally 1.Ulallowable for historical costing purposes. However, in some

cases, as for example, terminations, a contingency factor may be recog-

nized which is applicable to a past period to give recognition to minor

1.Ulsettled factors in the interest of expeditious settlement.

(c) In connection with estimates of future costs, con-

tingencies fall into two categories:

(i") those which may arise from presently known and

existing conditions, the effects of which are

foreseeable within reasonable limits of accuracy;

e~g., anticipated costs of rejects and defective

work; in such situations where they exist, con-

tingencies of this category are to be included

in the estimates of future cost so as to provide

the best estimate of performance costs, and

20 TAB A
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(if) ,th9se'which may aripe from presentiLy mown-or un-

known conditions, the effect of which cannot be

measured so precisely as to provide equitab~e re-

sults to the contractor and to the Government;

~, results ofp~nding litigation, and other

general business risks. Contingencies 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 contrac-

tual coverage (see, for example, (l6), (20), and

(39') below).

2l
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(8) Colltributiohs and Donations. Contributions and donations are

unallowable.

(9) Depreciation.

(a) Depreciation is a charge to current operations which distributes

the cost of a tangible capital asset, less estimated residual value, over the

estimated useful life of the asset in a systematic and logical manner. It does

not involve a process of valuation. Useful life has reference to the prospec-

tive period of economic usefulness in the particular contractor's operations

as distinguished from physical life.

(b) 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 computed:

(i) upon the property cost basis used by the contractor for

Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1954); or

(ii) in the case of nonprofit or tax-~empt organizations, upon

a property cost basis 1vhich could have been used by the

contractor for Federal income tax purposes, had such

organizations been subject to the payment of income tax;

and in either case

(iii) 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, as

amended, including

(A) the straight line method;

(B) the declining balance method, using a rate not

22 Tab A



Draft
27 April 1959

exceeding twice the rate which would have been

used had the annual allowance been computed under

the method described in (A) above;

(e) the sum of the years-digits method; and

(D) any other consistent method productive of an annual

allowance which, when added to all allowances 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 had such allowances been computed under the

method described in (B) above.

(c) Depreciation should usually be allocated to the contract and

other work as an indirect cost. The amount of depreciation allowed in any

accounting period may, consistent with the basic objectives set forth in (a)

above, vary with volume of production or use of multi-shift operations.

(d) In the case of emergency facilities covered by certificates

of necessity, a contractor may elect to use normal depreciation without

requesting a determination of "true depreciation" or may elect to use either

normal or "true depreciation" after a detennination of "true depreciation" has

been made by an Emergency FaciHties Depreciation Board. The method elected

must be followed consistently throughout the life of the emergency facility.

~ere an election is made to use normal depreciation, the amount thereof for

both the emergency period and the post-emergency period shall be computed in

accordance with (b) above. ~ere an election is made to use "true depreciation, 11

Jue amount allowable as depreciation:

(i) with respect to the emergency period (5 years), shall be
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computed in accordance with the determination of the

Emergency Facilities Depreciation Board, provided no

allowance is made which would duplicate the factors

constituting "true depreciation" arid
..

(ii) after the end of the emergency period, shall be computed by

distributing the remaining undepreciated portion of the cost

of the emergency facility over the balance of its useful life

(but see (e) below); provided the remaining undepreciated

portion of such cost shall not include any amount of un-

recovered "true depreciation."

(e) Depreciation on idle or excess facilities shall not be allowed

except on such facilities as are reasonably necessary for standby purposes.

(f) No depreciation, rental, or use charge shall be allowed on the

~ontractor's assets which have been fully depreciated when a 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

reasonable use charge may be agreed upon. (But see ASPR 15-107.) In determining

this charge, consideration should be given to cost, total estimated useful life

at time of negotiation, and effect of any increased maintenance charges or

decreased efficiency due to age.

(10) Employee Morale, Health,and Welfare costs and Credits. Reasonable

costs of health and· welfare activities, such as house publications, health.or

first-aid clinics, recreational activities, and employee counseling services,

incurred, in accordance with the contractor's established practice or custom in

the industry or area, for the improvement of working conditions, employer-

employee relations, employee morale, and employee performance, are allowable. Income
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generated from any of these activities shall be credited to the costs thereof

unless such income has been irrevocably set over to employee welfare organiza-

tions.

(11) Entertainment Costs. Costs of amusement, diversion, social activities

and incidental costs relating thereto, such as meals, lodging, rentals, transpor-

tation, and gratuities, are unallowable (but see (10) and (42)).

(12) Excess Facility 'Costs. Costs of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessa~

for standby purposes, are unallowable. Any costs of excess plant capacity reserved

for defense mobilization production which are to be paid for by the Government

should be the subject of a separate contract.

(13) }lues and Penalties. Costs resulting from violations of, or failure

f the contractor to comply with, Federal, state, and local laws and regulations

are unallowable except when incurred as a result of compliance with specific

provisions of the contract, or instructions in writing from the contracting

officer.

(14) Food Service and Dormito~ Costs and Credits. Food and dormitory

services include operating or furnishing facilities for cafeterias, dining rooms,

canteens, lunch wagons, vending machines, living accomodations or similar types

of services for the contractor's employees at or near the contractor's facilities.

Reasonable losses from the operation of such services are allowable if they are

allocated to all activities served. Profits (except profits irrevocably set over

to an employee welfare organization of the contractor in amounts reasonably useful for
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the benefit of the employees at the site or sites of contract performance)

accruing to the contractor from the operation of these services, whether

operated by the contractor or by a concessionaire, shall be treated as a

credit, and allocated to all activities served.

(15) Eringe Benefits. Fringe benefits are allowances and services pro-

vided by the contractor to its employees as compensation in addition to regular

wages and salaries. Costs of fringe benefits, such as pay for vacations, holi-

days, sick leave, military leave, employee insurance and supplemental employment

benefit plans, are allowable to the extent required by law, employer-employee

agreement, or an established policy of the contractor.

(16) Insurance and Indemnification.

(a) Insurance includes (i) insurance which the contractor is required

to c.arry, or which is approved, under the tenns of the contract, and (ii) any

other insurance which the contractor maintains in connection with the general

conduct of his businesso

(1) Costs of insurance required or approved, and maintained, pur-

suant to the contract, are allowable.

(2) Costs of other insurance maintained by the contractor in con-

nection with the general conduct of his business are allowable subject to the

following limitations:

(i) types and extent of coverage shall be in accordance

with sound business practice and the rates and premiums

shall be reasOnable under the circumstances;

(ii) costs allowed for business interruption or other similar

insurance shall be limited to exclude coverage· of profit;
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(iii) costs of insurance or of any contributions to any reserve

covering the risk of loss or of damage to Government

property are allowable only to the extent that the contractor

is responsible for such loss or damage.

(iv) contributions to a reserve for an approved self-insurance

program are allowable to the extent that the types of

coverage, extent of coverage, and the rates and premiums

would have been allowed had insurance been purchased to

cover the risks; and

(v) costs of insurance on the lives of officers, partners, or

proprietors are allowable to the extent that the insurance

represents additional compensation (see (6) above).

(3) Actual losses which could have been covered by permissible insurance

\through an approved self-insurance program or otherwise} are unallowable unless

expressly provided for in the contract, except;

(i) 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 business, are allowable.

(b) Indemnification includes securing the contractor against liabili-

ties to third persons and other losses, not compensated by insurance or otherwise.

The Government is obligated to indemnify the contractor only to the extent ex-

pressly provided for in the contract, except as provided in (a)(3) above.

27 Tab A



Draft
27 April 1959

(17) Interest and Other Financial Costs. Interest (however represented),

bond discounts, costs of financing and refinancing operations, legal and pro-

fessional fees paid in connection with the preparation of prospectuses, costs

of preparation and issuance of stock rights, and costs related thereto, are

unallowable except for interest assessed by State or local taxing authorities

under the conditions set forth in (41) below. (But see (24).)

(18) Labor Relations Costs o 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 allowable.

(19) Losses on Other Contracts. An excess of costs over income 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 unallowable.

(20) Maintenance and Repair Costs.

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

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

value 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 (9))~'

(i) normal maintenance and repair costs are allowable;

(ii) extraordinary maintenance and repair costs are allowable,

provided such are allocated to the periods to which appli-

cable for purposes of determining contract costs. (But

see ASPR 15-107.)

(b) Expenditures for plant and equipment which, according to generally
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accepted accounting principles as applied under the contractor's established

policy, should be capitalized and subjected to depreciation are allowable only

on a depreciation basis.

(21) Manufacturing and Production Engineering Costs. Costs of manufactur-

ing and production engineering, including engineering activities in connection

with the following, are allowable:

(i) current manufacturing processes such as motion and time

study, methods analysis, job analysis, and tool design and

improvement; and

(ii) current production problems, such as materials analysis for

production suitability and component design for purposes of

simplifying production.

(22) Material Costs.

(a) Material costs include the costs of such items as raw materials, .

parts, sUbassemblies, components, and manufacturing supplies, whether purchased

outside or manufactured by the contractor, and may include such collateral items

as inbound transportation and intransit insurance. In computing material costs

consideration will be given to reasonable overruns, spoilage, or defective work

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

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

are allowable subject, however, to the provisions of (b) through (e) below.

(b) Costs of material shall be suitably adjusted for applicable por-

tions of income and other credits, including available trade discounts, refunds,

rebates, allowances, and cash discounts, and credits for scrap and salvage and

material returned to vendors. Such income and other credits shall either be

credited directly to the cost of the material involved or be allocated (as
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credits) to indirect costs. However, where the contractor can demonstrate that

failure to take cash discounts was due to reasonable circumstances, such lost

discounts need not be so credited.

(c) Reasonable adjustments arising from differences between periodic

physical inventories and book inventories may be included in arriving at costs,

provided such adjustments relate to the period of performance of the contract.

(d) When the materials are purchased specifically for and identifiable

solely with performance under a contract, the actual purchase cost thereof should

be charged to the contract. If material is issued from stores, any generally

recognized method of pricing such materia~ is acceptable if that method is con-

sistently applied and the results are equitable. When estimates of material

costs to be incurred in the future are required, either current market price or

'nticipated acquisition cost (if reasonably certain and determinable) may be

used, but the basis of pricing must be disclosed.

(e) 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 mar-

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

item is regularly manufactured and sold by the contractor through commercial

channels and (ii) it is the contractor's long-established practice to price

inter-organization transfers at other than cost for commercial work; provided

that the charge to the contract is not in excess of the transferor's sales

price to its most favored customer for the same item in like ~lantity, or the

current market price, whichever is lower.
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(23) Organization Costs. Expenditures, such as incorporation fees, at-

torneysl 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 (17) above).

(24) other Business Expenses. Included in this item are such recurring

expenses as registry and transfer charges resulting from changes in ownership

of securities issued by the contractor, cost of shareholders' meetings, normal

proxy solicitations, preparation and publication of reports to shareholders,

preparation and submission of required reports and forms to taxing and other

regulatory bodies; and incidental costs of directors and committee meetings.

The above and similar costs are allowable when allocated on an equitable basis.

(25) Overtime, Extra-Pay Shift and Multi-Shift Premiums. Premiums for

overtime, extra-pay shifts, and multi-shift work are allowable to the extent

approved pursuant to ASPR 12-102.4, or authorized pursuant to ASPR 12-102.5.

(26) Patent Costs. Costs of preparing disclosures, reports, and other

documents required by the co~tract and of searching the art to the extent neces-

sary to make such invention disclosures, are allowable. In accordance with the

clauses of the contract relating to patents, costs of preparing documents 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 (35) and

(36) below.)

(27) Pension Plans. See (6) above.

(28) Plant. Protection Costs. Costs of items such as (i) wages, uniforms,

and equipment of personnel engaged in plant protection, (ii) depreciation on

plant protection capital assets, and (iii) necessary expenses to comply with
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military security requirements, are allowable.

(29) Plant Reconversion Costs. Plant reconversion costs are those incurred

in the restoration or rehabilitation of the contractor's facilities to approxi-

mately the same condition existing 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. However, in special circum-

stances where equity so dictates, additional costs may be allowed to the extent

mutually agreed upon before the costs are incurred. Whenever such costs are

given consideration, care should be exercised to avoid duplication through allow-

ance as contingencies, as additional profit or fee, or in other contracts.

(30) Precontract Costs. Precontract costs are those incurred prior to the

Jffective date of the contract directly pursuant to the negotiation and in

anticipation of the award of the contract where such incurrence is necessary

to comply with the proposed contract delivery schedule. Such costs are allow-

able to the extent that they would have been allowable if incurred after the

date of the contract. (But see ASPR 15-1070)

(31) Professional Service Costs - Legal, Accounting, Engineering, and other.

(a) Costs of professional services rendered by the members of a particu-

lar profession who are not employees of the contractor are allowable, SUbject to

(b) and (c) below, when reasonable in relation to the services rendered and when

not contingent upon recovery. of the costs from the Government (but see (23) above).

(b) . Factors to be considered in determining the allowability of costs

in a particular case include:

(i) the past pattern of such costs, particularly in the years

prior to the award of Government contracts;
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(ii) the impact of Government contracts on the contractor's

business (i.e., what new problems have arisen);

(iii) the nature and scope of managerial services expected of

the contractor's own organizations; and

(iv) whether the proportion of Government work to the con-

tractor's total business is such as to influence the

contractor in favor of incurring the cost, particularly

where the services rendered are not of a continuing

nature and have little relationship to work under Gov-

ernment contracts.

Retainer fees to be allowable must be reasonably supported by evidence of bona fide

serviGes available or rendered.

(c) Costs of legal, accounting, and consulting services, and related

costs, incurred in connection with organization and reorganization, defense of

anti-trust suits, and the prosecution of claims against the Goyernment, are

unallowable. Costs of legal, accounting, and consulting services, and related

costs, incurred in connection with patent infringement litigation, are unallow-

able unless otherwise provided for in tqe contract.
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(32) Profits and Losses on Disposition of Plant, Equipment, or Other

Capital Assets. Profits or losses of any nature arising from the same or

exchange of plant, equipment, or other capital assets, including sale or

exchange of either short or long term investments, shall be excluded in

computing contract costs (but see (9) (b) above as to basis for deprecia-

tion) •

(33) Recruiting Costs. Costs of "help wanted" advertising, operating

costs of an employment office necessary to secure and maintain an adequate

labor force, costs of operating an aptitude and educational testing program,

travel costs of employees while engaged in recruiting personnel, and travel

costs of applicants for interviews for prospective emplOYment are allowable.

Where the contractor uses employment agencies, costs not in excess of standard

commercial rates for such services are also allowable. Costs of special bene-

fits or emoluments offered to prospective employees beyond the standard prac-

tices in the industry are unallowable.

(34) Rental Costs. (Including Sale and Leaseback of Facilities).

(a) Rental costs of land, building, and equipment and other

personal property are allowable if the rates are reasonable in light of such

factors as rental costs of comparable facilities and market conditions in

the area, the type, life ~xpectancy, condition, and value of the facilities

leased, options available, and other provisions of the rental agreement.

Application of these factors, in situations where rentals are extensively

used, may involve along with other considerations, comparison of rental

costs with normal ownership costs plus a reasonable return on investment.

(b) Charges in the nature of rent between plants, divisions, or

organizations under common control are allowable to the extent such charges
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do not exceed the normal costs of ownership, such as depreciation, taxes,

insurance, and maintenance; provided that no part of such costs shall

duplicate any other allowed costs.

(c) Unless otherwise specifically provided in the contract, rental

costs specified in sale and leaseback agreements, incurred by contractors

through selling plant facilities to investment organizations, 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 ownership costs, plus a reasonable return on investment,

which would have accrued had the contractor retained legal title to the

facilities.

(35) Research and Development Costs.

(a) Basic research, for the purpose of this Part 2, 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 apPlica-

tion thereof. Applied research, for the purpose of this Part 2, consists

of that type of effort which (i) normally follows basic research, but may not

be severable from the related basic research, (ii) represents efforts to deter-

mine and expand the potentialities of new scientific discoveries or improve-

ments in technology, materials, processes, methods, devices, and techniques,

and (iii) represents efforts to "advance 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, which are within the definition of the term development as hereinafter

provided.
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{b) Development is the systematic use of scientific knowledge

which is directed toward the production of, or improvements in, useful products

to meet specifio performance requirements, but exclusiv~ of manufacturing and

production engineering.

(c) A contractor's independent research and develOPment is that

research and development which is not sponsored by a contract, grant, or

other arrangement.

(d) A contractor's costs of independent research as defined in

(a) and (c) above shall be allowable as indirect coats (subject to paragraph

(h) below), provided they are allocated to all work of the contractor.

(e) Cost of contractor's independent development, as defined in

(b) and (c) above (subject to (h) below), are allowable to the extent that

such develoPment is 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 normal course of business does not

i~olve production work, the cost of independent development is allowable

to the extent that such development is related and allocated as an indirect

cost to the field of effort of gov~rnment research and development contracts.

(f) Independent research and developnent costs shall include an

amount -for the absorption of their appropriate share of indirect and adminis-

trative costs, unless the contractor, in accordance with its accounting

pra~~ices consistently applied,~treats such costs otherwise.

(g) Research and development costs (includin~ amounts capitalized),

regardless of their nature, which were incurred in accounting periods prior to

the award of a }:6Xticular contract, are unallowable except where allowable as

precontract costs (see (30) above)r
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(h) The reasonableness of expenditures for indep:lndent research

and development should be determined in light of all p:lrtinent considerations

such as previous contractor research and development activity, cost of past

programs and changes in science and technology. Such eXp:lnditures should be

pursuant to a broad planned program, which is reasonable in scop:l and well

managed. Such eXp:lditures (esp:lcially for development) should be scrutinized

with great care in connection with contractors whose work is predominantly or

substantially with the government. Advance agreements as described in

ASPR 15-107 are particularly important in this situation. In recognition

that cost sharing of the contractor's independent research and development

program may provide motivation for more efficient accomplishment 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 circumstances,

the following are among the approaches which may be used as the basis for

agreement: (i) review of the contractor's proposed indep:lndent research and

development program and agreement to accept the allocable costs of sp:lcific

projects; (ii) agreement on a maximum dollar limitation of costs, an

allocable portion of which will be accepted by the Government; (iii) an

agreement to accept the allocable share of a percentage of the contractor's

planned research and development program.

(36) Royalties and Other Costs for Use of Patents.

(a) Royalties on a patent or amortization of the cost of acquiring

by purchase a patent or rights thereto, necessary for the prop:lr p:lrformance

of the contract and applicable to contract products or processes, are allowable

unless:

(i) the Government has a license or the right to free use
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of the patent;

(ii) the patent has been adjudicated to be invalid, or has

been administratively determined to be invalid;

(iii) the patent is considered to be unenforceable; or

(iv) the patent is expired.

(b) 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.g.:

(i) royalties paid to persons, including corporations,

affiliated with the contractor;

(ii) royalties paid to unaffiliated parties, including

corporations, under an agreement entered into in

contemplation that a Government contract would be

awarded; or

(iii) royalties J:6,id under an agreement entered into after

the award of the contract.

(c) In any case involving a J:6,tent formerly owned by the con-

tractor, the amount of royalty allowed should not exceed the cost which would

have been allowed had the contractor retained title thereto.

(d) See ASPR 15-107.

(37) Selling Costs.

(a) Selling costs arise in the marketing of the contractor's

products and include costs of sales promotion, negotiation, liaison between

Government representatives and contractor's personnel, and other related

activities,.
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(b) Selling costs are allowable to the extent they are reasonable

and are allocable to Government business (but see ASPR 15-107). Alloca-

bility of selling costs will be determined in the light of reasonable benefit

to the Government arising from such activities as technical, consulting,

demonstration, and other services which are for purposes such as application

or adaptation of the pontractor's products to Government use.

(c) Notwithstanding (b) above, salesmen's or agents' conpensation,

fees, commissions, percentages, or brokerage fees, wnich are contingent upon

the award of contracts, are allowable only when paid to bona fide employees

or bona fide established commercial or selling agencies maintained by the

contractor for the purpose of securing business.

(38) Service and-Warranty Costs. Such costs include those arising from

fulfillment of any contractual obligation of a contractor to provide services,

such as installation, training, correcting defects in the products, replacing

Gefective parts, making refunds in the case of inadequate performance, etc.

When not inconsistent with the terms of the contract, such service and

warranty costs are allowable. However, care should be exercised to avoid

duplication of the allowance as an element of both estimated product cost

and risk.

(39) Severance Pay.

(a) Severance pay, also commonly referred to as dismissal wages,

is a payment in addition to regular salaries and wages, by contractors to

workers whose employment is being terminated. Costs of severance pay are

allowable only to the extent that, in each case, it is required Qy (i) law,

(ii) employer-employee agreement, (iii) established policy that constitutes,

in effect, an implied agreement on the contractor's part, or (iv) circum-

stances of the particular employment.
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(b) Costs of severance payments are divided into two categories

as follows:

(i) actual normal turnover severance payments shall be

allocated to all work performed in the contractor's

plant; or, where the contractor provides for accrual

of pay for normal severances such method will be

acceptable if the amount of the accrual is reasonable

in light of payments actually made for normal severances

over a representative past period, and if amounts accrued

~e allocated to all work performed in the contractor's

plant; and

(ii) abnormal or mass severance pay is of such a conjectural

nature that measurement of cost by means of an accrual

will not achieve equity to both parties. Thus accruals

for this purpose are not allowable;' However, the

Government 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-cas8basis in the event of occurre ~

(40) 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 particular supplies or the

performance of the particular services for which acqUired or furnished.

It includes, but is not limited to, jigs, dies, fixtures"molds, patterns,

special taps, special gauges, and special test equipment. The cost of
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special tooling, when acquired for and its usefulness is limited to one or

more Government contracts, is allowable and shall be allocated to the

specific Government contract or contracts.

(41) ~.

(a) Taxes are charges levied by Federal, State, or local govern-

ments. They do not include fines and penalties except as otherwise provided

herein. In general, taxes (including State and local income taxes) which the

contractor is required to pay and which are paid or accrued in accordance with

generally accepted accounting principles are allowable, except for:

(i) Federal income and excess profits taxes;

(ii) taxes in connection with financing, refinancing or

refunding operations (see (17));

(iii) taxes from which exemptions are available to the

contractor directly or available to the contractor

based on an exemption afforded the Government except

when the contracting officer determines that the

administrative burden incident to obtaining the

exemption outweighs the corresponding benefits accruing

to the Government; and

(iv) special assessments on land which represent capital

improvements.

(b) Taxes otherwise allowable under (a) above, but upon which a

claim of illegality or erroneous assessment exists, are allowale; provided

that the contractor prior to payment of such taxes:

(i) promptly requests instructions from the contracting

officer concerning such taxes; and
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(ii) takes all action directed by the contracting officer,

including cooperation with and for the benefit of the

Government to (A) determine the legality of such

assessment or, (B) secure a refund of such taxes.

Reasonable costs of any such action undertaken by the contractor at the direc-

tion or with the concurrence of the contracting officer are allowable. Interest

and penalties incurred by a contractor by reason of the nonpayment of any tax

at the direction of the contracting officer or by reason of the failure of the

contracting officer to assure timely direction after prompt request therefor,

are also allowable.

(c) Any refund of taxes, interest, or penalties, and any payment

to the contractor of interest thereon, attributable to taxes, interest, or

penalties which were allowed as contract costs, shall be credited or paid

to the Government in the manner directed by the Government, provided any

interest actually paid or credited to a contractor incident to a refund of

tax, interest or penalty shall be paid or credited to the Government only

to the extent that such interest accrued over the period during which the
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,.

contractor had been reimbursed by the Government for the taxes, interest,

or penalties.

(42) Trade, Business, Technical and Professional Activ:tt;y Costs.
,

(a) Memberships. This category includes costs of memberships

in trade, business, technical, and professional organizations. Such costs

are allowable.

(b) Subscriptions. This item includes cost pf subscriptions to

trade, business, professibnal, or technical periodicals. Such costs are

allowable.

(c) Meetings; and Conferences. This item includes cost of meals,

transportation, rental of facilities for meetings, and costs incidental

thereto, 'When the primary purpose of the incurrence of such costs fsthe

dissemination of technical infonnation or stimulation of production. Such

costs are allowable.

(43) Training and Educational Co sta.

(a) ·Q>sts of preparation and maintenance of a program of instruc-

tion at nonco11ege level, designed to increase the vocational effectiveness
.

of bona fide employees, including training materials, textbooks, salaries

or wages of trainees (excluding overtime compensat'-on which might arise there

from), and

(i) salaries of the director of training and staff

when the training program is conducted by the

contractor; or

(ii) tuition and fees when the training is in an

institution not operated by the contractor;

~re allowable.
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(b) Costs of part-time education, at an under-graduate or post-

graduate college level, related to the job requirements of bona fide employees,

including only:

(i) training materials;

(ii) textbooks;

(iii) fees charged by the educational institution;

(iv} tuition charged by the educational institution, or

in lieu of tuition, instructors' salaries and the

related 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 he participating educational

instit ution; and

(v) straight-time compensation of each employee for

time spent attending classes dUring working hours

not in excess of 156 hours per year where circum-

stances do not permit the operation of classes or

attendance at classes after regular working hours;

are allowable.

(c) Costs of tuition, fees, training materials and textbooks

(but not subsistence, salary, or any other emoluments) in connection with

fulltime scientific and engineering education at a 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 schooly~ar for each emploYtee

so trained, are allowable. In unusual cases where required by military
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technology, the period may be extended.

(d) Maintenance expense, and normal depreciation or fair rental,

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

allowable to the extent set forth in (20), (9), and (34) above, respectively.

(e) Grants to educational or training institutions, including

the donation of facilities or other properties, scholarships or fellowships,

are considered contributions and are unallowable (see (8) above).

(44) Transportation Costs. Transportation costs include freight,

express, cartage, and postage charges relating either to goods purchased,

in process, or delivered. These costs are allowable. When such costs can

readily be identified ld th the itElll.s involved, they may be directly costed

as transportation costs or added to the 90st of such items (see (22) above).

Where identification with the materials received cannot readily be made,

inbo\llld transportation costs may be charged to the appropriate indirect

cost accounts if the contractor follows a consistent, equitable procedure

in this respect. Outbound freight, if reimbursable under the terms of .the

contract, shall be treated as a direct cost.

(45) Travel Costs.

(a) Travel costs include costs of transporation, lodging, sub-

sistence, and incidental expenses, incurred by contractor personnel in a

travel status while on official company business.

(b) Travel costs may be based upon actual costs incurred, or

on a per diem or mileage basis in lieu of actual costs, or on a combination of

the two, provided the method used does not result in an unreasonable charge.
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(c) Travel costs incurred in the normal course of over-all

administration of the business are allowable and shall be treaued as

indirect costs.

(d) Travel costs directly attributable to specific cQntract

performance are allowable and may be charged to the contract in accordance

wi th the principle of direct costing (See ASPR 15-202).

(e) Necessary, reasonable 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 15-107.)
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Part 6 - Guidelines for Application in the Negotiation
and Administration of Fixed-Price Type Supply
and Research Contracts with Organizations other
Than Educational Institutions and in the
Negotiation of Termination Settlements for
the Convenience of the Government

1.5-600 Scope of Parl. This Part provides guidance for the use of

Part 2 of this Section (i) in the evaluation of costs in pricing of nego-

tiated fixed-price type supply and research contracts and subcontracts with

organizations other than educational institutions, in those instances where

such evaluation is required to establish prices for such contracts· and

(ii) in the negotiation of termination settlements.

15-601 Definition of Fixed-Price Type Contracts. "Fixed-price type"

contracts inclUde, for purposes of this Part, the following:

(i) firm fixed-price contracts (ASPR 3-4<)3.1)

(ii) fixed-price contracts with escalation (ASPR 3-403.2)

(iii) fixed-price contracts providing for the redetermination

of price (ASPR 3-403.3)

(iv) fixed-price incentive contracts (ASPR 3-403.4)

(v) non-eost-reimbursable portion of time and materials

contracts (ASPR 3-405.1)

(vi) labor-hour contracts (ASPR 3-405.2)

15~602 Basic Considerations. (a) Under fixed-price type contracts,

the negotiated price is the basis for payment to a contractor whereas allowable

costs are the basis for reimbursement under cost-reimbursement type contracts.

Accordingly, the policies and procedures of ASPR Section III, Part 8, are
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governing and shall be followed in the negotiation of fi~ed-price type

contracts. Cost and accounting data may provide gUides for ascertaining

fair compensation. but are not rigid measures of it. Other types of data,

cri teria, or standards may furnish equally reliable guides to fair com-

pensation. The ability to apply standards of business jud~ent as distinct

from strict accounting principles is at the heart of a negotiated price or

settlement.

(b) Among the different types of fixed-price type contracts,

the need for consideration of costs varies considerably as indicated belo~

(i) Retrospective Pricing and Settlements. In negotiating
i

firm fixed prices or settlements for ~rk which has been

completed at the time of negotiation (e.g., final nego-

tiations under fixed-price incentiva contracts, redeter-

mination of price after completion of the work, or

negotiation of a settlement agreement under a contract

terminated for the convenience of the Government), the

treatment of costs is a major factor in arriving at the

amount of the price or settlement. However, even in

these situations, the finally agreed price or settle-

ment may represent something other than the sum total

of acceptable costs plus profit, since the final price

accepted by each 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 process.
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(ii) Forward Pricing. The extent t.o;.~which costs influence

forward pricing varies greatly from case to case. In

negotiations covering future work, actual costs cannot

be known and the importance of CO$t estimates depends

on the cit"cUmstances. The contracting officer must

consider all the factors affecting the reasonableness

of the total proposed price, such as the technical,

production or financial rl sk assumed, the complexi ty

of W'rk, the extent of competitive pricing, and the

contractor's record for efficiency, economy and

ingenuity, as well as available cost estimates. He

must be fi*ee to bargain for a total price which

equitably distributes the risks between the contractor

and the Government an.d 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 cost data is often a valuable aid, it will

nbt control negotiatiqn of prices for work to be per-

formed, or a target price under an incentive contract.

15-603 Cost Principles and T·heir Use. (a) When, pursuant to ASPR 15-601,

costs are to be considered. in the negotiation of fixed-price type contracts,

Section XV, Part 2, shall be used as a guide in the evalu~tion of cost data

required to establish a fair and reasonable price in conjunction with other
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pertinent considerations as set forth more fully in A'SPR Section In,

Part d.

(b) In retrospective pricing, whenever an occasion arises in

which acceptability of a specific item of cost becomes an issue, Section XV,

Part 2, will serve as a guide for the contracting officer in· hi~ conduct of

negotiations.

(c) In applying Part 2 of this Section XV to fixed.price

contracts, contracting officers will: (i) not be expected to negotiate

agreement on every individual element of eost; and (ii) be expected to u~e

their jUdgment as to the degree of detail 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 substantiate and justify the reasoning leading to any nego-

tiated price.

(d) In order to permit the proper evaluation of cost data

submitted by contractors for use in negotiating prices, it may be necessary

to obtain breakdowns or account analyses in respect to sane cost items

.particularly those whose treatment may be dependent upon special circum-

stances as stated in the principles. Contractors will be expected to be

responsive to reasonable requests for data of this kind.
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Time Subject Government Spokesman

I

Industry Spokesman

(Lunch 1300-1400)

1400-1500

1500-1530

1530-1600

1600-1620

1620-1630

163,0-1640

1640-1700

Resesrch and Development

Contributions and
Donations

Interest

Tra.ining and Educa.tion

Plant Reconversion Costs

Overtime

Closing Remarks

Mr. W. Munves
Office of Counsel
Air Force

Mr. A. C. Lazure
Ordna.nce Corps, ADrry

Mr. F. E. HaJ.1
Army Audit Agency,

Mr. A. Ks.y
Office of the Assft. Sec. of
Defense (M,P&R)

Mr. J. Ruttenb~r&~

Nsvy Comptroller, .Contract
Audit Division

Lt. Col. W. W. Thybony
Office of the Ass't. Sec. of
Army (Msterie1)

2

Mr. E. Lestham
Nfiiens3:: Sea101odty IaQ.1ililt
rial i\Qlila" Ia•• /II A fVI

Mr. Herbert T. Mc~
American Institute of
Certified Public
Accountants

Mr. T. Herz
U. S. Chamber of Commerce

Mr. T. Herz
U. S. Chamber of Commerce

Mr. Frank Kipp
Automobile M&nufacturer~

Associstion '

Mr. Frank Kipp
Automobile Msnufacturers
Associstion
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Moderators: Cdr. J. M. Ma.11oy
Mr. E. Leatham

Meeting with Industry Representatives
Contract Cost Principles

October 15, 1958

Time

0900-0930

0930-1015

1015-1050

Subject

Introduction

Applicability

IIAll Costs II conce~t

Government SpokesIQ&D.

Mr. E. Perkins McGuire
Assistant Secretary of Defense
(Su~~ly and Logistics)
Cdr. J. M. Ma.lioy
Office of the Ass't. Sec. of
Defense (s&L)

Mr. T. A. Pilson
Office of the Ass't. Sec. of
Defense (S&L)

Mr. H. Wallace
Air Force, Auditor General
Mr. R. D. Benson
Office of the Ass't. Sec. of
Air Force (~financ1.al ..Ma.na.ge
ment)

Industry Spokesman

Mr. E. Leatham

Mr. J. Marscha1k
Strategic Industries
Association

Mr. Martin A. Kavanaugh
Aircraft Industries Assn.
of America, Inc.

(Intermission 1050-1100)

1100-1130

1130-1200

1200-1230

1230-1300

Reasonableness and
Allocability

Advance Understandings

Advertising

Compensation

Mr. K. K. Kilgore
Office of the Ass't. Sec. of
Defense (Comp)

Mr. M. E. Jones
Office of Naval Material

Mr. A. J. Racusil1,
Office of the Ass't. Sec. of
Air Force (Materiel)

Mr. G. A. Middleton
Navy Comptroller, Contract
Audit Division

Mr. E. G. Bellows
Nat'1. Security Industrial
Association, Inc.

Mr. Geo. Hogg, Jr.
Electronic Industries
Association

Mr. M. Moulton
National Association
of Msnufacturers

Mr. Herbert T. McAnley
American Institute of
Certified Public
Accountants



SUPPLY AND LOGISTICS

OFFICE OF THE ASSISTANT SECRIITARY OF DEFENSE
WASHINGTON 25, D. C.

10 November 1958

J

MEK>RANDUM FOR THE ASSISTAm' SF£RE:rARY OF DEFENSE (SUPPLY AND LOOIBrICS)

SUBJ~: Allowab1l1ty of Pron.t-Slartng Plans UDder Current Air Force
Contracts

The Air Force has ega.1n raised the problem.. by telephone inquiry
from !eX Golden.. of the action which should be taken With respect to
the allowability of profit-sharing plans UDder current contracts. I
understand that the great DBJority of Air Force contractors are ref'usi:cg
to negotiate final prices UDder incentive and price red.eterm1nable con
tracts in view of the probability of an 1mm:l.nent change in Air Force
policy with respect to the allowability of profit-shar1ng plans. The
Air Force is desirous of breeld.ng this staleDBte and is asking for our
acquiescence to a change in Air Force policy which would recognize
these expenses as allowable.

As you recall.. there is DO specific guidance in the ASPR now with
respect to profit-sharing as it applies to fixed price contracts. Al-
~lr~.!'-~~!I!-~me~t~~~_~~~~_~'}r~_,thepr~sent Section
X!-Q1_ Jf1th-..re.~J;.t-to~..--C~ts deals witli e over-iUl n-
.~~'Qes~ODq)ensation. The Army azii-Navy hive allft\ys treated profit-
. sharing as a ~over-all compensation. There is no existing
regulation trom our office which would prevent the Air Force from chang~

ing its own policy. so as to recognize profit-sharing as an allowable

/

' cost. However.. I believe that you had previously indicated that the
Air Force should ,nOt change their current pollcy until a final decision
in this matter was ;reached by Mr. Iot:El.1"Oy.

It seems to me that the Daintenance of the status quo in this
important area 11SY well iIt'1oke a substantial hardsh1p on both the Air
Force and its contractors. I know of DO sentiment at the present time
that would indicate that the present preliml.II&1"Y decision taken by /
Mr. McKLroy will be changed. In view of this situation, I recommend
that we advise the Air Force that there would be DO objection from this
office to a change in the Air Force policy which would treat profit
shar1ng plans as a portion of over-all compensation, subject of course
1;0 the over-all test of reasonableness sim11ar to that set forth in our
latest drat't of the comprehensive set of cost principles.

~~Cdr. , SC.. USN
Staff Director.. ASPR Division
Oft1ce of Procurement Policy



SUBJECT: Status Report on Contract Cost Principles

}

SECRET Y OF DEFENSE (S&L)

OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

UM FOR THE ASSISTA

CR

SUPPLY AND LOGISTICS

I have had two meetings with Departmental representatives a a
follo -up of our 15 October meeting on the cost principles. We are
in general agreement that the principles as presently drawn are
basically sound. However, based on the industry presentations, we
think there is a need for further consideration and probable change,
in s e degree, of the present treatment of applicability, advance
understandings, advertising, contributions, research and development,
and plant reconversion. We are in the process of developing new
language in the above areas.

Our meeting on th research and development principle was
particularly encouraging. We are now drafting a new principle which
will eliminate entirely the various definitions of the several kin
of research. We would simply provide that any type of research an
development which is directly related to a contract product line
would be recovered fully by a contractor to the extent that we purc ase
such products. All research and develo ent not related to a product
line would be charged as an overhead it to any type of contract.

(
It follows from the above, that any research or development expense
incurred by contractor, which is directly related to ! product
which we are not buying, would be borne by the contractor. ~iith

8spect to R&D not related to a contract product line, we will indicate
methods of control over costs, such as review of individual shopping
lists, a percentage share arrangement, a maximU'll dollar limitation,
or a combination of these methods. We feel strongly that no st dard
percentage can be prescribed. The Departments also agree that we
should provide a coordinated method of arriving at our "share" of a
contractor's research program. We think that the forum. now used for
negotiated.overhead rates may well be used for this joint dete tion.

As you re ested, I have disc ssed the compensation princi
Under Secretary cIntyre. He suggests that we recognize that, 1



administrative review of compensation, we can only hope to focus on
the out-of-line or unreasonable situation. Since this is true, he
suggests that we try to inject some flavor of this approach into our
cost principle to relieve our people of a difficult task. This
approach would also help to close a possible opening for hostile
critics in specific situations involving profit-sharing plans. Secretary
MacIntyre indicated that he was offering this approach as a suggestion
only, and he will not press for its adoption if we can not easily
accommodate it. I now feel that the suggestion has merit, and I am
concerned only that we do not reverse the basic approach to the entire
set of cost principles. We will endeavor to draft language to accom
modate Secretary MacIntyrels suggestion.

I am attaching a copy of the transcript of the 15 October meeting
together with a copy of the latest Industry comments which we received
this afternoon. I have been informed that the Machinery and ied
Products Institute will submit separate comments later this week.

~
~~

J. M:~~~!.-f
CDR, SC, USN
Staff Director, ASPR Division
Office of Procurement Policy

Inclosures
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Proposed Amendments to Draft Dated 21 August 1958

15- 0 This Section contains general cost prin-

ciples and st dards for use in connection wit (i) the determination of

costs under cost-reimbursement type contracts, (ii) the utilization of

cost data by contracting officers in the negotiation of fair and reasonable

prices under the various types of fix d price contracts, and (iii te
Ct I..

prep ation d presentation1\ cost estima es by prospective contracto ,

contractors, and subcontractors.

Part 1 - Applicability

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

p cip1e and st dards set forth in the several succeeding Parts of this

Section in contractin and uboontracting and delineates the nature of

such use under different circumst ces.

15-101.1 Use. t 2 is prescribed for use:

(i) As a contractual basis,by incorporation by refe ence i the

contract, for dete . ation of:

(A) re:ull ursable costs under cost-reimbursement type contraots

including cost-reimbursement type subcontracts thereunde

and the cost-reimbursement portion of time and mat rials

contracts;

(B) costs of ter.nunated cost-reO bursement contracts;

1 TAB C



(c) terminations when the amounts thereof are determ"ned

unilat rally by the contracting officer in acco dance

with PR 8-209.7(a).

(D) the det nnination of final overhead rates.

(ii) By contracting officers in th evaluation of cost data in r.,o~N(.cncli

Yv'111t fixed-price incentive and redet rminable type contracti and

n gotiated termination settlem t agreements, as follows:

(A) In Retrospective Pricing and ants. In egotiating

firm fixe p ices or settlements for work which has been

completed or substantially completed at the time of

ne otiation (i.e., final negotiations unde fixed-pric

incentive contract, redetermination of price after com-

pletion of the work, or negotiation of a settlement

agree ent under a co tract tenninated fo the convenience

of the Government), the treatment 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 evaluation of cost data (but s e para-

graphs (C) Cllld (D) below). However, the finally agreed

price or settlement I' p esents somethin other than the
(, f.1""

1 of acceptable cost~ since the final price

accepted by each party does not necessarily reflect

agreement on the evaluation of ach element of cost,

but rather a fin resolution of 11 issues in the

negotiation process.

2
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(B) In FOTI7ard icing. To the extent that cost are a factor

in forward pricing (i.e., an intermedi te price revision

covering, in whole or important part, work which is yet

to be performed, 0 a target price under an incentive

contract, Section XV, Part 2, shall be tilized to

provide general guidance in the consideration of cost data

incident to the negotiation of fair and reasonable prices

rathe than as a prescribed basis for determining such

pices. In this respect, the policies a d procedur s

set forth in ASPR Section III, art 8, are governing

and shall be follm18d. The e},.~ent to which costs
FORw'A :v

influence pricing varies greatly from case to

case. In negotiations covering future work, actual costs

cannot be known and the importance of cost estim tea

depends on the ci cUlllstances. The contracting officer

must consider all the facto s affecting the reasonable-

ness of the total proposed price, such as the technical,

production or finffi1cial risk assumed, the complexity of

work, the extent of competitive pncing, and the

contractor l s record for efficiency, economy and ingenuity,

as 11 as availa 1e cost estimates. He must be free

to barg n for a total price Hhich equitably distributes

the risks bet en 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

) bargainin is on a total price basis.

3



(c) In view of the considerations set forth abov , the

contracting officer will not be r quired to specifically

elTaluate and explain the treatment accorcled each

individual item of cost in substantiating the justi-

fication of a price.

(D) Part 2 is not prescribed by this regulation for

/. n ~ X ~ incorporation in fixed-price incentive and redeterminable

\) ~ , type contracts. lhile recognizing the significanc of

costs in the establishm nt of prices under these types

of contracts, th use of cost principles in such

situations must be flexible because the problem is

one of negot.iating a fixed price rather than the

determination of allowable or lli1allowable costs.

Since fixed-price incentive and redetel~linable type

contracts are basically of the fix d-price type,

nothing in this Part 2 shall be construed as preventing

the submission by contractors of requests for considera-

tio of any item which is considered by the contractor

to contribute to perfOI"lolanCe of the contract. Such

requests shall be in addition to and shall be

specifically excluded from the development and submission

of cost data and price analysis contemplated by

R l5-l0lol(iv) below. uch i fonnation may be taken

into consideration by the Contracting Officer in

determining the overall price to the extent appropriate

to the circumstances of the particul procurement.

4



(iii) By contracti officers in the ne~otiation of firm fixed-price

type contracts.

A. In ne otiating finn fixed-price type contracts, (including

those containing escalation provisions and the

non-cost-reimburseme t portion of time d materials

contracts, the use of cost analysis as a pricing ai is

ordinarily not necessary. Accordingly, utilization of

the cost principles set forth in this art 2 is not

price; ho~ ver, p_imar,r concern is \iLth the level of

estimated cost and secondarily with the types of costs

labor

These cost estim tes will
Cr..

primarily on a costusually require evaluatio

appropriate. In some situations, the various teclmiques

basis, e.g., the reasonab 60ess of the tot

included in the estimates.

f pricing enumerat d in ASPR action III, Part 8, ~ll 1.

7ltnot be adequate. In these instances, cost estimat s can

be of assistance in the negotiation of a fair an reasonable

estimate gi ring consid ration to total estimated manhour

or the reasonablene 5 of t e overhead figures on a rat

basis. In this connection, the general principles et

forth in ASPR 15-201, 15-202 and 15-203 should be

tilized to the maximum degree practicable.

(iv) contractors, prospective contractors, and ubcontracto s,

as a basis for the d velopment and submission of cost data

and price analyses to contracting officers for the purpose

5



.. .

..

of negotiating estimated costs under cost-reimb sement type

contracts or prices under fixed-price type contracts, "th

the exception of thos proposals expected to lead to the

n gotiation of firm fixed-prices where the pric a e to be

established prior to or at the outset of the work. The

above xception includ s fixed-price contracts containing

escalation provisions and the non-cost-reO bursement portion

of time and terials contracts.

(v) By the Audit Agencies in their advisory capacity of
i1JV"

providing accounting in the situations enumerat d in (iv)
J'

above.

6



ASSISTANT SECRETARY OF DEFENSE

Washington 25, D. C.

SUPPLY AND LOGISTICS

CP

Dear

We have completed our staff analysis of the views of industry as
expressed in connection with the draft of the comprehensive set of cost
principles dated 10 September 1957.

We believe that the next step should be to consider with industry
certain issues which have been raised by industry comment and which are
basic to the realization of a mutually acceptable document. The issues
have been separated into twelve questions, four o! which are basic to
the use of a comprehensive set of cost principles and the remainder of which
relate to those individual items of expense which were most widely camnented
on.

There is attached a listing of the major issues which were taken tram
the prior comment of industry. This, together with a consideration of
certain sections of the September 10, 1957 draft which have been -rewritten,
will be used as the agenda for the meeting. We believe that it is necessary
to adhere to this agenda in view of the extent of the questions raised. We
believe that the conclusions reached with respect to these questions will
serve asa basis for the solution of whatever other questions of lesser
significance may remain.

We are inviting industry to meet with us on Wednesday, 15 October at
9 a.m. in room 3E 869, The Pentagon for a discussion of the principles in
order to permit their early publication. It-is believed that a small
representative group can be most effective in maintaining the meeting at
a productive level. In terms of participation, each Association should
limit itself to a single spokesman. and it is suggested that attendance be
confined to the minimum necessary to assist the spokesman. As indicated
in my letter last February, it is my plan to attend this meeting, along with
the Assistant Secretary of Defense (Comptroller) and the Materiel Secretaries
of the Military Departments, in order that we may have a clear understanding
of Industry1s position and of the proposed revisions as they now stand.

For your reaqy reference there is attached a copy of the draft dated
10 September 1957. In addition, there are attached revised drafts of
tille following paragraphs which will constitute part of the agenda:



·,

Parasraph .2!~

Part 1, "Applicability"

l5-204.l(b)

l5-204.2(f) Compensation

15-204.2(1') Overtime

15-204.2(11) Research and
Development Costs

Purpose £! Change
-'To clarify intent that Part 2 has application

to "negotiated" pricing and to clarify the
nature of the evaluation or cost data in
such pricing.

To express the intent that contractors should
negotiate in advance the reasonableness and
allocability of the enumerated items of
expense under certain conditions; that failure
to do so involves grave risks for the con
tractor with respect thereto; and that the
option to negotiate may be exercised by the
contracting officer as well as the contractor
or prospective contr~ctor.

To simplify the coverage; to modify it to
provide for the allowability of management
incentives to the extent that the tot8.l compen
sation is reasonable; and to sharpen the
guidance with respect to reasonableness of
compensation.

To provide compatibility with the principles
contained in ASPR 12-102.

To provide that independent applied research
and development may be allocated to appropriate
sponsored applied research and development
contracts in instances in which a contractorts
normal course of business does not involve
production work.

A similar letter is being sent to the other industry Associations which
have been active in assisting the Department of Defense in the solution of
thi.s complex. problem.

Sincerely yours,

Inclosures
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'. AGENDl-------
Meeting with Indu8t17: Representatives

Contract Colt" Principles

~tober 15, 1958

2l Aqust 1958

A. Differences in general: concepts bet"'..11 industry cODIIlents and
September 10 draft:

1. Applicabilit7-

Concern evidenced that the application to fixed-price ttpe contracts
mA7 lead to formula pricing. Discussion of revised Part 1.

2. "All Costs" concept -

Contention that Government should accept a share of all normal
business costs.

3. Reasonableness and allocabilit7 -

Feeling expressed that the terms "reasonableness" and allocabilitr-
need no further amplification in the principles. contracto.rls normal
practice and accounting qstem should govern acceptance of specific costs.

4. Advance understandings -

Objections were raised to the provision encouraging advance negotiations
to reach 'agreement on the basis for allowing certain coets. Discussion
of clarit7ing revision ot faragraph l5-204.l(b).

B. Specit1cit~s'ot cost:

1. Advertising .
2. Campenaation for personal services -

Discussion of revision of Paragraph 15-2040 2(1').

3. Contributions and donations
4. Interest
5. Overt1me-

Discussion ot revised Paragraph 15-204.2(7).

6. Plant reconversion costs.
7. Research and developnent -

Discussion of revised Paragraph 15-204.2(11).

8. Training and education
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SFX:TIOR XV

CONTRACT COST PRINCIPLES

15-000 Scope £! Section. This Section contains general cost principles

and standards for use in connection with (i) the determination of historical

costs, (~~). t~e preparation and presentation of cost estimates by prospective

contractors, contractors and subcontractors in negotiated procurement and in

termination for convenience of the Go"ernment, and (iii) the audit of cost

in the negotiation and administration of contracts, and (iv) the evaluation

of cost data in procurement and contract administration.

Part 1 - Applicability

15:101 Scope £! 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 subcontraoting and delineates the nature of such use under
,'\; t. , '
ditterent circumstances.

15-101.1 ~. Part 2 is prescribed for use:

(1) As a contractual basis, by incorporation by reference in the

contract, for determinat1onof:

(A) reimbursable cost3 under cost-reimbursement type contracts

including cost-reimbursement tyPe subcontracts thereunder

and the cost-reimbursement portion of time and materials

contracts;

(B) terminat10ns when the amounts thereof are determined

uni1aterallyb,y the contract~ officer;

(C) costs of tel'lJl1Dated cost-re:1:mbursement contracts.

I
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(A) the development and submission of cost data and price

analyses by contractor~ an~ pro~peetive contractors as

required in support of negotiat~d ~r1cing, repricing,

"

negotiated overhead rates, requ••~s ~or progress payments,
....,

and settlement proposals under te~~n~tion;

(B) audit reports prepared by the Audit Agencies in thei~

advisory capAcity of providin~

relpecting tteg~tiated pricin~J

.'
aceount~,ng ·i.nformation.:....

~~
rep:r'~.~;Y!~ and termination.

(iii) By COJ:ltracting Officers in the evaluation of cost data, as

follows:

(A) ~ Retrospective Pricing and Settlements.
.;.1

Inne&otiating·.~

firm fixed prices or settlements for work which haa been,

eomPlete(orGubs.t.antially completed at the time of

negotia.tion (e 0 g., final negotiations under fixed-orice

incentive contract, redetermination of price after e~m- .
.'

pletion of the work, negotiation of final overhead rates,

or negotiation of a settlement agreement under a contract,

terminated for the convenience of the Government), the

treatment of costs is a major factor in arriving a~ the

amount of the price or set.tleme:tlt o Accordingly, ASPR,
1:- -(~

Section XV, Pal~ 2, shall serve as the basis for evaluation

of eost 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 party does not neoessarily reflect agre~ent on the

2
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, "....

'\
".



..
rt

21 August 1958

evaluation or each element ot cost ,but rather a tinal

resolution of all issues in the negotiation process.

_~(a) - !!! Forward Prieingo To the extent that costs are a

factor in forward pricing, ASPR, Section XV" Part 2,

shall serve as a guide in the evaluation of cost data.

The extent to which costs influence forward pricing

varies greatly from case to case o Innegotiations

covering future work, actual costs cannot be known and

the importance of cost estimates depends on the ciroum-
"

J.,
stances. Thg contracting officer must consider all the

factors affecting the reasonableness of the total proposed

price,such as the technical, ,production or finanoial
;.'

risk assumed, the complexity of work, the extent of

competitive pricing9 and theeontx-actorvs record tor

efficiency, economy and ingenuity, as well as available

cost estimates. He must be free to bargain tor a total

price which equitably distributes the risks between the
,-

contractor and the Governmen.t and provides incentives -for

,efficiency D.nd cost reduction. In 'negotiating such- a

price, it is not possible to identify the treatment of

,specific cost element 5 since the bargaining is on a total

price basis. Thu,s J' ':Ilihile Part,- 2 will be used to &valuat8

cos 8, it ",i. 1 not cont egotiation of prices for

work to be perfo~ed in the future, e.g., negotiation of

a firm fixed-price contract ~ an intermediate price reTis10n

covering, in whole or impo1'tant part, 'Work which is yet

3
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to be performed, or a target price under an incentive

'~ct..

(iv) As the basis tor the resolution of questions of acceptability

.ot individual costs whenever such questions becaae issues.

15-101.2 "Allowable" and "Unallowable" in Connection~ Pixed-Prioe

!lE! Contracts. As used 1n ASPR, Section XV, Part 2, the words "allowable,".

flunallowable," and: the like, Shall, in connection with any fixed-price type

contract, mean "acceptable," "unacceptable," and the like.

4
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Negotiation Requirement

/. /

od1fy' lS-204.1{b) to read as fa ows:,

(b) The extent ot allowability ot the selected items ot cost covered 1Jl

ASPR 15-201+.2 bas been stated to app17 broadl1' to many' accountiDI 878t.. in

val'71Dl oontract situations. thus, as to any' given contract, the reasonablene••

and allocab1l1t1 ot certain items of cost may be difticult to determine, part1cQlar17

in the case of contractors whose business i8 predominantly or subetant1al17 with

the Government. In order to avoid possible subsequent disallowance baaed on

unreasonableness or non-allocability, it is important that prospective con- .

tractors, particularly those whose work is predominantly or substantially With

the Government, seek agreement with the Government in advance of the incurrence

of .pecial or unusual costs in categories where reasonableness or allocability

are difficult to determine•. Such agreement mAY' be initiated b7 the contract1na

officer. AD'T such agreement should be incorporated, in cost-reimbursement tJPe

contraots or made a part of the contract tile in the case ot negotiated f1Dd

price type contracts, and should govern the cost determinations covered thereb,r

throughout the performance ~ the related contract. Included are such elements as:

oompensation tor.~rsonal services (ASPR 15-204.2{f»;
. " ''I

.~\\ " ','.\

use charges tor~ deprec~ted assets (ASPR 1;-204.2{i){6»;
~~ .

, \

food and dormitory service tutn1shed without cost to eaployees
, l '

. \

or involving significant 108ses (ASPR 1;-204.2(n»;

(iv) deterred maintenance costs (ASPR1;-204.2{t)(1){1i»;

(v) pre-eontract costs (ASPR l5-204.2(dd»;

(vi) research and development costs (ASPR 1;-204.2{ii){6»;

(vii) royalties (ASPR 15-204. 2{ jj»;
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(viii) selling and distribution costs (ASPR 15-204.2(kk)(2».; and

(ix) travel costs, as related to special or mass personnel movement

(ASPR 15-204.2(S8)(5».

i
I
Ii
/'
I

6
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Compensation !2! Personal Services

Modify l5-204.2(f) to read as follows:
~ - _ .... '.---

(f) Compensation~ Personal Services.

(1) General. !. Compensation for pereonal services includes all

remuneration paid currently or accrued, in whatever fonn and whether paid

immediately or deferred, for se~ces rendered by employees to the contractor

during the period of contract performance. It includes, but is not limited

I

)
to, salaries, wages, directors' and executive committee members' fees, bonuses, J

incentive awards, employee stock options, employee insurance, fringe benefits,

and contributions to pensi9n, armuity, stock-bonus and plans for incentive

compensation of management employees. Except &s otherwise specifically pro

vided in this paragraph (r), such costs are allowable to the extent that the

~otal 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.

£. Compensation is reasonable to the extent that

the total amount paid or accrued, is commensurate with compensation paid under

the contractor's established policy arid confonns 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 special consideration and possible limitation as to allowability

for contract cost purposes where amounts appear excessive. Among such conditions

are the following: ~

(i) Compensation paid to owners of closely held

,orporations, partners, sole proprietors, or members of the immediate families

7
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.,~thereof, or to persons who are contractually committed to acquire a substantial

financial interest in the contractor's enterprise. Detennination should be made

that such compensation is reasonable for the Actual personal services rendered

rather than a distribution ot profits.

(ii) ~ change in a contractor's compensation

po11cY' resulting in a substantial increase in the contractor's level of

compensation, particularlY' when it was concurrent with an increase in the rAtio
h.i

of Government contracts to other business, or any change in the treatment ot

allowability ot specific t1pee of compensation due to changes in Government

po11c1.

(iii) The contractor's business is such that his

compensation levels are not .ubject to the restraints normally occurring in

the conduct ot competitive business.

£. Compensation for services rendered paid to partners

and eole proprietors in Usuof salary will be allowed to the extent that it

i8 reasonable and does not constitute a distribution of profits.

$. In -addition to the general requirements set forth

in ! through ~ above, certain fol'JU ot compensat1on are subject to further

requirements &8 speoified in (2) through (10) below.

(2) Salaries~ Wage.!. Salaries and wages tor current services

include grose compensation paid to employees in the fonn of caSh, products,

or services, and are allowable subject to the qualifications of (1) below.

(3) Q!!h Bonuses and Incent1ve Compeplat1on. Incentive compensation

tor management empl07ee8, cash bonu.es, augg'ltion awards, safetY' awards, and

incentive compensation based on production, cost reduction, or efficient

performance, are allowable to the .xtent that the overall compensation is

8
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deter.mined to be reasonable and such costs are paid oraecrued 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. (But see ASPR l5'T204.l(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~ 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:

(i) valuation placed on the stock transferred shall be the

fair market value at the t1me of transfer, 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 snall be subject to adjuat-

ment according to the possibilities that the employees

will not receive such stock and their interest in the

accruals will be forfeited.

Such costs otherwise "allowable are subject to adjustment according to the

principles set forth in (6)~. below. (But see ASPR l5-204.l(b).)~

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

of the contractor or of an affiliate is unallowable.

(6) Deferred Compensation. ~. As need herein, defert~d compensation

ncludes all remuneration, in whatever :01'11, for servicas C1'r,'rently rendered,

~~
.", ~>ll"" ~,,'
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lor which the employee il not paid until atter the lap.e ot a Itated period

ot year. or the occurrence of other ."ellts aa pro'l1ded 1n the plana, except,

that ~t doea not inclucle no~l end ot accountll'l1 period accrual.. It 1nclu4es

(i) contributiol'1S to penalon, annuity, stock 'bonus, and profit sharing .plan~,

(11) contrlbutions to d.1labUit,., w1thdrawal, in.uranoe, surv1vorship, and

s1m11ar benefit plans, and (iil) other deterred compel'18&tion, whether pald

in cash or in stock.

~. Deferred eompen8&tion is allowable to the eJdient

that (i) it is tor service, rendered during the contract period; (ii) it is,

together with all .other compensation paiQ to the employee, reasonable 1n

amount; (iii) it i, paid purauant to an aareeMnt entered into in good taith

between the oontractor and _plor-es before the a.nices are rendered, or

pursuant to an eatabllsh.~ plt.n followed b7 the contractor' so conaistentl.1'

as to imply, in ettect, an agre-.ent to make such paJIIents; and (iT) for a

plan which is subject to approval ·b,. the Internal itevenue Service, it falls

within the cntaria and standard. or the Internal aevenue Code and the

regulations of the Internal aevenue Service. (But see ASPR 15-204.1(b).)~

.!:.. In determining the cost ot deferred compensation

allowable under the contract, appropriate adjustment, shall be made tor

credits or gains arisi1'1l out of both normal and abnormal emploree turnover,

or a111 other contingencies that can result in aforteitureb,. emplo,.ees ot

such deferred compensation. Adjustments shall be made onl7 forforte1tures

which direct1T or indirectl,. inure to the benetit ot the contractor; for

feitures which inure to the benefit of other ..plor-es covered bya dererred

oompensation plan with no reduction in the colltractor'l coats will not normally

10
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give rise to adjustment in contract costs. Adjustments for normal employee
- "

turnover shall be based on the contractor's experience and on toreeeeable

prospects, and-shall be retl.cted in the amo~' of cost currently allowable.

Such adjustments will be unneceaaa17 to th." 'xtent that the contractor can
/

demonstrate that its contributions take bito account normal torteitures.

Adjustments for poslible future abno~ forteiture. shall b. effected according

to the tollowing rules:

(~ abnonB&l torteitures that are toreseeable

and which can be currentl;y evaluated with

reasonable accuracy, b;y actuarial or other

, sound computation, shall be refiectedby an

adjustment ot current costs otherwise

,j:..•

\
allowable; and

(i1) abnomal forfeitures, not within (i) above,
"

may ~.. made the subject of agreement betwen

the Gove,rnment and the contractor either as

to an equitable adjustment or a method of

determining such adjuatment.

s. In detel"lDining whether deterred compensation is

, ~, for services rendered during ,the contract period or 1s tor tuture services,

consideration shall be given to conditions imposed upon eventual payment, such

as, requirements ot continued emplo;yment, consultation atter retirement, and

covenants not to compete.

(7) Fringe Benefits. See (0).

(8) Overtime, Extra-Pal 8!Qtt~ Multi-Shirt Premiums. See (1').

I
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"\
Tratn1nc~ "i2at1on ~it,.8. S•• (qq).

Insurance ~Inclemn1t1Qat1oR. See (p).
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(ii) esearch and Development Costs.

'1' , .
~i~1)~Rese1ch and development costs are divided into two major

categories::for the wrpose of contract costing - (i) basic research, also

referred to as general research, fundamental research, pure research, and
.~ ,J.

b1ue-8~,.research and (ii) applied research and deve10pnent, also referred

to as ·~duct. re8e~rch and product line research.
l' J'

.. i, (2) Basic research is that type of research which is directed
~

tbward increase of knowledge in science. In such research, the primary aim
I !

of the i~vestigator is a fuller knowledge or understanding of the subject
1

under study, rather than a practical application thereof. Costs of indepen-
•

dent basic research (that which is not sponsored by a contract, grant, or
I' ,

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 science. 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 ~ngem;;P are allowable, subject to (6) below, under any

production contract to the extent that such applied research and development

are related to the product lines for which the Government has contracts and

~uch 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

contr~cts. However, in cases where a contractor's normal course of business

13



does not involve production work, the costs of independent applied research and

develo]Bent work (that which ie not sponsored by contract, grant or other

arrangement) are allowable, subject to (6) below, to toe extent that such work

is related and aU.ocated as an indirect cost to the field of effort of the

Government applied ,research and development contracts. ~

,., u" (4) Indepe1?'dent research and development projects shall absorb
: ......

,their appropriate share of the indirect costs of the department where the

WOl'k is performed.

(5) 'Research and development coste (including amounts capitalized),

regardless of their nature, which were incurred in accounting periods prior

to the award of a particular contract, are unall0wa.ble.

(6) In addition to the definition of reasonableness provided in

ASPR 15-201.3, the reasonableness of expenditures for independent research

and development should be determined in lilht of the pattern of the cost of

past programs (particularly those existing prior to the placing of ao"ernment

contracts), with due consideration to changes in science and technology. SUch

expenditures must be scrutinized with great care in connection with contraetors

whose work is predominantly or substantially with the Government. 0\ ',Where such

expenditures are not subject to the restraints of commercial produ~t pricing,

there must be assurance that these expenditures are made pur8ua~ to a planned,

research program which il reasonable in scope and il well mana~d... ,y', ,The COlts

should not exceed those which would be incurred by an Ordinar1l:f.~~~~ent

person in the conduct of a competitive bU'ines,-". (See ASPR l5-2~~.1(b).)

, \
I

\
j
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(1') Overtime, Extra-Pay Shift and Multi-Shift Premiums. Overtime, extra-pay

shifts, and multi-shift work is a.11o~ab1e to the extent approved pursuant to

ASPR 12-102.4, or authorized pursuant to A8PR 12-102.5.

. . ~ ..~_...

,,"!"II'~~.:- ...,~
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS

OR

2 December 1958

MEMORANDUM FOR THE ASSISTANT SECnTARY OF DI§'ENSE (SUPPLY AND LOOISTICS)

SUBJECT: Status Report on Contract Cost Principles

I have continued to meet regularly with Departmental representatives
on both the main body of cost principles and the research and development
principle. With respect to the latter, I can now report substantial
agreement. I am attaching a draft of this principle which is currently
being circulated for final comment. I expect that our recommendation

./ to you will be substantially as indicated in the attached draft. You will
y note that we have adopted the latest industry proposal, which was submitted

in Mr. Leathem's lettar of November 7, 1958, almost word for word. We have,
however, added our safeguard in paragraph 8 of the attached draft. Our
committee is firmly and unanimously of the view that this approach is the
only practical one.

We have finished our review of the industry comments with respect to
particular items of cost. We will recommend a change in the title of the
section (to Contract Cost Principles and Procedures). Additionally, we have
agreed on a revision of the treatment of advanced understandings, rentals
and plant reconversions costs. l'ie 'Will present a revised proposal on
advertising costs, compensation and. contributions and donations, although
our recoJlDllendations in these latter three cases will not be unanimous.

We are currently working on a revision of the applicability section. As
indicated by the industry comments, this section holds the key to the entire
package. There is developing wi thin the Departments, particularly in the
Navy and Air Force, a basic fear that we may be trying to go too far in making
our cost principles applicable in the rixed-price area. I am told that these
sentiments have at least some backing at the Secretarial level. The Army
position is not clear at the moment, although there is agreement with the
Navy and Air Force thiDking at the Army staff level. We will meet again on
Thursday of this week to endeavor to draft a revision of the applicability
section which will have the effect of lessening the impact of the cost
principles in the fixed-price area, but which, on the other hand, will not
leave a void in this area as currently exists. I do not intend to let this
disagreement on applicability drag on; however, I think that we owe it to
industry to seriously reconsider our previous position in this most basic
portion of the cost principles.



Subj: Status Report on Contract Cost Principles 2 DeCEll1ber 1958

It is my hope that we can provide you and the other ~1aterie1

Secretaries wi.th a specific proposal for your further consideration by the
end of' next week.

~~
~~dr~s~~~·~

Staff Director, ASPR Division
Office of Procurement Policy

1 Inc1
Draft dtd 1 Dec 58
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DEPARTMENT OF THE AIR FORCE
HEADQUARTERS UNITED STATES AIR FORCE

WASHINGTON 25, D. C.

4. December 1958

MEMORANDUM FOR COMMANDER J. M. MALLOY1 OASD (s&L)

SUBJECT: Comprehensive Cost Principles

1. This is in compliance with your request at our meeting on
2 December 1958, that I furnish you a vritten resume on my thinking
on the "Applicability" aspects of the subject principles. I'm sure
you can appreciate the fact that I due to the limited time available
for preparation, these thoughts are far from being in finished form.
They will, however, serve as a basis for further discussion in our
efforts to reach a cammon ground to present to the Secretaries. This
paper, of course l does not purport to present a formal !lAir Force
position".

2. It is my firm conviction that the proposed Cost Principles
in their present form - or even with a reasonable degree of liberalization
and clarification of certain, specific, individual principles - cannot
be issued except by a unilateral decision by the Department of Defense
to do so over the protests of industry.

3. There appears to be but two alternatives ope whereby a
et of principles can be issued, which will have a emblance of

accepta ce on the part of industry. The e are:

a. Acceptance of industry's "all costs" conce. t and relying
on the tests of reasonableness and allowability.

b. Revision of the 'Applicability" section to rec gnize
cle rly the line of demarcation between cost-reimbursement type
fiXed-price type contracts.

4. While industry wouJ.d undoubtedly prefer the former (2a. above),
t alternative is not considered to be appropriate i Government
contracting, for the reasons outlined by the Government throughout
the long history of this effort, cuJ.minating in the discussion of
this point at the 15 October 1958 conference between indust
Department of Defense representatives.

5. On the other hand, alternative 2b. above, appears to me to
be f'undamentally sound, and if adopted l shouJ.d enable us to promulgate
the principles at an early date with substantial acceptance by i ustry-



Memo tor Cdr J. M. Malloy" OASD (S&L)" Subject: Comprehensive Cost
Principles" dtd 4 Dec 58 (Cont'd)

at the same time preserving the Government'. ability to price effectively
its tixed-price type ot contracts" including the consideration ot cost
data in areas where thi. is essential" eg." incentive and redeterminable
contracts.

6. In support ot revision ot the "Applicability" .ection as
stated above" the tollowing points are ottered:

a. It is in keeping with the basic premises ot ASER Section III"
Part 8" "Price Negotiation Teclmiques" It tram which the tollowing
pertinent excerpts are listed:

3-801(a) "When products are sold in the open market"
costs are not necessarily the controlling tactor in e.tablishing
a particuJ.ar seller's price. Similarly" where competition~
be inettective or lacking" estimated costs plus estimated profit
are not the only pricing criteria..... The objective ot the
contracting otticer shall be to negotiate fair and reasonable
prices in which due weight is given to all relevant tactors"
including those in ASPR 3-101.·

3-807(b) "While the public interest requires that
excessive profits be avoided" the contracting officer should
not become so pre-occupied with particular elements ot a
contractor'. estimate ot cost and protits that the most important
consideration" the total price itself" i. distorted or diminished
in its signiticance. 1t

3-801(c) ItA fair and reasonable profit cannot be made
by simply applying a certain predetermined percentage to the
cost estimate or .elling price of a product."

3-808.2{c) "Rough yardsticks may be developed.... to
point up apparent gross inconsistencies which .hould be subjected
to additioDal pricing technique., including cost analysi.. Such
yardlticks .hould be considered as an indi.pensable adjunct to
cost analy.is, since a study ot a lingle offeror's estimated
costs in sole .ource situations will not indicate whether the
proposed price is fair and reasonable in comparison with other
products ot the same kind. n

3-808.3(a) It~e need tor cost analysis depends on the

2



Memo tor Cdr J. M. Malloy, OASD (S&L), Subject: Canprehenaive Coat
Principles, dtd 4 Dec 58 (Cont'd) .

effectiveness ot the method8 ot price analysi8 outlined in ASPR 3-808.2,
the amount of the proposed contract, and the C08t and time needed
to accumulate the information nece8sary for analysis. When cost
anaJ.yai~s i8 undertaken, the contracting otticer must exerci8e
judgment in determining the extent of the analysia.· (The balance
is 3-808.3 is too lengtb;y to incorporate herein. It is however,
highly significant in considering the problem at be.Dd, setting
forth as it doe8 comprehensive treatment on the use of cost
analysis.)

3-808.6 "When purchases of ltandard commercial or
modified standard commercial items are to be made from 80le 80urce
suppliers, U8e of the technique8 of price and cost analy8is ~
not always be P088ible. In auch instances••••the contractor's
price lists•••••• Bhould be examined••••and negotiations conducted
on the basis of the ~est uaer, ''''moat favored customer" or similar
practice customarily.followed by.the contractor."

b. In implementing MPR Section III Part 8, the AFPI contains
the following pertinent provision8:

3-808.1 '-under fixed-price type contracts, including
redeterm.1nable types, pricea are to be negotiated, not separate
elements of cost plU8 profit. In many calel, a breakdown of price
into cost and profit elements will be useful in the process ot
analysis, evaluation, and negotiation ot proposed prices. A
negotiated price is the basis for payment to a contractor under
fixed-price type contract8 j allowable costs are the basis for
reimbursement under c08t-reimbursement contract8. It"

3-809(a)(2) "Auditors do not recamnend 'disallowance'
of c08ts under fixed-price type contracts as they do under cost
reimbursement type contracts because cost8 are not reimbursed,
prices are paid. Theretore, auditors 'question' costs in adVisory
reports. The contracting officer, 10 negotiating price, will
take such questioned costs into consideration, exercising judgm.ent
in this area and giving due regard to the tact that prices, not
costs, are f1nally negotiated."

c. The use of cost principles in the tixed price area need not
be abandoned or lost, it need only be put more aharply into proper
perspective, consistent with the above cited ASPR and AFPI provi8ions.
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Industry recognizes this fact. Mr. Leathem stated, at the 15 october
1958 meeting: "I don't think any of us in industry will argue on cost
reimbursement type contracts nor on incentive type contracts or price
redetermination type contracts, in which from the outset we have cepted
costs as a pricing technique, but we object very strenuously to being
subjected to cost determinations when we did not accept this type of
determination in establishing the price trom the outset of the co trac 11

d. There can (and should) be included in the principles a
direct caveat against "formula pricing". In tho e cases (in fixed
price type contracts) where cost estimates are a factor, primary
concern is with the~ of estimated costs and secondary concern
with the types of costs included in estimates. This is especially
true in areas of prospective pricing, where costs estimates are not
the sole determinant for pricing. The Government should provide the
best incentive to efficiency be negotiating prices which will encourage
contractors to control costs.

7. None of the foregoing is intended to convey the thought that
our people should not - where cost analysis is required in negotiating a
fixed-price type contract - utilize the cost principles as an aid in
their evaluation of the contractor's proposal. I feel that we are on
basically sound grounds in the concept underlYing the proposed comprehensive
set, but that we have been too cautious in our terminology (to avoid
giving the 1m~ression of canplete abandonment ot our right to question
certain costs), particularly in our zealousness to retain the "comprehensive"
concept.

8. To get more specific as to the contents and composition ot
the "Applicability" section, the following observations are submitted
tor consideration by our working group:

a. It should state clearly that the principles are mandatorily
applicable to, and should be incorporated by reference io, cost
reimbursement type contracts (this includes tenuinations ot such contracts).

b. It should state spec1f'ically that formally advertised
contracts are not subject to the principles (term1natious will be subject
to the applicable principles set forth in ASPR Section VIII).

c. It should state that, as to the fixed-price type ot
contracts, the provisions ot ASPR Section III, Part 8 are governing

4
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Principles, dtd 4 Dec 58 (Cont'd)

and should be adhered to, with a specific caveat inlt "formula
pricing" of such contracts. In this respect, it appears advisable
to include in Section XV some of the language of Section III Part 8,
as cited in paragraph 6 above, which will aJ.lay industry". fears ot
"Formula pricing".

d. It must, despite the foregoing, make clear that in priciD3
incentive and redeterminable type contracts, there vill perforce be
greater weight placed on cost considerations than is necessary in the
other fixed-price types of contracts.

e. It may be more practicable to break out all of the fore
going except a. as a separate short Part in Section rI, with a cross
reference thereto in the Part 2 ItApplicability" section. This will
clearly form a line of demarcation, and at the. same time will enable
us to establish true Itprincipleslt for the fixed-price variety of con ts.

9. Aa you have undoubtedly observed, the ideas expressed herein
do not represent too radical a departure from the current concept.
Yet, I feel they go a long way towards accommodating what I consider
to be a tundamentally sound industry position on applicability. At
the same time, we will not bave placed ourselves in an indefensible
position with re8Pect to the General Accounting Office.

10. I am furnishing copies of this paper to the other representatives
on our working group in the expectation that it may be possible, at
our meeting this afternoon, to draft some specific recommendations
for language along these lines to go in Section rI. You will recall
that I have generally adhered to the feelings expressed by the dena:JM:.Jrlental
representatives at our last meeting.

cc: Lt. Col. Tbybony (Army)
Mr. M. E. Jones (Navy)
Mr. Kenneth Kilgore (am)
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D.C.

SUPPLY AND LOGISTICS

CR

29 Decelilber 1958

l·m:MCRANDUM FOR THE ISTANr SECRE Y OF DEFENSE (SUPFL A tcxuS rGs)

SUBJECT: Can ract Cos Principle

1. At your . rection, I have held nu.mer us meetings ~rl.th repre enta-
tives of the ¥.d.litary Departments and the As ist eo etary of Defense
(Comptroller) to consid r e co tract co t principles in the l' ht
the strong prate ts whic ave been receive from indust • Our objec
tive has been to take fresh look at the entire philosop y underlying
ou past efforts to develop a so-oaJ~ed comprehensive set o~ co t
prine!: les. Additionally, we have revi wed the i:ndivid items of cost
and our recommendatio in this reg d are set £orth herein.

2. Se ar te meetings were h Id 0 . the researoh am d elopment
pr' nciple . th additional representa.tive the" t y Departments
and this office wh are concerne directly with the ep ent f Dere e
re earch pro ram. We have agreed 0 a substantial revision 0 our pre-

. OUB draft of thi principle and this new t has been sent to the
arious A istant S cretarie for an eJ~ression of their views.

3. There is attached, as ab , a r vision of cert . n portions of
t e cost pri cipleso These changes are summarized as folIo

A. Title. Changed to I ontract Cost inciples and
Proce ure • This cae is made to couoter th industry
claim that we ave included prace l' and instructional
type material . 1 addition to pr ciples'. e feel that
the detail which is included i the nee ssary for
roper administration.

B. This principle has been eha ed to
clearl~r ind' cate that I he absence of such an advance agree
ment on any element of co t '11 not, i itself, erve to
make that element either allo able or nallowab e. Addition
ally, we have egre ated the ite for which advance un e -
st dings are normally essent· I from those where agreement
are norm 1 ap ropriatel 0
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ASSISTAM~y OF DEFENSE
Washington 25, D. C.

Supply and Logistics

CR

Jl December 1958

:MErC>RABDUM FOR THE ASSISTABT ~BETARY OF DEFENSE (COMPl'ROLLER)
THE ASSISTAlfr~Y OF THE ARMY (LOGISTICS)
THE ASSISTAI'1' S:mRmARY OF THE NAVY (MATERIAL)
THE ASSISTANT~Y OF THE AIR FORCE (MATERIEL)

SUBJECT: Con"trac"t Cos"t Principles

As you are aware, ~r s'ta.ffs have been re-evalua"ting our previous
dra1"1' of -"the con"trac"t cost principles in "the ligh"t of the s"trong pro"tes"ts
lodged by indus"try a"t "the 15 October 1958-mee"ting and'in subsequen"t
correspondence. The a"t"tached memorandum con"tains "the resul"ts of'"this
staff analysis and con'ta1ns much food for thaugb."t as "to our final
resolu"tion of this ma"t"ter. While I 8Il.no"t necessarily in agreemen"t Wi"th
all of 'the, recomme1lda"tions eon'tained in "this report, I "think 'tha"t i"t
proVides :a basi~ for our further discussions. I would like "to mee"t wit.h
you upon my return "to Wash1ngton in early February for "the purpose of '
formula"ting a recommenda"tion "to "the Secretary of Defense.

(signed)

PERKINS McGUIRE
Assis"tan"t Secre"tary of Defense

(Supply and Logis"tics)

1 Incl
Memo to ASD (S&L)
29 Dec 58



OFFICE OF THE ASSISTA1lT SECRETARY OF DEFENSE
Washington 25, D.C.

Supply and Logistics

CR

29 Decemberl958

MEMORANDUM FOR THE ASSISTANT, SroRETARY OF DEFENSE (SUPPLY AND LOGISTICS)

SUBJECT: Contract Cost Principles

1. At your direction, I have held numerous meetings with representa
tives of, the Military Departments and the Assistant Secretary of DefenSE!
(Comptroller) to consider the contract cost principles in the light of
the strong protests which have, been received from industry. Our objec
tive has been to take a fresh look at the entire phiiosophy 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 rE!gard~ set forth herein.

2. Separate meetings were held on the researeh and develqpment
principle with additional repres tatives of the Milite.ry Departments
and this ,office who are concerned directly with e Department of Defense
research program. We have agreed on a substantial revision of our pre
vious dr&1't of this principle and this new draf't has been, sent to the
various Assistant Secretaries for an expression of their views.

3. There is attached, as Tab A, a revision' of certa~n portions of
thE: costprlne±pl-e8. '!'hese -changes are SU1Illl2&rized as follows:

J.. Title. ChaDged to "Contract Cost Principles and
Bmoe4JJre8'~!' 'l'h1s Qhange is made 'to counter the in4.ustry
claim that we have 1 .eluded procedural d instructional
tlPe ~terial in addition to "principles~~ We f~el tha~
the detail which is included- is the minimum necessary for
proper administration.

B•. ' Advance Understandinis. This principle has been changed to
clearly indioate'that 8Tbe absence of" such an advance agree
ment on any element of. cost will no't, in :I.tsel!, serve to
make that element either allowable or unallowable.!' Addi1.ion
ally, we b4ve segregated the items for 'Which advance under
standings are "normally essential" from those 'Where agreements
are "normally appropriate.!'



C. Direct Costing. We recommend certain technical changes
in this princip e to take care. of a concept which ~s
inadvertently om!t'ted and to avoid duplication of charges
under certain circumstances.

D. Advertising. This principle> has been liberaJ.ized somewhat
to include the cost of exhibits sponsored by the Government
as well as advertising for scarce erials or disposing
of scrap or sui:Plus materials.

E. ContribUtions and DoDations. We have mad~ a substantive
change in this principle to alloy the costs of reasonable
contributions to e blished nonprofit charitable organiza
tions. It is our feeling that- indury f'ully substantiated
this type of cost as an unavoidable expense. We do not .
believe that ~ have opened "Pandora's box" and, further,
we feel that no insurmountable problems of administration
will be encountered.

The Air Force representative does not .concur in the
above recommendation feeling that., as :vroposed, this
principle would open the door to further demands by.
industry, as well as lead to abuses and complex administra-
tive problenis. '. .

F. Interest. While we recommend that interest costs remain
unallowable, we propose anaddition to ASPR 3-808.4 to
indicate that the extent of a contrac.tor.' s-total investment
in the. performance of the contract will be taken into'
consideration in the ftxing of the amount of the fee or
profit.

G. Plant Reconveraion Costs.' This ,principle has been
liberalized to alloV-addi1;oional costs by mutual agreement
where equity sodic-tates in-speoial circumstances.

liberalized to
" as a test. of

H. Rental Costs. This prineip e has be
include "market conditions in the .
reasonableness of rental costs.

~ •. I am attaching as Tab B, a suggested revision of the compensation
principle. The objective of th1 revision 1s to recognize that in the
determination of the reasonableness of total compensation, contracting
officers, as a practical matter, can only cope with the unreasonable or
out of line situation. Since this is true, it is felt that we should
inject same flavor-of this approach into our cost principle to assist
contraCting officers in an extremely difficult area of contract adminis
tration. The substance of this revision is currently contained in
paragraph 54-905 (a) of the Air Force Procurement Instructions.

2



5. We have spent most of our time in reviewing our previous position
with respect to the Applica~ility section of the principles since it is
the most controversial area both within the Department of Defense and
with industry. In our review of indUstry comments, we have taken

, I
particular note' of the strong protests lodged against the applicatio.&Qf
detailed cost principles to contracts of the fixed-price type. While we
never intended. to utilize the cost principles as a detailed blueprint
for the establishment of pr1ces in the f~ed-price area, we feel that
industry is justified in th,ir objections to our previous drafts in this
regard. In .addition to the industry prolests, the Military Departments
have expressed a strang des~rethat our regulations specifically recognize
the pricing principles incorporated in ASPR Section III, Part 8, as the
basic guidelines for the de1;ermination ot 'fair and reaSonable pri~es :for

, t11ed-price type contracts. This. approach is in contradistinction. to our
previous draft which, however artfuliy worded, gives the unmistakable
flavor of pricing py formul". Procurement perlo 1 of all of the
Departments are apprehensiv, lest contraeting of'ticers use the cost
princip~es as & crutch to &Void crtticiq, to the .detriment of our
gener8J.ly accepted pricing philosophy. They )lave ,maintained, as did
industry, that this will be the inevital;lle result of ~previous approach
-re'gardlesB of our intent to the contrary•.

,Ou,r overall' analySis of the sp ~ tic i of cost as' nov
recommended is ,that they are fair sad equitable tor strict applieatiQn to
cost type contracts. In ,r~i~na any of the spec tic'items otcost, we
are neaessari11 pri.nly ~oneerned with ;respec't to their allovabilf'ty
iQ. the riskles8 cost type .ontraet. We teel th :t should b~ .more
cOIlservative, mo~ detailed, and more spe ific this type of contJ'8,ct
than in those of the fixed-price type.

The need for .cost analysis With respect to fixed-price type
contracts varies in a broad spectrum. In the tf pricti:lg\ ot incentive
contraet~, major reliance DIllst be placsd on costs. In r4fd-eteI'lil1nable
type contracts, we are generally looking ahead .and, while' cost analysis .
is an important tactor in establishiDg fair and onable prices, it
must be used judicioullJly' and not slavi shly. In firm fixed-price contracts,
~. u•• ' of cost &n$lysis and.the detail of its u e varles on a 'broad,
seale•. As we endeavor to tit a given s t of cost pr c1ples, tailOred
as theY,lll1st necessarily: be to e cost-type co tract,. to these many and
varied pricing situations, we run the great danger of 80 inhibiting our
~ODtractiD8 personnel that ,the i erent adv tages of fixed-price contracts
and our pricing techniqu.es 'Will be lotto

~ I

We have previously been guided and inn ellC d .by the trUism that
"a cost is a cost regardless ot the type ot oontraa ." We do not take
isaue with this generality; however, to give ett~ t to this principle
tends to result in & detailed evaluation ot cost. 1 most insiance~. This
motivation tor speoifiaitY' in the evaluation ot .. priqe 'Will inevitably lead
to formula pricing. There are many 81tuation ,ia which we need be concerned
onlY' with the general level o~ e8ti-.ted costs ud secondarily wi'th the
types of costs included in the e timate.

3



We have stated repeatedly in ASPR that the negotiation of a fair
and reasonable price requires the exercise of good business judgment. The
exercise of this judgment requires flexibility in the negotiation process
to concentrate on the major elements of a price. Negotiation implies and
demands a give and take approach so as to arrive at a mutually acceptable
fair and reasonable price. In this atmosphere of give and take (not
adamant dictation by one party to the negotiation) it 1s essential that
the Government negotiator be provided with the flexibility to recognize
the validity ot a contractor' s requests with respect to any element of
cost in return for a more advantageous concession by the contractor with
respect to another element of the price.

The observations set forth above are not new. They are the
basic and inherent problems which have prevented ari easy resolution to
this question over the ,past few years. If the principles are issued
with their applicability as set forth in the 21 August 1958 draft, we
can look forward to contiDuedand violent disagreement with industry.
We can foresee tuture misunderstanding on the part' of contracting officers
as they endeavor to reconcile the applicability of the cost principles
with the pricing techniques of ASPR Section III, Part 8. We can expect
pressure toward formula pricing emanating from reviewing authorities such
as the General Accounting Office.

In mimyrespects, we find ourselves on the horns of a dilemma.
Some membefs of the working group strongly advocated a complete separation
of all fixed-price type contracts from any tie-in with the cost pr~¢iples.

They would create a separate part in Section 'T{ to cover f1Xed-pricetype
contrac"bs in which the principles would not be used as a "guide" since
prev:Lotui. experience' in. using the p'resen~ Section XV, Pat't 2 ~ as a guide in
pricing fixed-price contracts had resulted in, formula pricing. The
majority:, however, while cOlilcurring in the concept of a separate part for
fixed-pr1ce contracts, believes that since cost analysis is an important
factor in pricing many fixed-price contracts, we need to state that 'the
cost principles will be used "to provide general guidance" in the pricing
of such contracts. While recognizing that even this latter tie-in to the
principles runs the danger of same f0rmula pricing, it is recomended here
asa middle g~d W¥ch offers the best accommodati~ of the many c~nflict-

, ing points of ;View, 'Which are involved.

While, we have redrafted the Applicabil1t.7 seotion many times"
we are not able to present a tully coordinated new draft at the present
time. Tab C, attached, appears to offer the 'most practical solution.
It is fu.rn18hed herewith to serve as the basis for future discussionIS of
the basic policy questions underly:tng the resolution of this difficult
problem.
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The representative of the Assistant Secretary of Defense (Comptroller)
does not concur with the views expressed herein. It is his view'that to
the extent costs are a factor in pricing, they should be evaluated on a
uniform basis regarcUess of the type of contract iIIVolved. He believes
that the present proposal is inconsistent with the policy previously
established after thorough consideration at the highest levels within the
Department, and that the Applicability section contained in the 21 August
1958 draft, with certain minor revisions, should be retained.

(signed)

J. M. MAU.OY
Cdr, 00, USN
Staff Director, ASPR Division

3 Inels
1. Tab A
2. Tab B
3. Tab C
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TITLE OF SECTION

In order to avoid the charge that ASPR Sec. rv is not "Cost Principles"
as the present title would indicate, we recommend that the title be changed
to ftContract Cost Principles and Procedures."

ADVAliCE UNDERSTANDINGS

Modify 15-204.1(b) of the 21 August draft to read as follows:

" ••• Such ~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 88reelJl,eIlts are normally essential. These are:

(i)
(ii)

(iii)

pre-contract costs (ASPR 15-204.2 (dd»;
royalties (ASPR 15-204.2 (.1.1»,
travel costs, as related to special or mass personnel
movement (ASPR 15-204.2 (ss)(5» ;

ExampJ.es of others for which such agreements are normally appropriate, though
not essential, are':

(iv)
(v)

(Vi)
(Vii)

(viij.)

use charges for fully depreciated assets (ASPR 15-204.2 (i)(6»;
compensation for personal services (ASPR 15-204.2 (f»;
deferred maintenance costs (ASPR 15-204.2 (t)(l)(ii»;
research and development cost.s (ASPR 15-204.2 (ii)(6»; and
selling and distribution coste (ASPR 15-204.2 (kk)(2»."

DIRECT COSTING

In order to take care of a concept wh:tch had been inadvertently omitted
and to avoid duplication of charges under certain circumstances, we recommend
addition of the following sentence at the end of 15-202(a):

15-202(a) Add:

"When items ordinarily chargeable as indirect costa are charged to Government
work as direct costs, the cost of like i terns applicable to other work of the
contractor must be eliminated :from indirect costs allocated to Government work. n

1 TAB A



12/9/58
AlNER'!'ISING

15'-204'.2 Lining of Cost-so

(a) Advertising Cos1;s.

(1) Advertising cos"ts include "the cos"t of advertising media.... 1 ._,

and corollary adm1nis"tra"tive cr~Sts. Advertising media include Dl88&zines,
newspapers, radio and "television programs, direct mail, "trade papers, ou"tdoor
advertising, dealer cards and window displays, .cOlIVen"tioDs, exhibits, free
good.sand sBDlples, and sales li"terature. The following advertising costs are
allowabie: :

(i) Adrert:1sh1g in "trade and "teclm1cal journals,
prov:1ded- auch &dv'er'tis~ does no"t offer specific
procIac'ts or ,services for e8l.e but is placed in
journals which are valuable for 'the dissemination
of -technical informa"tion -within the ccmtraetor t s'
industry; .

(ii) help wau"ted adve~1sing; as se"t forth in (gg) below,
when considered in conjune"tion with all other
recru1tmen"t cos"tSj

,(i11) oos"ts of parti'cfpa-t1on-in e:xh1bi"ts sponsored by 'the
Gove~"t for the purpose of developing mili'tary
appliea"tions of prof11c"tsJ and

(iv) advertising rela"ting "to accomp11shmen"t of 'the
con"trac"t mission for 'the purpose of ob"tainine;
scarce ma"terials or equ.1.pm.en"t, or disposing of
scrap or surplus ma"terials.

(2) Excep"t as provided in (i11) and (iv) above, all advertising
'Which offers produc"ts for sale is unallowable.

CONTRIBUTIONS AND DOlfATIONS
i

. Reasonable con"tribu"tions d dena"tions "to established nonprofi"t chari"table
organiza"tions are allowable provided 'ther are expected ot the con"trac"tor by 'the
cOJDlDW1i"ty and it can reasonably be expected that the prestige of the contrac"tor
in the oommunity would sutter 'through the lack ot such contributions.•

The propriety of the amount of particular c bu"t1oDS and 'the aggregate
'thereot tor each tisoal period JIDls"t ordinarily be judged in the light of the
pattern ot pas"t oon"tribu"t:f:ons, particularly those made prior "to "the placing
of Govermnen"t con"trac"ts. The amount of each al.lowable con"tr1bution DlUS"t be
deduc"tible fO,r purpoees qf Federal income tax" t this condition does no"t,
in 1"tself, jus"tity allowabili"ty as a'contract cost.

2 TAB A
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INTEREST ON BORROWINGS
,";:-:"

Proposal: Maintain unallowability of intere;lt as a COST, but revi sed profit
policy appearing in: ASPR 3,;,,808.4 by adding a new subparagraph (d) and
relettering the remaining subparagraphs. The inserted paragraph will read:

"d. Extent of the Contractor's Investment.,

The extent of a contractor's total investment in the performance of
the contract will be taken into consideration in the fixing of the amount of the
fee or profit. n

PlANT RECONVERSION COSTS

(cel Plant Reconversion Costs. Plant reconversion cos-u az:e 'those
incurred in the restoration or rehabilitation of the contract«-r~s facilities
to approximately the seme condition existing 1mm.ediately prior to the~

commencement of the milltary contract work, fair wear and tear excepted.
Reconversion costs are normally unallowable except. for the cost of reinav1ng
Government property and the restoration pr rehabilitation costs caused by
such removal. However, in special airctUllStances where equity so dictates,
addi.tional costs may be 8J.lowed to the erxtent mutually agreed upon.
Whenever such costs are given consideration, care should be exercised to
avoid duplication throu.&1l allowance as c()ntingencies, as add1tiona! profit or
fee, or in other contracts.

:"- .

RENTAL COSTS

(bb) Rental Costs. (Includ1Dg Sale and Leaseback of Facilities).

Revise paragraph (1) of the principle to read as follows:

(1) Rental costs of land, building, and equipment and ~er
personal proper:ty 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 faeiliti~s leased, options available, and other
prOVisions of the rental agreement.·-Al'P11c...ttoDof'~~-e'8e --factors involves
along with other considerations compari.on of rental costs with costs 'Which
wouJ.dbe allocable it 'the facilities were owned b,. 'the contraotor.

3 TAB A



DRAlt"'I'
15 Dec 58/JMM

COMPENSATION

A. To ~e care of the gigantic problem incident to an examination of ALL

eompensation plans, change paragraph (b) as follows:

"b. Compensation is reasonable to the extent 'that-the tow amount

paid or accrued is commensurate wi-th compensation paid under the

contractor I s es1iabllshed pol:1,cy arid conforms generally to compensa

tion paid by other contractors ot'the same size, in -the same

industry, or in -the same geographic area,' tor similar services.

In the administration of -this principle, it is reCOgnized -that

not every' compensation case need be subjected in de-tail to -the

above tests. Such tests need be applied only to -those cases in

which a general review reveals amounts or types ot compenSation

,Which appear ~eason&ble or otherwise oat ot line. HOweYer,

certain eonditions give rise to -the need tor special eonsideration

and possible limi-tatioD as to allowability tor contract eost

purposes where amounts appear excessive. Among such conditioDs

are -the tollowing: ete. "

B. Take eare ot the paet service pension credit problem by deleting the

phrase "tor serviees cu:n-ently rendered" from l5-20~.2(F)(6).!, and insert

at -the beginning ot paragraph ~(i):

"Exeept tor past service pension costs, it is tor services

rendered during -the contract period. II
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(iv)

(v)

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 contracts,

including terminations thereof, in those instances 'Where stich evaluation

is required to establish prices for such contraets. "Fixed-price type"

contracts include, for purposes of this Part, the following:

(i) firm fixed-price contracts (ASPR 3-403.1)

(ii) fixed-price contracts with escalation (ASPR 3-403.2)

(i:l.i) fixed-price contracts providing for the redetermination

of price (ASPR 3-403.3)

fixed-priee incentive contracts (ASPR 3-403.4)

non-cost-reimbursable portion of time and materials

contracts (ASPR 3-405.1)

15-701 Basic Considerations. (a) Under fixed-price type contracts,

prices, not separate elements of cost plus profit, are to be negotiated.

A negotiated price is the basis for payment to a contractor under fixed

price -type contracts; allowable costs are the basis for reimbursement

under ~cost-reimbursementtypecontracts. Accordingly, the policies and

proeeduresof ASPR Section III, Part 8, are governing and shall be followed

in the negotiation of fixed-price type contracts.

(b) As recognized in ASPR Section III, Part 8, there are within

the fixed-price type category of contracts certain situations, e.g.)

ineentive and redetermi,nable contracts, in which costs are a significant

factor in the negotiation of priees. In such situation(l, costs DD1st be -.

submitted by contractors, evaluated by the Government, and used as

1 TAB C



appropriate in negotiating·fair and reasonable prices. However, since

the basic objective, even in these situations, is the negotiation of a

price rather than the determ:i.nation of allowable and unallowable costs,

the use of cost principles BD.llrt be flexible.

15-702 Cost Principles and Their Use. (a) When, pursuant to
"'.

ASPR 15-701, costs are to be considered in fixed-pride type contracts,

Section~, p~ 2, Shall be:used to provide general guidance in ~e

consideration of cost data in conjunction with other .pertinent

considerations as set forth more f'uJ.2y in ASPR Section III, Part 8, required

to establish a fair and reasonable price.

(b) In using Part 2 of this Section XV for general guidance,

contracting officers are not necessarily required to evaluate specifically

each individual item of cost (as is req.uired for cost-reimbursement type

contracts) in establishing & price; nor shall they be required, in sub

stantiating or justifying a negotiated price, to explain the treatment

accorded each such item of cost. Notwithstanding the above, contracting

officers are required to fully substantiate and jU-stify. any negotiated

price. (See ASP.R 3-8l1~)

2



DEPARTMENT OF TME NA VY
OFFICE OF THE COMPrROlLER OF THE NA VY

CONTRACT AUDIT DIVISION
WASHINGTON, D. C.

Page 1 of 5
Analysis of Treatment Accorded Specific Categories, Items, or Subitems in

Revised Part 2, Section XV, ASPR, dated 2 November 1959

Item
Paragraph

Number

Allowable
Subject to
Usual -Tests

Allowable
if it Meets
Special Tests
or has
Special
Approval

Allowable
only if
Provided
for in
~

Unallow
able

Adverti sing I
In trade and technical journals valuable for dissemi
nation of technical information within the con
tractor's industry, provided ads do not offer
products Or services for sa~le~ ~1~2=~2~O~5~.~1~(a~l~(~i~)~ ~X

HelP-want"'ed""'-...,...,---:----,,...,..-_-:-_7'-:--:-__--,._.,..,.--,.-o__.,.-__.=1:Lf::.2~O""5"_'.c:l~(~aJ....(l.::;;-i~)L.. -'X~
Costs of participation in exhibits upcn invitation of

Government or where exhibits are for purpcse of dis-
seminating technical information within the contrac_
tor's industry and provided specific products or
services are not offered for sale X

To obtain scarce materials, Plan~t~0~r~e~q-ui~p~m-e-n7t~o=r-di~-s~_----~~~~~~~~L..------~

pcsing of scrap or surplus materi~a=l~s ~~~~~~~4---------'X~
All oth'-"e"'r'-- ~=~== '-- ...;X,,-

Bad Deb~te;sL- ..,1.J:.5='2"'Ow5CL.2=_ -"X....

Bidding Costs,
Incurred in current

• past
(Note, Alternative

accounting peri"'0"'d:- ....,1~5~-"'2"'O~5C!..~3_-- ----"-X
• peri"0"'d~s:;_;.___--------;1~5c-~2*0_!:5..,.1t------------- X~

methods permissible) 15-205. J

Bonding Costs:
Bonding required by contre.ac~tk_::_:--_,__--:----------------.;125::.-2~O~5~.4;;W\.!b:!4_----- __---'X~
Required in general conduct of busine~s~s~ ---'1~2~-~2~0~2~.~4~~~c~ ~X'_

Civil Defense Costs:
On contracto~ts p~emi8es pursuant to suggestions or

requirements of civil defense authorit~i~e~s~~---- ----=1£5-~2~O~5~.~5~(~a~)~---------~X~
(Notel Costs of capital assets allowable only as

depreciation) 15_205.5(b)
Contributions to local civil defense funds and projec~t~sL..__~1~5=-2~O~5~.5~(~c~)L.. X~

Compensation for Personal Services:
To extent the total compensation of individual employees
is reasonable for services rendered and not in excess
of amount. allowable under Internal Revenue Co"'d"'e'-_--,-_~1_<5=c-2'"0::.5"'."'6'_'(_"aL)"ClL"b~- _"_X

In lieu of salary for services rendered by partners and
sole proprietors provided such compensation does not
constitute a distribution of profits 15-205.9CalC) X

Salaries and wages for current serv"'l.""-c"'e~s---------------;l~5"_:02"'0"'5,., •.,6"(7'b+_:....t.L--------."X~-------''-
Premiums for overtime, extra pay shifts and multi shift

wor X
Cash bonuses and incentive compensat~i~o~n~--~--,.----------~~~~~~__---- -- ------'X~

Bonuses and incentive compensation paid in sto~C'"k~--_-_~7-~~7t'~--_-------------~X'-

Stock OPti"on;;;s~~:+T~__..;-;;-_;;:::;;~::;;_-::;;;::;;-;:;:;;;;_~~~_;;;c~--'2:~~~e.L--------------------XL
Deferred compensation for services rendered during cur-

rent p~riod and for past service pension and retirement
costs 15 205.6(fl X

Fringe benef.=i"'t"-s ~--------- --=.15d:-~2:c:Oc,5!.!."'6:l.(l.i.g/... X~

Contingencies:
In historical costing, except certain minor it"e"'m"s -cil~5-R2:;;O~5 ....;,7T(b::t)_----_---_--_------------ ~X'_
In estimating future COStSI 15-205.7(c)

Where related to known and existing conditions which
can be measured with reasonable accuracy X

Where related to known or Wlknown condi:.;t"!i-o-n-s--w-;-hi.,.-c,...h-----------------------~

cannot be measured closely enough to provide equitable
resul=:t"'s"---- 2..X

Contributions and IX>natio~nC"s"---- 1::c5c!:.~~2~O"'5~.~8 ~X
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Item
Paragraph

Number

Allowable
Su'oject to
Usual Tests

Allowable
if it Meets
Special Tests
or has
Special
Approval

Allowable
only if
Provided
for in
Contract

Unallow-

~

Material Costs
Reasonable overruns, spoilage, or defective w.,0~r~k~ ~1~5-==20~5~o2~2~(~a~)~ ~X

Cash discounts not taken because of reasonable
circumstan"-ce~sL-,-,-= ...,.---,-- -,---,---,--,------, ----,1!:.5-1::.':2",0.!.5".2'"2:.!(...':b,,) -'x_

Adjustments for differences between physical and
book' inventories related to period of contract
perforrua."n':::ce"-;---;----;-:--:----,-,---_...,.-7""'--,--=c-?:--:-.,---.=-.,=--:----=1~5-"'2""0'"'5".""22"_'('"C:L) X'"

Interplant, interdivision or intraorga.nization transfers:
Ordinarily allowable at lower of cost to transferor
or mar~k.!<et"'--:--;----------------------;1c-5-.S2"'0.f,2~o2:;;2Cl("e'fl -'X'_

On a price ba!!.s~,,·S!:L- _'1!:.5!:-~2"'0"'5~o"'2=2)..( e"'.Ll X~

Organization Costs:
Incorporation fees, attorneys' fees, accountants' fees,

brokers' fees and fees to promoters and organizers, for
organization, reorganization or raising capi.~t~a=1 =1~5~-2~,0~5~o~2~JL_ -- ~X'-

Other Business Expenses:
Registry and transfer charges resulting from changes in

ownership of securities issued by contract~o~r~ __'1~5c-~2~0~5~o~2~4 ~X~

Cost of shareholders' meeti.~n~g~s ~157-~2~O~5~o~2~4--------------;.cX

Normal proxy solicitati'C0'fns"-----;,__-----,-.-----,---o---o-,---------::1"'5-:=;<:20~5;'."_;2;,:4-------~X
Preparation and publication of reports to sharehold"e"-r"'s _'1"'5c--"'2"'OL3~.2"'4"__ _'X'_
Preparation and 'submission of requi red reports and forms
to taxing and other regulatory bodi~·~e"'s77~ ~--------~1~5~-~2~0~5~o2~4r_------------~X~

Incidental costs of directors and committee meeti~ng~s _'1~5~-~2=0~5=.~24~ _'X~

Overtime, Extra-Pay Shift and Multi-Shift Premi"Ull1=s ----=1"'5c:-"'20"'5~.'-'2"'5~ _'X~

Patent Costs:
Preparing disclo sures, reports and other documents

requ ired by the contr'"a~ct!c____-,--_-.-_,___~--_--__~lo.i5'::-=20~5Le.:o2::'6'--- ~X'-
Searching the art as necessary to make invention
disclo sur~e.e.s---,---__,__"____,_;:---:,---",---~__:.,--=.,---:,,..,---'1~5c-~2~0~5"'.2=:6'--- ---'XO-

Prep;aring documents and other costs in connection with
filing patent applications where title is conveyed to
Government in accordance with contract clau2s~e~s -=15-~2=:0~5~o,-,2~6~ ~X

Plant Protection Costs:
\(ages, uniforms and equipment of personn,;,e~1=-----, ~1~5~-~2~0.f,5:...",28;;;-_------_---,X~
Depreciation on plant protection capital ass~e",t~s"- "-__-71~5-~2~0~5~o~2~8~ ~X

Necessary compliance with military security requiremen!..!.t"'s"-----'1,,5c-"'2~OL5"'o"'28~ _'X~

Plant Reconversion Costs:
Cost of re~ving Government property and related

restoration or rehabilitation_c~0",s~t~s~.,---, ,__-- --~1~5~-~2~0~5~o~2~9 ~X

Additional costs to extent agreed upon before incurre,~n",c"e__~1",5c-,-,2"0"5,,,o,,,229 ,,-X
All other reconversion co~s~t",s .,-_,1",5c-~2",0",5~.",29<__ ~X

Precontract Costs:
To extent allowable if incurred after date of contr~a",c~t ~1",5-L'-'2~0~5"'.LJO~ ~X~

Professional Service Costs - Legal, Accounting, Engineering,
and other:

Rendered by members of a profession who are not employees
of the contractor 15-205.Jl(a).

Retainer fees supported. by evidence of bona fide services
available or rendered 15-205.31(b)

Legal, accounting, and consulting services, and related
costs, in connection with organizations and reorgani
zations, defense of anti-trust suits and the prosecu-
tion of'claims against the Government 15-205.Jl(c)

Legal, accounting, and consulting services, and related
costs, incurred in connection with patent infringement
litigation 15-205.Jl(c)

x

x

x

x

Profits and Losses on Disposition of Plant, Equipment or
Other Capital' Ass"'et"'s"---- ----=1"'5c:-"'2"'05~o"'3~2'___ _'X~

Recruiting Costs:
Help-wanted advertis.~i"'ng~_ ___,_-=------------.;1:,;5-:::2:;;0~5~·43~J------~X
Operating costs of employment office 15-205.33 X
Operating and aptitude and educat~i~0~na~1~tCe-s~t~i-ng~~p-r-o~gr-am~----~1~5~-~2~075~.3~3~-------------;X

Travel costs of employees while engaged in recruiting
personn=e"'1',-_"'""'"_..,..,._--c-_"'""'"--,___,_---c---~_--__-~-~1"'5::-=2~0,!.5~.3~3<--------- ~X

Travel costs of applicants for interviews for prospective
employm"'e'-'nt"- ,.- =lL5-~2"'0.,!.5~.J<.3'___ ~-'X~
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Item
Paragraph

Number

Allowable
Subject to
Usual Tests

Allowable
if it Keets
Special Tests
or has
Special
Approval

Allowable
only if
Provided
for in

~

Unallow-
~

TeI"lllination COStsl (Cont'd.)
Loss of useful value of special tooling, special

machinery and equipm,"ellnt"--- --=.l.J::.5--"'2''°..,s,,.4;!'2"'(\-'d'-!)'- ~...
Rental costs under unexpired lea'~s'!1e.;!s___,_----------~1?S-"'2~0~S~•.;4~2:.l(.ge+)-- ~
Cost of alterations of leased Prope,~rt~yL-.- .__._.----~1~5=-~20~5~.~4~2~r~e~)~----------------~~
Reasonable restoration to leased property required by

provisions of lease 15_205.42(e)
Accounting, legal'~,=c'l-eri-.c-al-.,--,and-.-simi;-·=la=r--,c-"o-st.,---s-re-as--,o"'na=b'ly:::---"'="'-'=="-'-------"'-

necessary for preparation and presentation of settlement
claims, and the teI"lllination aOO settlement of sub-
contra~c'-"tc!!s_______,---:-.,___---,--,-:----,---;-;-----:-.,..,------:::--±.15-=2"'OLS.'-'4..2"'(...f L) ~

storage', transportation, protection and disposition of
property acquired or produced for the contr,.,ac"'t"----,__.-_1=.S-=2"0"'S,..,,.4,,2.l.(""fL) ~

Subcontractor claims, including the allocable portion of
claims which are common to the contract and to o'i>her
work of the contrac.,t"'0"'r -=1-LS-::c2"'0"--S.!.'.o.:4...2"'(...g....) ~

Trade, Business, Technical and Professional Activity Costs.
Memberships in trade, business, teehnical , and pro-

fessional organizati,,0!.!ns"----,- ----;;_-,-_:- ....±.15.t-:.'2,,0..,S"'.4:!:3.t('"a~),- ~
Subscriptions to trade, business, professional, or
technical periodic"a±.ls"---_.,-----;-....,,__---,._-;;-_.- ....:lo.5!::..~2~OL5.'-'4..3'-'(~b:L) ~

Meetings and conferences, including cost of meals,
transportation, rental of facilities for meetings, and
costs incidental ther~e"'t"0 ___'*lLS=-~20~5.~4..3lJ(,,c:J.)- ~

Training and Educational Costs.
Programs of instruction at noncollege level designed to

increase the vocational effectiveness of bona fide
employ!!.e!!.ies~,_____,__,-_,------;----;-____,---__,__-----'1"'5--'=2"o'0.J,;SI..o.C!44::!:(\..!a~)~ ~

Part_time education at an under_graduate or post-
graduate college level relating to the job require-
ments of bona fide employees.
Training materials, text books, and fees charged by

education institutions
Tuition charged by ed"'u"ca"---t"'i'--o-na:-:-<l-;-i-n-st;-l;-'t,--u't'i-o-n-s-------4?:~!-'-i''ti~-----~
In lieu of tuition, instructors' salaries and related

share of indirect cost of the institution not in
excess of the tuition which would have been ~"id_....__ __,__-.=1'"'5=-,,20"'5"-.'-44=("'b"')-------='

Straight time cOlDpensstion to employees for time spent
attending cLasses during working hours not in excess
of 156 hours per yea=r_,___-:-:__--:-:-.,-,--.....,.._____,,___-----'l""5-=20""SL'.'.'44=(b"')<------------"'-

Tuition, fees, <training materials and textbooks in con
nection will full time scientific and engineering edu
cation at a post-graduate level related to job
requirements of bona fide employees - not to exceed one
year for each employee trai"n=ed~~__~-;- __,~---,..~....:lo.5-~2~0~5~.44{~~c~)L---------~'-

Subsistence, salary or other eJlk)luments in cormection with
full time scientific and engineering educ~tion at post-
graduate level 15_205.44(c)

Tuition, fees""',"<t"r::;a"iJU.="'ng:;;-ma=t"e::;r:t::;·:-;:a:'il-::s:-,--'t;;-ext='bo=o:'Ck;:s'--,-=su"'b"'s:::i"s::lt:-;e::;n;:c-::e:-,~='-"''-'-'=L.-_------------------------~
salary or other elllOluments in cormection with full tilll8
education at an under_graduate le,-"v-"e-"'1.,---;-;-__"""",....,- -"lLS=-~20".LS.~44{=t:C.1) ~

Maintenance expense and normal depreciation or fair
rental on facilities owned or leased by the contractor
for training purpo,,,,s~e,,-s_-:-__,__-:-_,-;-;-;--;-.,...---;--,-"",--1~5e!:-~2",OL5.,-,44=(~dL) ~

Grants to educational or training institutions including
the donation of facilities or other properties,
scholarships or fellowshi",'p"'s"- -'1"'5-=20"'5"'."'44!'-.:..'.:.eL) ~

Transportation Costs.
Freight, express, cartage and postage charges on goods

purchased, in process, or delive_~r"'e"'d'____ ..,1,,5-~2~O~5.!..4"'5~ ~

Outbound frei....g"'h"'t ~ -=1""5==2"'O""5'.'..-".45"'-- --"~~"-''''''-=~~

Travel Costs.
On an actual bssis or on a per diBlD or lllileage ba•.,s"'i"'s'---_~1..S.l:.-"2,,O"'S'.'.•.:!46"-1..(b~)'- -'!>.
Incurred in the nonnal course of over-all administrs-
tion of the busini"e"'ss"---,__...,... ----,,...-__..,...,,~---....:1"'5-=2.:.05L.!::46=(e=.cL)---__=~~~="""="'-='-"

Directly attributable to performance of a specific
contr"ac""t"- ~-,___,______=_-=-.....,..:__---,___--:-----'1:.5-=20"-SL!."'46"""'(d"")'- ~

Necessary, reasonable costs of falllily IllOvelllents and
persormel movements of a special or mass nat.~ur~e __=lLS=-2"O"'5L.!::46~("e"') __=~~~~~T7~~~~~~~~~~
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LATEST ALLEN SMYTHE ARTICLE - CONl'RACT COST PRINCIPLES
NY HERALD TRIBUNE 9/~/59

Assertion: Cost Principles "~" be soon published.

Evaluation: True.

Assertion: New rules will af'fect $1.4 billion per yea:r in new procurement.

Evaluation: True.

Assertion: $26 billion in outstanding contracts would be amended to include
the new "liberalized" rules.

Evaluation: Our pa:rty line is that the new rules a:re not a IOOre liberal set
than existing principles and practices. Provision is made for
applying the principles to existing procurement for a "consider
ation." We dontt know wherein, however, the "consideration"
will be found.

Assertion: Publication is expected about 15 October .

..valuation: Substantially accurate.

Assertion: Effective date 1 January 1960.

Evaluation: Actual outside effective date 1 July 1960.

Assertion: There were historical difficulties with Congress and industry but
latest draf't has been "screened from trade and congressional groups."

Evaluation: The latest draf'ts have been ca:ref'ully guarded.

Assertion: Industry still opposed since not sufficiently generous.

Evaluation: Our best judgment is that industry will not seriously oppose the
document.

Assertion: Requires changes in contractors' accounting systems.

Evaluation: Our party line is that this is not true to any significant extent.



Assertion: AIA prefers the status quo to the new II completely revised" set.

Evaluation: This is the historical AIA position.

Assertion: Some trade group officials estimate increases at lIonly several
million dollars" which they believe insufficient.

Evaluation: See above re party line vs genero ity of the new set.

Assertion: Small businessmen believe the new set will tl only confuse and
not help. II

Evaluation: If true, this is news to us.

Assertion: Main increases are (1) general research, (2) executive benefits,
overtime, and administrative expenses.

Evaluation: General research ~y be increased; executive benefits shall not
be different than PRESENT practices; overtime and "administrative
practices ll should be about the sB.Ille as current practices.

2



ew ontract ost es
Likely To Get Approval

By Allen M. Smythe screened !Zom trade and Con
gressional groups. Only twenty

After six years of effort, top keyed copies were made and
procurement oftl.cials of the these are carefullY guarded.
Pentagon may be on the point Although increases are al
of revising their contract cost lowed to defense contractors in
allowance rules. by far the most a number of cost items. the de
important defense fiscal regu- fense industry is generally op
lations. The new proposed rules posed to the new rule. Main
will affect an annual expendi- complaint is that the increases
tures of $14.000.000.000 in new are not l:l'eat enough to otfset
negotiated contracts for mill- the cost and inconvenience of
tary hardware. More than $26.- changing the accounting sys
000,000.000 in outstanding ae- tems to fit the new rules.
tive contracts would be amended . Robert W. McMillan. top
to include these new liberalized legal official of the aviation in
rules and thus standardize the dustry trade grouP. the Aero
defense accounting system. space Industries Association.

The final July 26 draft of said, "Apparently the final
these cost principles are await- draft fa a compromise of vari
Ing approval by Assistant sec- oUI viewpoints in the Pentagon.
retary of Defense E. Perkins The present rules are workable
McGuire. who has just returned and in general industry would
from vacation. They will then prefer them with some changes
go to secretary of Defense Nell in the most controversial items
H. McElroy for an expected rather than a completely re
routine indorsement and then vised set."
b~ printed in the Federal Reg- Other trade group offlcials
lster. This procedure could be thought the increases granted
completed by OCt. 15. 1959. Ef- would amount to "only several
frctive date would be Jan. 1. hundred million dollars" and

60. that this was not sufficient. Of·
Several times before In the ficials representing small busi

last few years new cost rules ness thought the new rules
have come near to offioial ap- would only confuse and not
proval but have been held up help their members. Main in
at the last minute by vigorous ere granted are in the items
bU! esa or ConlP'MS1onat op- of I eral research. executive

tton. However. the ftna1 beneflta, overtime. and admln
J '1 26 draft has been careruU11BtraUve exPtln5e:l.
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Pentagon to Stand Fast
On Contractor Ad Policy

By L, EDGAR PRINA really eng'aged In this activity,
St.ar St.lIon' Writer The others are registered "just It

The Pentagon will stand last on its polley 01 allowing de- to be sale," I
lense contractors to cha,rge the Government lor company The records flied with Con- E
adverUsements in trade and technical journals. gress would Indicate that even t

This was disclosed by Delense Department omcials when Mr. Mosier does little lobbying.I
asked Yesterday whether any changes In the Armed Services He reported expenditures 01 I
Procurement Regulation were contemplated In the wake 01 only ~1.159,05 In 1958 and a t
President Eisenhower'S blast at· ,salary' 01 $16,224, c
the "munitions lobby." which is paid by the Federalj Congressmen concerned with t

The President has been de- Treasury, and you know where tightening lobbying regulations I
scribed as primarily disturbed the Treasury gets Its money- -Senator Kennedy, Democrat I
over a,ds taken by the weapons Irom you and me and everYlol Massachusetts, (or one-are
makers In newspapers and other taxpayer," ;known to leel that many 01'
other media which are ob- Mr, Ford, who Is a member'ga,nlzatlons have turned their
viously intended to Influence 01 the House Delense Appro- real efforts at influencing leg-I!
mlHtary decisions: prlatlons Subcommittee, saldl Islatlon on officials of the Exec- l

The recent Boeing Co., ad ex- many weapOl1S ads :'create the utlve Branch. The reason, (
toiling Its Bomar'c missile was wrong Impression because the\Biven: Much legislation aC-I'
said to have particularly an-I manulacturers tend to mag-nlfy iually Is proposed to Congress '
noyed him, coming as it dldl their accomplishments." Then' by the Executive Branch and I
while the Pentagon was draft-, he added: there ure no regulations g'ov- I
lng' a new aIr defense plan and

l
" "Most Dis ustinK" ernlng "lobbying" in that area.

Congress was considering lun~~ ~ This matter may very well
!?r Bomarc and the Army S "But the most disgusting be explored by a House Armed
rIval Hereules weapon, thing to me is the tl'emendous Services Subcommittee headed '

Taxpayer Pays numb~r of ads these companies by Representative Hebert. i
pla.ce 10 varIOUS t.l'a,de and seml- Democra.t of Loutsia,oa whenI

Although the Pentagon doe.<; official service pUblications." It holds hearIngs on tl;e c~- .
not allow general clrculat.lon The Congressman asserted troverslal problem of the e _
advertlslllg. such as the Boelllg that the advertising policies of ployment 01 retired Army. 11'
ad, as a dblr~ct Icontlact cost, the defense contractors were, Force and Navy officers In e-I
some, mem elS 0 Congress a:~ in effect, helping to flna nce fense IndustrIes. '
convlllced that the taxpayer. Inter-servICe flghts over weap-
the end, foots the bill-or most on! and role.<; and missions,
01 It-lust as he does III the
trade and technical journal ads. There Is no doubt that the
They' say that the entire ad- All' Force AssocIation. ASSOCla
vertising and public relationsItlOn 01 the Umted States Army
programs of the big defense in- and Navy League monthly pub
dustrles need examination., !IcatlOns obtain much 01 theirI

What the Pentagon does per_ll'even~e ;rom weapons mapu-
1

mit is st..ted In a key provision factuters ads. These publIca
o! its Procurement Regulation. tlOOS. of cQu,rse" ~re sounding
S t' 15-204 {). Headed "Ex_I boards for mdlVldual service
a~p\~~ of Items of Allowable IvlewpOmts,
Costs" It reads: ' Other Sources say that con-l

.. . . 'cern at the White House comes l
Advertlsmg In trade and from the leeling that the pUblic i

techmca.l Journals, prOVIded ultImately pays for the larll'e-'
such advertIsing does not offe, scale advertising and public
speclflc products for sale bult relations campaigns of the
lS placed for the purpose 0 8'laot delense Industries and
offermg tlnanclal support to Ithat in some cases these
JOurn~lswhichare valuable ro~ campaigns are directed at over
the dlSsc,mlnatl,on, of technICa ! riding decisions of officIals In
InlormatlOn wlthm the coo-I the Executive Branch and Con
tractor's Industry," Rress who are paid by the

The reRlilatlon does not de- public to make these decisions,
tlne "trade and technical lour-
nals" but one official said the I Big COlllract.o...
Pentagon approves as "allow-
able costs" only thosc adver-' Most of the controversial ads
tisements placed In nonproflt lare . Placed. by aircraft com-

blJ tlons (parnes. whIch are the prime
PU ca . contractors lor the big missile

Helped Wanted Ads programs, When it Is con-
sIdered that the aircraft In

.. The pen:a~on also allow" dustry. the lar~,est in the COlln-
help want.<d ads as delellse Itry both m t~tms o( labor lorce

eontract costs no matter wha 'and dollar volume of businC'ss
mediul!l is used - nf.'w$p~per8, Its more than 90 per cent de~
mRga~mes, radio 01' trlevls~on. pendent on Government con-

.Whlle ,tJle. PentJl80n hler-I tracts. the problem I. seen to
al chy is dlStUI bed by ads which be a serious one.
attempt to Il1fluence Its decl- "
~lons the offlciul said he did On the mattel or 10bbYll1R
not belIeve the Delense De_\on, Caplt.o! Hill by aIrcraft and
partment could 01' should 1.I·y miSSIle manufactu,rers. there
to cOlltrol the amount of com- iappesls La be Itttle ctllect
pany advcrtisin~ or its con_lpressure exer~ed, alt,houg-h, t,he
te 1t e ept to insure arainst laws, regulatll1R thlS actn,,"y
I, xc , b are lull 01 loopholes,

breAches of secul'lty, The aircraft companies have
"If n. com p;l ny wan t.s to ~pf'nd .. .

all Its prollts on adverl.lsinR,ldropped their own Il1dlvldual
th t' th' b ' . th' lill,lobbY1St5, They are represented

a. s elr .u~tn€'~."- . ey 5, I no\\' by the Aero~Space Indus-
have 1,0 ans"el, 10 thell stock- tries AssociatIOn to whom they
holders." he Sllld. . PO,\' substantial' fees, But the

B:ut Saine Con~res.mlen t~.kel8.$~ociatlon whIle lt has three
a· dIfferent V1~W. Repre::;~nL:ltlve[ ndividuals' a.nd two IHW firms
Ford, Republican o( ),o!lch1ga-n" reglstf!l'E'd as lobbyisl~. SI\Y~
for ex.mple, t.old The Star:' 'only one-Harold Musier-is
"Thes~ Cdefcnsf') A.d~ are a ~

wn.:->tf' of the ta,xPAyers' mon('~,'------- I
bpcnllse the money cornl?S out
of the con trac t, the cost 01_=,.....,,...,.._---, 1
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THE CHAIRM OF THE
COUNCil. F ECONOMIC ADVISERS

WASHINGTON

February 24, 1959

MEMORANDUM FUR: Mr. Ferkins McGuire
Assistant Secretary of Defense

COpy

It has come to my attention that certain revisions in
the cost principles of ASPR are under consideration in the
Department of Defense, that such revisions are about to be
made, and that they are likely to have a significant effect
on costs under cost-reimbursement type contracts.

I would appreciate an opportunity to have this matter
discussed before the Committee on Government Activities
Affecting Costs and Prices, naturally, in advance of the
issuance of such revisiohs. 'W'ould you be good enough to
suggest an appropriate date for such a discussion? I
would appreciate it if you would notify John Hamlin, Executive
Secretary of the Committee, of the date you would find agreeable.

(signed)
Raymond J. Saulnier

Tab C



ASSISTANT SECRETARY OF DEFENSE

WASHINGTON 25, D. C.

B 1 5
COMPTROLLER

M]MORANDt.M FOR THE IS SECRETARY OF DE..:,I,U.,.Is;J. (SUPPLY AND LOGISTICS)

SUBJECT: Contract Cost Princip1.es

I have read the proposals of the 'WOrking group ich you tran 
mitted y memorandum of 31. December 1.958 and concur :1J:l all of the
working group r S proposals except for the proposed handJ.· of appJ.ic
bUity to fixed price contracts and the stated r soDing supporting it.

The version proposed in the 21. August 1958 draft, with perhaps
the inclusion of specific reference to PR Section III, Part 8,
appears to be a much more mean and 1.ogical approach. 'Ihe pro-
posed revision wou1.d faU to furn1 the \U1ifom. guidance which I
had \mderstood we set as our objective. It is deficient in that it
does not differentiate between the si ificance of cost principles
in retroactive (redetem.1na.tion and incentive) prici as aga st
prospective pricing situations. It cou1.d ell necessitate the sepa
rate, piecemeal issuance of additional guidelines covering specific
areas or conditions as prob1. arise in the future. In add1tio ,
while it is understood that the Comptroller General might no be
willing to concur in the 21. August draft, in view of is ear1.ier
criticism of that proposal, it is doubted that he wou1.d be amenab1.e
to further beclo 1ng the app1.icabUity statement. Attached are
cents in greater detail on this recODmlendation.

Thus, it is believed that we shou1.d proceed, as soon as possib1.e,
to issue the pr:1J:lcip1.es substantially on the basis proposed on 21 August,
after reflecting the other changes recommended by the working group.

w. J. McNeU

Inc1.osure
Cents on ~C
app1.icabUity: ro" Ci)



12 February 1959
CONTRACT COST PRINCIPLES

APPLICABTI.ITY TO FIXED PRICE CONTRACTS

Hr. McGuire's memorandum of 31 December 1958 transmitted for
consideration the proposal of a working group to substantially change
the material on applicability of cost principles to fixed price con
tracts and to place it in a separate part of ASPR Section XV.

Basically, the proposal provides that cost principles shall be
used to provide "general guidance" in the evaluation of cost data in
~ fixed price contract where costs are a consideration (as opposed
to the basis for evaluation). There follow some of the reasons why
this proposal is considered to be less appropriate than the prior
approach of 21 August 1958.

1. Confusion in Puwose and effect -- In paragraph 5 of the
staff memo giving reasons for the proposed revised approach, a major
point revelyes around the fear of fonnula pricing in fixed price con
tracts where costs are a major factor in pricing. There appears to be
some confusion as to the part which cost principles play in pricing
such contracts. Cost principles apply only to the detennination of
costs. What effect costs have on pricing is entirely a separate matter
based upon the circumstances as well described in the 21 August draft
and elsewhere in ASPR.

Actually, pricing is a "fonnula" (not a dirty word) matter to
the extent costs must be relied upon as the major factor -- which is
very often the case. Prices equal costs plus profit allowed. But there
is no requirement to negotiate and agree upon costs and profits separately,
except for incentive..type contracts. Yet the contracting officer, in uch
cases, must unilaterally evaluate costs as a basis for arriving at his
detennination of price (which price must be agreed upon with the con
tractor), and for justifying it to his superiors. In the case of in
centive type contracts, the agreed pricing fonnula requires negotiation
of costs separately before price can be determined. Costs must be ap
proached by the contracting officer item by item in such cases -- in the
one case through negotiation, in the other by unUateral evaluation.

Therefore, detailed evaluation of cost items is app~riate.

They should be defended on the same basis as cost-reimbursement-type
contracts, especially where fixed prices are retroactively determined.
Profit allowances, however, (not costs) should be flexible in each case
considering the appropriate factors, especially the contractor's risks
and efficiency.



2. Problem in arrangement of ASPR -- While the mere extraction
of the fixed price applicability material from Part 1 and placement in
another Part (7) appears to be a minor mechanical or technical matter,
it could well lead to confusion. The working group apparently did not
consider this problem. Based upon strong objections to a prior attempt
to renumber the Parts, especially Part 2 because it is referred to in
thousands of existing cost type contracts, the assumption is that Part 2
would continue to be a statement of detailed cost treatment for supply
contracts with commercial institutions. Parts 3 and 4 would cover
educational institutions and construction contracts respectively.
This would leave Part 1 logically for "applicability" -- not only for
cost-type contracts, but all costs. The proposed alternative additional
Part, probably 5, would be another on applicability to fixed price con
tracts. This would appear to be an 1J.logical and inconsistent arrange
ment.

3. Who will be governed by the principles'l -- AJJnost from the
inception of this proj,ect, there was basic agreement on the important
concept that all three of the parties involved in procurement cost
matters -- the contracting officer, the contractor, and the auditor -
would be guided by the principles. This has been eminently clear in
all prior proposals but is not covered in the current proposal. This
exclusion could well lead to confusion and an increase in the cost of
administration. The concept should be reinstated.

4. Effect of ris~ on application of cost principles In
justif'y1ng the proposed new applicability Part, there appears to be
same con1'usion with respect to risk in two respects. The first relates
to the reference to "the risklesscost type contract." This seems to
say that there is no risk in cost type contracts, and to imply that
there is a high degree of risk in all types of fixed price contracts.
There are, of course, same risks in the cost type contract -- the
problems of ten:nination, ceilings, unallowable costs, etc. On the
other hand, the degree of risks in fixed price contracts varies
greatly. For example, generally in fixed price incentive contracts,
the risks would be little greater than in the cost type. In fact,
some contractors have admitted that they favor incentive contracts
because of the substantial elimination of risk without the stringent
limitation on profits. Likewise, retroactive price redeten:n1nation
approaches the cost-reimbursement basis insofar as risk is concerned.

The second aspect of the confusion relates to the nature of
payment for risk. Risk is taken into account in two ways. First, by
our 0'W'Il pricing and profit policy, risk is one of the factors considered

2



in establishing the level of profit. Second, the principles contain
a provision allowing for contingencies in estimating costs. Thus, it
would not appear that we should try to take care of the risk factor
by including as a cost in fixed price contracts elements such as adver
tising, entertainment or contributions, which we would disallow in
cost type contracts. This philosophy would tend to becloud management
evaluation of fees versus profits by classes of contracts, and runs
counter to our previously adopted position that no type of contract
should be more attractive than any other solely on the basis of
treatment of costs.

5. Retrospective vs prospective use The proposed version
lumps all fixed price contracts in the same category insofar as applica
tion of the cost principles are concerned -- a general guidance basis.
The prior version provided for better guidance in this respect in that
it differentiated between their use in retrospective and prospective
situations. In situations where we are looking at historical costs,
as in the case of price redetermination and particularly incentive
formula settlements based exclusively on incurred costs, it is believed
that the principles must be the basis for determination. There may be
a less compelling reason for asserting they are the basis for prospective
repricing (perhaps only a guide), yet to the contracting officer they
should be the basis.

3
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TO: at Brackett

15 Mfq 1959

PROM: Cdr. J. M. Malloy

SUBJECT: Contract Cost Princlp e

As pro sed 1 letter of 12 1959, I am attach1n a
coW o£ the lat at draft of th Contract Cost nclpl. s. his
dr baa not been reI ads y; t, a h ce I would re st t t
lOU refrain fro g di rlbutlon b ryo ur office. I w1.l.l

ep you posted as to t statu of ap ro of' this draft vithin
the Dep nt or fe •

(slgned)

J.. ~

Cdr, SC, N
Staff' D ctor, ASPR Dirt 10
Oftic of Procur t 011c,y



COMPTROLLER

ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25. D. C.

MAY 2 (3 1

MEMOOANDUM FOR ASSISTANT SECRETARY OF DEFENSE (S&L)

SUBJECT: Contract Cost Principles and Procedures

By m~)oran urn of May 15, 1959, you requested my approval

of the May 12th draft of cost rinciples. In consideration

of the many di v rgent viewpoints NIic bad to be accommodated

therein and the urgent need for principles in the negotiated

fixe -price area, I give my approval.

w. J. McNeil

}
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SUPPLY AND LOGISTICS

OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 2.5, D. C.

13 May 1959

)

MEmRANDUM R>R THE ASSIST SECRErARY OF DE:EElf~
Through: Director for Procur nt Policy

SUBJECT: Contract Cost Principles

(SUPPLY AND LOGIST )

Mro Kilgore and I have met with representatives of the Military Dep nta
to consider the changes which were de in the Contract Cost Principles as a
result of the meetings we held with Industry representatives on 1-3 A ril 1959.
I am inclosing as Tab A a new draft of the Cost Principles which e re nd
f r your approval. This draft has been concurred in by all ers of the
special working group.

While we made numerous changes. in the previous draft as a re t of the
Industry meeting and our further consideration of the Cost Principles, a great
majority of the changes were of a clarifying nature. Several revisio B of a
technical 'nature, such as the definitions of direct and indirect costs, were
made at the suggestion of the IndUstry repre ntatives. No change has een
made in the research and development principle as a result of our latest
reviews. We have made certain editorial rearrangements of the materi hich
we feel has improved the overall content of the regulation. or example, we
have included the section on Advance Understandings in Part 1 of the r gulation
in lieu of having it an integral part of the cost principles themselves which
are set forth in Part 2 of the regulation.

Your particular attention is invited to the following changes which we
reCOIlllll8nd for your approval, but which go beyond the type of clarifying d
technical changes mentioned above:

1. Advertising Cos1js.

The Industry representatives argued strongly and rather per
suasively that our proposed coverage of the cost of exhibits was much too
narrow. The previous draft contained the following:

"(iii) costs of participation in exhibits upon
invitation of thc'!, Government I"

Our recommended revision is as follows:

"(iii) costs of participation in exhibit

(A) upon invitation of the Government, or

(B) which exhibit s are Valuable for the pur
pose of disseminating technical informa-



tion within the contractor's industry;
however, such costs are not al10",able
under this subparagraph (B) if the ex
hibit offers specific products or ser
vices for sale;"

It is our feeling that the principle as revised does not open
the door too far with respect to costs of exhibits. Ve al1o", costs of
advertising in trade and technical journals "'hiob do not offer specific
products for sale but are p1aoed in journals "'hich are valuable for the
dissemination for technical information within the contractors' industry.
It seems logioal to us to al10", the cost of exhibits under the same ciroum
stances.

2. Tffl1ping and Educational Costs.

Ve have revised that portion of this principle which deals with
oosts of part-time education at an under-graduate or post-graduate college
level by deleting the restriction to IItechnical, engineering, and scientific."
Our discussion, even within Defense, indicated that the term "technical" was
subject to varying interpretations. In its narrowest sense, it could be
considered to exclude certain training which we considered acceptable such as
training of contract administration personnel and the training of certain
technical personnel in sound business and cost control techniques. The other
controls and restrictions which we have as a part of this particular cost
principle seem to us sufficient to prevent any abuse.

3. 16-603. Cost Principles and Their Use.

The previous draft of a portion of this paragraph was as follows:

"(b) Whenever an occasion arises in which acceptability
of a specific item of cost becomes an issue, Section XV, Part
2, will serve as a guide for the resolution of the issue."

We have revised the above as follows:

(b) "In retrospective pricing, whenever an occasion
arises in which the acceptability of a specific item of cost
becomes an issue, the appropriate part of this Section XV will
serve as a guide for the contracting officer in his conduct
of negotiations."

The Industry representatives were particularly vocal with respect
to our previous draft. While they would have much preferred to see this para
graph e1imiDated entirely, we were able to work out an acceptable compro se
which serves to eliminate the impression which could be read into the previous
draf't that we 'WOuld resolve conflicts on specific items of cost by dictation
or slavish application of accounting rules.

;2
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Many of the suggestions offered by Industry were not acceptable to
our working group and have not now been incorporated in the revis draft.
Some of these suggestions concern themselves with costs connect with
patents, taxes and insurance. The Industry representatives felt quite
strongly that we should change our principle on bad debts to restrict
the unallowability of such a cost to hconmercial" bad debts on the theory
that there are numerous instances within the Defense industries where
bad debt expense is encountered in connection with government contracts,
without the fault or negligence of the contractor. While some of us
felt that the Industry point here was well taken, the departmental
representatives did not consider such a revision appropriate and hence
it has not been made in the attached draft.

It is JIJ.Y hope that we can expedite the remaining clearances necessary
in connection with these cost principles to the end that they can be sent
to the printer during the month of June. In this wa:y, they could be
mandatorily effective on 1 January 1960, although they would be available
for use upon publication. The following specific actions seem necessary
pr or to the releasing of this regulation for printing:

1. The attached draft should be speoifically approved by the
Materiel Secretaries of the Departments end Mr. McNeil as soon as possible.
This could be accomplished by memorandum, by discussion at the Materiel
Secretaries weekly meeting on 21 May 1959, or in a special meeting called
for this purpose.

2. The question as to the necessity of obtaining the specific
approval of the Seoretary of Defense should be deoided.

3. The method by which we deal with the General Acoounting Office
should be determined and the program of action in this regard should be
initiated.

4. We have a commitment to discuss the cost principles prior
to pUblication with Dr. Saulnier and the C ttee on Government Activities
Affecting Costs and Prices.

~~LJJ·M.~
Cdr, SC, U3N
Staff Director, PSPR Division
Office of Procurement licy

1 Inol.
Tab A

3
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DEPARTMENT OF. THE NAVY
OFFICE OF THE SECRETARY

WASHINGTON

2 9 MAY 1959

lll:i.Oft.AJIDln' FOh '~ ASSISTAN'l' S RETARY 0' DLF . BE (SUPPLY A:.. LOGIS'rICS)

Subj: The ontract Cost Principles and Procedures, cormnen" on

lief: (a) 1 emorandwn from ASTSi.:CDEF &2L) of 15 I Y 1959 re Contract
Cost Principles d Procedures revised dr t of 12 ~ay 1959

1. eference (a) has been reviewed by ruy stat and. "\ . th the exception of
the OllOlv.Ulg COiTImen s, I approve its issuance:

a. Page 4, line 19, after II '11 not, II insert II . th the eJ~ceD ion of
the ~ 'tations on rentals paid unde sale d leaseback agree nts. (See
AS 15-205.34 C).II so include on page 5, as one of the examples of
costs for uhi h ad a.nce a ee lents may be particularly' or' t, II (ix)
Sales and leaseback agree ents. II This is considered necessary in viel-I of

he specific l' ·tation on such rentals in ASPL lS-205.3h (0).

b. Page 31, line 4, change (i) to read. lithe ita 11 is reo arly Ir.anu
factured and sold by t 18 con"t,ractor through commercial channe s for
conunercial ena use. 1I (Underscorin..., au plied). hanoe (ii) to (-.-.-.) and
ad a new (ii) as follovlS: lithe char es or t e i·ta,(s) are no"-,d.nal in
amount. II es revisions are considered ssential to avoid a sit-uation
where the IICO ercial lJ customer of the ven or is apr' e or subcontractor
to t' e Government and the p . ces of the items have not been established
in the non-governmental market. Also, ii' the total volume of such items
is substantial, it seems 0 y equitab e that they should oe charged to
the Government contracts on a cost bas's rather than at a price u'1ich
includes a profit element) in ordel" to avoid he payment of Hnat may be
bidden profits.

c. Page 45, top lil_e: the Hord lIallo...able tl should "')e cha...r]:::red to
lIunallmTab1e. 1I

d. Paoe 7 - Bit er add (i) after IIinstan es ll in the fou th line or
J.el te (ii) in the .fifth line.

2. ;. S .fou knoH, industry has been primarily concerned yJith the applicabil" ty
0_ the cost princi les t other than CPFf' contract. e recent letter from
:i I to many of us is a stro~ rcit~rntion of his position. Alt10u.;il I do
not :J..5-ree that issuB!'1ce of the principles siloul be uela,{ed to acco,.'!mO ate a
fl~rtuer "lscussion of this SUbject, I r~co 11 th in "he ractical i. 
pIe., e;1tation 0.2 18 pro '1ciplGs, the st.:rv-lces be oa: . i ned to avoiu t~<e

lIior ula ll IJricinu ~,lcl ina sy,rf .. ",ars. J lould e ide"~ce 0 ct pricino

exist after a "easonable eriod of impl enta ion 0 the priuciples,
strongly recommend further consiaeration on this ter at t t time.

~-c-~~. ~

C. P. Mll.NE . 0
ssistant Secretary of the Navy (Materia
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DEPARTMENr OF THE NAVY
OFFICE OF THE SECRETARY

WASHINGTO
29 May 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF EFENSE (SUPPLY AND LOGISTICS)

SUBJ: The Contract Cost Principles and Procedures, comment on

Ref: (a) Memorandum from ASTSECDEF(S&L) of 15 May 1959 re Contract
Cost Principles and Procedures revised dDsft of 12 May 1959

L Reference (a) has been reviewed by my staff and w't the except on of
the follo,l.lng comments, I approve its issuance:

a. Page 4, line 19, after 'will not," insert "with the exception of
the limitations on rentals paid under sale and leaseback agreements. (See
ASPR 15-205.34 (c).' Also include on page 5, as one of the examples of
costs for which adva.nce agreements may be particular y important, It(ix)
ales and leaseback agreements.' This is considered necessary n view of

the specific limitation on such rentals in !ISm 1 -205.34 (c),

b. Page 31, line 4, change (i) to read "the item s regularly manu
factured and sold by the contractor through commercial channels for
commercial end use. II (Underscoring supplied). Change t'i) to (iii) and
add a new (ii) as follows: "the charges for the item( ) are nominal in
amount.f' These revisions are considered ssential to avoid n situation
.!here the "commercial" customer of the vendor is a prime or subcontractor
to the Government and the prices of the items have not been established
in the non-governmental market. Also, if the total volume of such items
is substantial, it seems only equitable that they should be charged to
the Government contracts on a cost basis (rather than at a price which
in ludes a profit element) in order to avoid the payment of what may be
hidden profits.

c. age 45, top line: the word lIallowable! should be changed to
"unallowable. I

d. Page 47 - Either add (1) after "instances" in the fourth line or
delete (ii) 'n the fifth line.

2. As you know, industry has been primarily concerned with the applicability
of the cost principles to other than CPFF contracts. The recent letter from
MAPl to many of us is a strong reiteration of this position. Although I do
not agree that issuance of the rinciples should be delayed to accommodate a
further discussion of this subject, I recommend that in the pract cal im
plementation of the principles, the services be cautioned to avoid the
"formula" pric ng which industry fears. Should evidence of such prioing
exist after a reasonable period of impl mentation of the principles, I
strongly recommend further cons deration on tMs matter at that time.

(signed) C. P. Milne

C. P. MILNE
Assistant Secretar
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DEPARTMENT OF THE NAVY
OFFICE OF THE GENERAL COUNSEL

WASHINGTON 25, D. C.

OGC/MHS:ag
3 Jl.Ule 1959

ORANDUM FOR C MMANDE J HN • MALLOY

Subj: Trea ent of Taxes in th Revised Draft of PR
Section

1. understand that the latest draft of AS Section XV
has been sent to the Materiel Seer taries for review. I have
two comments on the treabnent of taxes in R 15-205(41). I
believe that both of these comments c n be accommodated at
this time without anyone being accused of "major surgery."

In
that II /

(

2. ASPR l5-205(4l)(a)(iii) speaks only of exemptions avail-
able to the contractor directly or available to the contractor
based on an exemp ion afforde the Government. Exemptions
are also available to subcontractors for various reasons.
order to include certain of these exemptions, I recommend
ASPR 15-205 41) (a) (iii) be revised to read as follows:

"(iii) taxes from which emptions are available
to the contractor or cost-reimbursement
type subcontractors direct y, or available
to the contractor or such ubcontractors
based on an exemption afford d the Govern-
ment • • • • II

3. The language of ASPR 15-205(41) b (i) is not clear as I
to who akes the deteDnination as to the existence of a claim
of illegality or e oneous assessment. It could be t e con
tractor, t e Government, or a thi d party. Taken 1 ne, this
ambiguity is not haDnful. In fact, insofaas it tends to
increase the numb r of instances in which the Govennnent is
notified of a tax roblem, "t is benefici 1. 0 ver, the
effect of this ambiguity on (4l)(b)(ii) may be troublesome.
It could be argued that the contractor and the con ractor alone
is to determine whether a legal roblem exists, and only when
he so determines that a problem exists must he reque t in-



s ructions under (41 b (1 and take action directed by the
cont acting officer under (41) b)(ii. y p oblem in this
res ect can b avoided by revis'ng 15-205(4 )(b ii) to
read:

"(ii) takes all action directed b the contracting
office ar'sing out of (b)(i above or an
independent d c ion of the Governmen as to
he existence 0 a clatm of illegality 0

erroneous ass sent, including cooperation
with and for the benefit of the Government
to (A) determine he legality of such as e
ment r, B) secu e a efund of uch axes."

eritt H. teger
puty General Counsel

cc: Mr.
Mr.

Moore
• Van Cleve

- 2 -



DEPARTMENT OF THE ARMY
OFFICE OF THE ASSISTANT SECRETARY

WASHINCiTON 25. D. C.

IN REPLY REFER TO:

JUN 5 1959

MEMORANDUM FOR ASSISTANT SECRETARY OF DEFENSE (S&L)

SUBJECT: Contract Cost Principles

The Department of the Army concurs in the draft of Section

XV, Contract Cost Principles and Procedures, dated 12 May 1959,

referred to in your memorandum of 15 May 1959', subject as above.



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 2.5, D. C.

COMPTROLLER

5 June 1959

MEMORANDlM FOR Ca.!MANDER MALLOY
OASD (S&L)

S~T: Cost Principles

Pursuant to our conversation of yesterday concerning the
Air Force's position on p aph 15-205.22(c), page 30 of
the cost principles, I talked with Bob Benson this ming.
While he would much prefer to us e the wording which the Air
Force suggested in order to make it clear on the record that
we would not accept costs relating to write-downs of material

ues, he would go along with not raising official objection
to the proposed wording which everyone else has agreed upon.
However, he suggested that e retain someting in the way of
"legislative history" to indicate that Defense policy generally
is not to accept such costs. I agreed that this would be a
satisfactory solution since it would avoid either (1) the
possible inconsistency of the proposed revised we ding or
(2) the necessity "for going into a long explanation of our posi
tion. If we run into any difficulty on this score after is
suance of the principles, we can take another look with the
view to clarification. I am furnishing a copy 01' this memoran
dum to r. Benson.

Copy to:
Mr. Benson
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OFFICE OF THE ASSISTANT SECRETARY

DEPARTMENT OF THE AIR FORCE

WASHINGTON

111

MEKmANDUM FOR ASSISTANT SECRETARY OF IEFENSE (SUPPLY AND LOOISTICS)

SUBJECT: Contract Cost Principles

1. Reference is made to your memorandum dated 15 Ma\Y 1959 on
the above subject. We have reviewed the latest draft attached to
your memorandum and recognize the compromises that have been made
in several items to accommodate divergent views among the Depart
ments as well as with industry. Accordingly, we think it should
be clearly understood that if actual. experience under the proposed
principles reveals any deficiencies, we will seek reconsideration
of the matters involved. Since the proposal seems to offer an
acceptable basis for early adoption, cone s t the
comments noted below.

2. We note the deletion in paragraph l5-205.22(c) of the
prohibition relating to IIwrite downs" or IIwrite ups" of material
values which had. appeared in earlier drafts and which now appears,
in part, in current ASPR 15-202.1. We understand that discussions
on this point have taken place between the top Comptroller people
in the Air Force and the Department of Defense. We also under
stand that agreement in principle has been reached to the effect
that it is our cODlllOn understanding that Department of Defense
pollcy generally is not to accept such costs. Apparently this
understanding is to be made a matter of record so that, should
the problem arise, such an understanding could be relied upon
to give a common answer. As you know, such an understanding
cannot fom. the basis of a contractual obligation. Accordingly,
we would urge for consideration the inclusion in the Cost
Principles of appropriate language covering the point.

'P. B. U-YL
Assistant SecNtary of the Air Foro-



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

CR
SUPPLY AND LOGISTICS

30 June 1959

RANDUM roR THE ISTANl' SECRETARY OF DEEENSE (SUPPLY AND LOGISTICS~---~('"
ASSISTANl' SECRETARY OF DEEENSE (COMPl'RDLLE )

SUBJECT: Contract Cost rinciples

~e have concluded our staff efforts with respect to the contract
cost principles and a fUlly coordinated draft, ready for publication,
is attached as Tab A. There remains, however, the problem of
determining what action, if any, the Department of Defense should take
with respect to the General Accounting Office and discussion with Dr.
Saulnier of the Committee on Government Activities Affecting Costs and
Prices. (Tab C)

It appears to us that there are 4 alternatives with respect to
the GAO which are enumerated below:

1. Formal Coordination. This would entail submission of
our draft to GAO, the receipt of their written comments, the
evaluation of these comments, and the probable need for further
coordination among all interested parties. Frevious correspond
ence with the G on this subject is attached as Tab B. Our
last previous communication to the GAO was dated 22 October 1957
in which we indicated that it was lIour intention to consult with
your office prior to publication. II The GAO responded on 3 April
1958 indicating that IIwe prefer to review and comment on the
cost principles after industry comments have been analyzed and
accepted suggestions have been incorporated in the proposed
principles. II

2. Staff Level Discussions. This would entail a meeting
between Mr. Fowers, GAO AUdit Chief, and Mr. Kilgore and
Cdr. Malloy. Previous informal discussions lead us to the con
clusion that Powers would seek Mr. Campbell's reaction prior to
making any GAO commitment. If this alternative is adopted, the
effort would be to convince GAO that our current draft represents
an acceptable compromise among the many differing points of view
which are involved in this project. Hence, we would endeavor to



convince G that the success of this entire effort might be
jeopardized and, in any event, would be seriously delayed, if
the many controversial points were opened up for discussion.

3. Fublish Without Prior Reference to GAO. This alternative
would have the obvious advantage of obviating detailed discussions
with GAO and would save many months, even years, in consummating
this project. It is our understanding that this alternative was
adopted by the Munitions Board in 1948 when the current AS pro
visions were published. GAO immediately responded in a strong
manner and caused a change of the newly published regulation in
several particulars.

4. ~ecretarial Lev.el Discussions. This would entail a meet-
ing by Secretaries NcGuire and McNeil with Mr. Campbell. The effort
here would be to endeavor to convince Mr. Campbell of our immediate
need for these cost principles. We could assure GAO of our willingness
to re-appraise the Validity of our principles after they had been in
effect for a reasonable period of time.

It is our feeling that we should either publish the principles without
reference to GAO or we should initiate discussions at the Secretarial
level. ~/ere it not for the connnitment to the Comptroller General referred
to in 1. above, we would recommend publication without reference to the GAO.
However, in view of this commitment, we believe that a high level discussion
with Mr. Campbell of the broad considerations offe~s the best solution.
We are of the opinion that detailed consideration by the GAO, either by
staff level discussion or by correspondence, will result in ultra
conservatism in the individual principles, and will jeopardize our con-
cept of applicability of the principles to fixed-price type contracts.
The result would be violently objected to by industry and by many elements
of the Department of Defense. In effect, we would either have to arbi
trarily publish the principles as revised or start the project allover
again.

With respect to Dr. Saulnier, we believe that a discussion citing the
improved control resulting from application of the principles to fixed
price type contracts and the complaints of industry that we are being too
restrictive in cost allowances will satisfy his group. Participation
in this discussion by the Assistant Secretaries would be desirable, but
might be handled by the staff.

'.:

'@;~
"Cdr, SC, illN
Staff Director, Division
Office of Procurement Pblicy

~~-r:~
Director, Audit Pol~ey Division
Office of Accounttng, Finance

and Audit oliey
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i

}!ill>10? :IDU'.<I FOR '.J.'fll!: ASSISTANT SECREl'.lu"Y OF ~ I. MU1"Y (I..O(JISTICS)
IE ASSIS ANT SEa-~ET. Y OF THE HAVY. (HA~:"- \L\L)

, ASSIS!J'j\l'H' SE ~' qy "i' TilE AIR F _ ~ (H..n.rr",,"~,,}""T""')

S'tJBJEOII: lemont.1ng Re atiol19 With Re3pJct to ASPR Sf}ct:ton 't.V,
Con~_ t Cost Principl

While the recent.ly publi.ohed. contract c ct principles Q,re a
subsm tial step to ''It d, there l'_re"lny ~ditio e.reas c~on.n. cted
\.1j,th this tas_ en r' in to be (tec lish In th:i.c co 1': _ction"
p.ro s is en",," un ')rvay to 1,)rovi a. ""cl fora trl-G __ ice
approo..ch to ." ement the resear'" '1 .d evel nt cos-IJ lei},)l.
Ad tic v~ I"'. ct to pr'iVirle Y0'.i !~. or~ def' 'itlv0 eui ·lines
1n th~ e future with re~pcct to the problem of cutting Ov,--r to the
n~'" principle , p!u-ticularly as th.~ mi. t- n ply to cxi~~t1n3 contrnct.$.

I feel sure;} t t you ","ill e.gre~ t t it 1s rat l' criti.cal. ... or
us to e:n::.;u:re c. unified arpr eh to tho a.c 1 .. nt.<:~tion of t e
Co.9t principleg. In o:;:odcr wensure th1~ \,uufo ··ty, I \l'<JU.ld. li t;._ to
have any implementing reculations :tn ea.ch of the ...n'cs clC9"'~d

by my office priol' to their iaBU! lee. T'UB 'lill provide a CC}ltl' • zed
cleal::l.ng hO"J.6e and vil1 be the best r. ~,thod o:r ascertaining :ouch c" ge6
or ch~rifications as EUY be indicated by our c bined e4 rie~c~.

F&1KINS McGUIRE
Ass1ctU11t E~cretary of D~f~n8e

(S\Il..?pJ.y o.r.d Logistics)

, -'

Copy t.o:
ASD (Ccilip) PrB .red by: .D lloy/' -/3 fuc 59

JrrTr4 X-'(2026

Coordi~ t"d: }1!'. Ibm "'r"~

Itr. Kilzor~ (OAS!) ~ .. )_

j
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COP Y

December 10, 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF THE ARMY (LOGISTICS)
THE ASSISTANT SECRETARY OF THE NAVY (MATERIAL)
THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL)

SUBJECT: Implementing Regulations With Respe ct to ASPR Section XV,
Contract Cost Principles

While the recently published contract cost principles are a
substantial step forward, there are many additional areas connected
with this task which remain to be accomplished. In this connection,
progress is already underway to provide a mechanism for a tri-service
approach to implement the research and development cost principle.
Additionally, I expect to provide you with more definitive guidelines
in the near future with respect to the problem of cutting over to the
new principles, particularly as they might apply to existing contracts.

I feel sure that you will agree that it is rather critical for
us to ensure a unified approach to the actual implementation of the
cost principles. In order to ensure this uniformity, I would like to
have any implementing regulations in each of the Departments clea.red
by my office prior to their issuance. This will provide a centralized
clearing house and will be the best method of ascertaining such changes
or clarifications as may be indicated by our combined experience.

/s/ Perkins McGuire
Assistant Secretary of Defense

(Supply and Logistics)

COP Y



COP Y

December 15, 1959

MEMORANDUM FOR THE UNDER SECRETARY OF THE NAVY
THE ASSISTANT SECRETARY OF THE ARMY (FM)
THE ASSISTANT SECRETARY OF THE AIR FORCE (FM)

SUBJECT: Implementation of Revised ASPR Section XV,
Contract Cost Principles and Procedures

Attached for your information is a recent memorandum
from the Assistant Secretary of Defense (S&1) which stresses
the need for a unified approach to the actual implementation
of the new cost principles and requests that any implementing
regulations in each of the Departments be cleared by his
office prior to issuance.

The need for a unified approach to this matter obviously
extends to the activities of each of the audit agencies of
the Army, Navy and Air Force. Accordingly, any instructions
or procedures prescribed by the Departments for use by contract
auditors in application of the new cost principles should be
cleared by my office prior to issuance.

/s/ Franklin B. Lincoln, Jr.
Assistant Secretary of Defense

Attachment

COP Y
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D~cC'jnber 15, 1959

I ORA.tro II U!\VY
, TEE ARl'rl (1;~.1)

THE AIfl l?OR.CE ( ~~)

StlBJECT:. Ik'1}?l !.entation of IieYised A' ~. Baction Y:V,
Contract Cost Principles and PL~ocedUl·eo

Att.:~chcd. for yotlr info . tio 1 is ri recent t:lemorandum
from. t Assie nt. Secre 1"'y of D:: use ('" '. ) ...·hich stresses
the neoll for a unliie e.ppro~,ch to ....h e.ctl13J. in\ple ntation
of t '" [1 cost p:dnc1plc3 d rCtln at that tU'l.Y "! lemc.."lting
r gu1 t.iOHS in "e,;"ch of the c!I'tellts b cleared. by hi8
office prior to i~suarlce.

Tb.e n'3ccl for a unified roo-cJl to th:ts ..s.t.t,er o'bvio 1y
exte s to tho activitica of..' each of t1 ,;, «'.leUt ag._o.cles of'
the Amy, N3;'Y and Air Force. ACCOl' ~rI n Y 1nstr1.1,ctions
or proc.d1u'e3 prescribed by the Dc~ r ~u a for use by contract
aud.itor:3 in avp11catioll of· the 'e 1 cost principles should OG
cleared. by my office prior to1sm.m.nco.

FRAt" nr B. LI~iCOUi, JR.
A"c':SIST:u. S ·~"'Tl\..'RY OF DEFEHSE

Attacl nt

p: JIucus/ol:/i2/ll/59
OAS. (C f )AUD t f~LIC.'Y DIV ~52 7G321
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ASSISTANT SECRETARY OF DEfENSE

Washington 25, D. C.

CR
Supply and Logistics February 10~ 1960

MEMORANDUM FOR The Assistant Secretary of the Army (LogistiCs)
The Assistant Secretary of the Navy (Material)
The Assistant Secretary of the Air Force (Materiel)

SUBJECT: Uniform Procedures for the Implementation of Contract Cost
Principles and Procedures, ASPR, Section XV, Part 2, as
Revised'by Revision No. 50 dated 2 November 1959

1. Purpose. The purpose of this memorandUll1 is to establish uniform
procedure s for the implementation of the ,Contract Cost Principles and
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50,
dated 2 November 1959, with respect to new and existing contracts with com
mercial organizations. Procedures with respect to new and existing contracts.
with colleges and universities under the revised ASPR Section XV, Part 3, are

)ntained in my memorandUll1 dated October 12, 1959.

2. Background. The Notes and Filing Instructions of ASPR Revision 50
provide that the principles and procedures set forth in that Revision are manda
torily effective 1 July 1960, but that compliance therewith is authorized upon
receipt of the Revision, and that existing cost- reimbursement type contracts
may be amended to include the revised principles, but only if the amendment
will not be to the disadvantage of the Government.

3.' Procedure. Set forth below are guidelines to be .followed in itnplement
ing the revised cost principles.

(a) Existing Cost-Reitnbursement Type Contracts.

(1) Total costs measured under the revised cost principle s and
procedures applicable to cost~reimbursem.enttype contracts may differ from
total costs measured under--the cost principles and procedures now incorporated
in existing cost-reimbursement contracts, Furthermore~ while it is probable
that such diiferences would not be substantial in most cases, an accurate appraisal
of the differences in each case would~ in most instances, require an unwarranted
amount of titne and effort on the part of both the Government and the contractor,
particularly in connection with evaluating the cost impact on subcontracts and in
he case, of a particular concern when it is acting as a pritne contractor and also
.s a subcontractor to another prime contractor.



.'

.(2) In view of the above circumstances, existing cost-reimburse
ment type contracts shall be costed out as a general rule in accordance with the
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract
and the cost principles presently incorporated therein by reference. For purpose s
of asc'ertaining the cost -principles in effect upon the date of the contract, the
effective date of the revised cost principles shall be 1 July 1960 unless the contract
has been written or amended to specificaliy incorporate the revised cost principles.

-.An ex}sting cost-reimbursement type contract may, however, be amended to
provide for the use of the revised cost principles when resolution of the adminis
trative problems above does not require an unwarranted amount of time and effort,
where such action.'would not be to the disadvantage of the Government and where
the contractor agrees to such amendment. The following factors will be taken into
consideration in those limited situations where the amendment of existing cost
reimbursernent type contracts is being considered:

(i) anticipated increased or decreased costs, if any;

(ii) administrative saving s expected to be gained by
"costing cost~ reimbursement prime contracts with
a given contractor on the basis of one set of cost
principles;

(iii) the effect on subcontracts under the prime con
tract (see ASPR 15-204(b));

(iv) absence or existence of specific contractual pro
visions or other arrangements affecting the treat
ment of certain costs, such as those for research;

/ (v) in consideration of (iv) above, the appropriate use
of advance understandings (ASPR 15-107) as for
example, where it may not be appropriate to allow
independent research costs under the revised cost
principles in instances where such costs have not
been allowed heretofore under the existing contracts;

-~
(vi) other advantages or disadvantages to the Government.

Contractors should be required to furnish any data deemed necessary in connection
with the evaluation contemplated above. The cognizant audit activity should be
requested to provide an advisory report for use in determining the proper
"\.ction to be taken.

2



(3) Whe re existing contracts are amended to incorporate the re
vised cost principles, such amendments should normally be made effective as of
the date of the beginning of the contractor's fiscal year nearest the date of the
amendment.

(b) New Cost~ReimbursementType Contracts.

(1) In the case of contractors having existing cost-reimbursement
type contracts all of which are being costed under the old cost principles, new
contracts shall provide for the use of the revised cost principles, but may carry a
proviso for the use of the old principles for the period between the date of the
contract and the end of the contractor's current fiscal year.

(2) In the case of contractors having existing cost-rei~bursement

type contracts with a particular Department or procuring activity, any of which are
being costed under the revised cost principles, any new contracts of such Depart
ment or procuring activity should provide from the beginning for the determina
tion of costs in accordance with the revised cost principles.

(3) In the case of contractors having no existing cost- reimbursement
type contracts, the new contracts shall provide from the beginning for the use of
the revised cost principles.

(c) Contract Clauses. The following clauses are examples which may
be used, as appropriate, in accordance with the guidance stated above.

(1) For use in amending old contracts and in new contracts where
it is desir·ed to provide for a delayed effective date for the new princ;:iples.

USE OF REVISED CONTRACT COST PRINCIPLES
I

/

Subparagraph (a) (i) (A) of the clause of this contract
entitled "Allowable Cost, Fixed Fee, and Payment" which
reads 1I(j\) Part 2 of Section XV of the Armed Services
Procur~mentRegulation as in effect on the date of this

-contract; and" is hereby deleted and the following sub
stituted ther~~for: "(A) Part 2'of Section XV of the Armed
Services Procurement Regulation in effect prior to ASPR
Revision 50 dated 2 'November 1959 until , and
thereafter in accordance with Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by
Revision No. 50 dated 2 November 1959; and";

(2) For use in new contracts entered into prior to 1 July 1960 in
which the new principles are to be used from inception.



.1

USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (i) (A) of the clause of this contract entitled
"Allowable Cost$ Fixed Fee, and Payment" which reads "(A) Part 2
of Section XV of the Anned Services Procurement Regulation as in
effect on the date of this contract; and" is hereby deleted and the
following substituted therefor: 11(A} Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by Revision
No. 50 dated 2 November 1959; and";

(d) Existing Fixed-Price Type Contracts. Contracting officers will
·use the revised cost principles as a guide$ in accordance with revised ASPR XV,
Part 6, in the achninistration of existing fixed-price type contracts. Such use,
however$ shall be only to the extent that it is not inconsistent with any contractual pro
visions, understandings, or agreements established in the negotiation of the contract.

(e) New Fixed-Price Type Contracts. Contracting officers will use the
revised cost principles as a guide in accordanc~ with ASPR XV, Part 6, in the
negotiation and achninistration of new fixed- price type contracts as soon as practicable,

ut in no event later than 1 July 1960.

(f) Terminated Contracts. In fixed-price type co.ntracts, settlements
for convenience termination shall be made in accordance with the termination for
convenience clause of the contract and the principles for consideration of costs set

· forth in or referred to in ASPR 8~ 302, as in effect on the date of the contract. For
purposes of ascertaining the cost principles in effect upon the date of the contract,

· the effective date of the revised cost principles shall be 1 July 1960 unless the con
. tract specifically incorporates the revised cost principles. Settlements of cost

reimbursement type contracts are governed by the allowable cost clause in the
particular contract at the time of termination.

(g) Cost~reiInbursementType Subcontracts. Any amendmm t of an
·existing priIne contract to incorporate the revised cost principles shall specifically
cover the reimbursability of costs stemming from cost-reimbursement type sub
contracts thereunder. ' If the amendInent of the prime contract does not expressly
provide otherwise, the reiJnb.ursability of such costs is automatically governed by

---- .the revised cost princip1eslsee ASPR 15~204 (b». If this result is not acceptable,
the amendment to the pritne contract shall provide that, notwithstanding ASPR
15-204(b}, the reimbursability of such costs will not be affected by the amendment.

(h) Audit Services. In the conduct of audits and the submission of audit
reports, auditors will use the cost principles incorporated in the contracts in the

4
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case of existing and new cost- reimbur seluent type contracts. Auditor s will use the
revised cost principles immediately in the case of new fixed-price type contracts,
except where such use under an audit already in process would unduly delay the sub
mission of a report. In the case of existing fixed-price type contracts, auditors will
use the revised cost principles, except where such use under an audit already in
process would unduly delay the submission of a report or unless the contracting
officer requests that the audit report be prepared on the basis of the old cost
principles.

lsi
PERKINS McGUIRE

As sistant Secretary of Defense
(Supply and Logistics)

;'
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ASSISTANT SECRETARY OF DKfENSE
Washington 25, D. Co

CR
Supply and Logistics February 1O, 1960

MEMORANDUM FOR The Assistant Secretary of the Army (Logistics)
The Assistant Secretary of the Navy (Material)
The As sistant Secretary of the Air Force (Materiel)

SUBJECT: Uniform Procedures for the lInplementation of Contract Cost
Principles and Procedures, ASPR, Section XV, Part 2, as
Revised by Revision No. 50 dated 2 November 1959

1. Purpose. The purpose of this memorandum is to establish uniform
procedures for the implementation of the Contract Cost Principles and
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50,
dated 2 November 1959, with respect to new and existing contracts with com
mercial organizations. Procedures wi.th respect to new and existing contracts
with colleges and universities under the revised ASPR Section XV, Part 3, are

mtained in my memorandum dated October 12, 1959.

2. Background. The Notes and Filing Instructions of ASPR Revision 50
provide that the principles and procedures set forth in that Revision are manda
torily effective 1 July 1960, but that compliance therewith is authorized upon
receipt of the Revision, and that existing cost- reimbursement type contracts
may be amended to include the revised principles, but only if the amendInent
will not be to the disadvantage of the Government.

3. Procedure. Set forth below are guidelines to be.followed in implement
ing the revised cost principles.

(a) Exi.sting Cost~RehnbursementType Contracts.

(1) Total costs measured under the revised cost principle s and
procedures applicable to cost-reimbursement type contracts may differ from
total costs measured under the cost principles and procedures now incorporated
in existing cost~reimbursementcontracts, Furthermore, while it is probable
that such differences would not be substantial in most cases, an accurate appraisal
of the differences in each case would, in most instances, require an unwarranted
amount of time and effort on the part of both the Government and the contractor,
particularly in connection with evaluating the cost impact on subcontracts and in
''he case. of a particular concern when it is acting as a prime contractor and also
.s a subcontractor to another prime contractor,



(2) In view of the above circwnstances, existing cost-reimburse
ment type contracts shall be costed out as a general rule in accordance with the
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract
and the cost principles presently incorporated therein by reference. For purposes
of asc'ertaining the cost principles in effect upon the date of the contract, the
effective date of the revised cost principles shall be 1 July 1960 unless the contract
has been written or amended to specifically incorporate the revised cost principles.
An existing cost-reimbursement type contract may, however, be amended to
provide for the use of the revised cost principles when resolution of the adminis
trative problems above does not require an unwarranted amount of time and effort,
where such action would not be to the disadvantage of the Government and where
the contractor agrees to such amendment. The following factors will be taken into
consideration in those limited situations where the amendment of existing cost
reimburserilent type contracts is being considered:

(i) anticipated increased or decreased costs, if any;

(ii) administrative savings expected to be gained by
costing cost-reimbursement prime contracts with
a given contractor on the basis of one set of cost
principles;

(iii) the effect on subcontracts under the prime con
tract (see ASPR 15-204(b));

(iv) absence or existence of specific contractual pro
visions or other arrangements affecting the treat
ment of certain costs. such as those for research;

(v) in consideration of (iv) above, the appropriate use
of advance understandings (ASPR 15-107) as for
example, where it may not be appropriate to allow
independent research costs under the revised cast
principles in instances where such costs have not
been allowed heretofore under the existing contracts;

(vi) other advantages or disadvantages to the Government.

Contractors should be required to furnish any data deemed necessary in connection
with the evaluation contemplated above. The cognizant audit activity should be
requested to provide an advisory report for use in determining the proper
~.ction to be taken.

2



(3) Where existing contracts are amended to incorporate the re
vised cost principles, such amendments should normally be made effective as of
the date of the beginning of the contractor's fiscal year nearest the date of the
amendment.

(b) New Cost~ReirnbursementType Contracts.

(1) In the case of contractors having exi.sting cost-reimbursement
type contracts all of which are being costed under the old cost principles, new
contracts shall provide for the use of the revised cost principles, but may carry a
proviso for the use of the old principles for the period between the date of the
contract and the end of the contractor's current fiscal year.

(2) In the case of contractors having existing cost-reimbursement
type contracts with a particular Department or procuring activity, any of which are
being costed under the revised cost principles, any new contracts of such Depart
ment or procuring activity should provide from the beginning ~or the determina
tion of costs in accordance with the revised cost principles.

(3) In the case of contractors having no existing cost-reimbursement
ype contracts, the new contracts shall provide from the beginning for the use of

the revised cost principles.

(c) Contract Clauses. The following clauses are examples which may
be used, as appropriates in accordance with the guidance stated above.

(1) For use in amending old contracts and in new contracts where
it is desired to provide for a delayed effective date for the new principles.

USE OF REVISED CONTRACT COST PRINCIPLES

SUbparagraph (a) (i) (A) of the clause of this contract
entitled "Allowable Cost, Fixed Fee, and Payment" which
reads "fA) Part 2 of Section XV of the Armed Services
Procurement Regulation as in effect on the date of this
contract; and" is hereby deleted and the following sub
stituted therefor: "(A) Part 2 'of Section XV of the Armed
Services Procurement Regulation in effect prior to ASPR
Revision 50 dated 2 'November 1959 until , and
thereafter in accordance with Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by
Revision Noo 50 dated 2 November 1959; and";

(2) For use in new contracts entered into prior to 1 July 1960 in
which the new principles are to be used from inception.

3
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USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (i) (A) of the clause of this contract entitled
"Allowable Cost. Fixed Fee, and Payment" which reads "(A) Part 2
of Section XV of the Armed Services Procurement Regulation as in
effect on the date of this contract; and" is hereby deleted and the
following substituted therefor: "(A) Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by Revision
No. 50 dated 2 November 1959; and";

(d) Existing Fixed-Price Type Contracts. Contracting officers will
use the revised cost principles as a guide, in accordance with revised ASPR XV,
Part 6, in the administration of existing fixed-price type contracts. Such use,
however, shall be only to the extent that it is not inconsistent with any contractual pro
visions, understandings, or agreements established in the negotiation of the contract.

(e) New Fixed-Price Type Contracts. Contracting officers will use the
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the
negotiation and administration of new fixed- price type contracts as soon as practicable,
but in no event later than 1 July 1960.

(f) Terminated Contracts. In fixed-price type contracts, settlements
for convenience termination shall be made in accordance with the termination for
convenience clause of the contract and the principles for consideration of costs set
forth in or referred to in ASPR 8= 302, as in effect on the date of the contract. For
purposes of ascertaining the cost principles in effect upon the date of the contract,
the effective date of the revised cost principles shall be 1 July 1960 unless the con-

- tract specifically incorporates the revised cost principles. Settlements of cost
reimbursement type contracts are governed by the allowable cost clause in the
particular contract at the time of termination.

(g) Cost~reimbursementType Subcontracts. Any amendmen t of an
existing prime contract to incorporate the revised cost principles shall specifically
cover the reimbursability of costs stemming from cost-reimbursement type sub
contracts thereunder. If the amendment of the prime contract does not expressly
provide otherwise, the reimbursability of such costs is automatically governed by
the revised cost principles (see ASPR 15-204 (b)). If this result is not acceptable,
the amendment to the prime contract shall provide that, notwithstanding ASPR
15-204{b), the reimbursability of such costs will not be affected by the- amendment.

(h) Audit Services. In the conduct of audits and the submission of alJdit
reports, auditors will use the cost principles incorporated in the contracts in the

4



J~ '.

case of existing and new cost-reimbursement type contracts. Auditors will use the
revised cost principles immediately in the case of new fixed-price type contracts,
except where such use under an audit already in process would unduly delay the sub
mission of a report. In the case of existing fixed-price type contracts, auditors will
use the revised cost principles, except where such use under an audit already in
process would unduly delay the submission of a report or unless the contracting
officer requests that the audit report be prepared on the basis of the old cost
principles.

/s/
PERKINS McGUIRE

As sistant Secretary of Defense
(Supply and Logistics)

5



DEPARTMENT OF THE NAVY
OFFICE OF THE COMPTROLLER

WASHINGTON 25, D. C.

NAVCOMPTNOTE 12410
NCT 131
NCT 5-61
19 Jul 1960

NAVCOMPT NOTICE 12410

From: Comptroller' of the Navy
To: Distribution ldst

I

I• Subj: Navy Contract Auditors Training Course in Contract Cost Principles,
ASPR, Section XV, Parts I, 2, 3 and 6; additional data in connection
with

(1)

(2)

mcl: Changes in text of Navy Contract .Auditors Training Course in
Contract Cost Principles
Questions and answers in training conference held 16-20 May 1960
in Contract Cost Principles, Parts I, 2, 3 and 6

1. Eu-lJ2Q.~ This notice is for the purpose of distributing supplementary
material in connection with the training course held.16-20 M1y 1960 on
the new cost principles set forth in Parts I, 2, 3 and 6 in Revision No. 50
to ASPR.

2. J)i~~i.on of Enclosures. mclosure (1) contains changes to be -made
in the training manual recently furnished to the addressees. Enclosure (2)
contains the questions raised at the training conference and the answers
thereto. Other questions have been omitted due to nonpertinence, adequate
coverage being in the manual, or recording and transcription difficulties.
Some of the answers given in the conference have been revised as a result
of further consideration of the question or for clarification. Sufficient
copies of the enclosures are being furnished to pemit -insertion of one
copy in each manual distributed to the addressees.

3. £ru2i..EW....9f Tra;tn~M§nual. Several requests have been received for
additional copied of the training manual in order that each auditor may
be furnished with a copy. It was explained at the training conference
that only enough copies had been printed to provide each area office with
the number considered necessary to conduct similar training conferences.
When the course has been given to all auditors in an area, the manuals
may be redistributed within that area at the discretion of the Officers
in Charge. It should be ke in mind, however, that these manuals were
pre red for trainin ur ses and the ShOll d not e ci'te as aut ority
or approval or disapproval of cost ite~.
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NAVCOMPTNOTE 12410
19 Jul 1960

4. ~PR., Part 3, Training Chans. Charts have been furnished under
separate cover for use in connection with the presentation of certain
of': the Part 3, Section rv, ASPR training material.

5. Q..ancellation. This Notice is canceled when the contents thereof
have been noted or for record purposes on 31 August 1960.

DISTRIBUTION:
SNDL El.4 as follows:
Boston {17)
Chicago (21)
Jacksonville (ll)
London (w/o encl)
Los Angeles (17)

·.iNe.w, York (19)"
Norfolk (w/o encl)
Philadelphia (17)
San Diego (w/o encl)
:$an Franc isco,(121)
wa.shington (15)

,"f':'-'
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ENClOSURE (1) NAVCOMPl'NOTE 12410
19 Jul 1960

. .

COMPTROLLER OF THE NAVY
CHANGES IN TElCT OF NAVY CONTRACT AUDITORS COURSE

:rn CONTRACT COST PRlNCIPLES

EQREWORD

1. Remove the word "and" from line 8 of paragraph I.
2. ~lete paragraph III.

§~ I-B. Rage 2

Item I:h. A.l. - Change (15-201.9) to (15-202.9)
\

gection I-C. Ra~

Item HI.C. - ~lete and substitute the following:

In the absence of advance understandings, it is the auditor's
responsibility to make a determination of the allowability on
the basis of information available. Where a contractor contends
there was an advance understanding but presents no evidence in
support thereof, the matter generally should be referred to the
Contracting Officer via appropriate channels.

§~Q!LI-D• .ASPR 15-205.2 thru 12-20..i..15. Ra~

Paragraph 15-205.7 Contingencies

Change paragraph V to read:

"A proposed cost based upon contingent events which cannot be
measured within reasonable limits of accuracy should not be
considered in the evaluation of bid price."

&C:tiOD I-p,Asm 15...205.7 thru l5~a15! pag~

Paragraph ·15-205.14 Food Service and Dormitory Costs and Credits

Item II.A. - Change l5-20~.14 to 15-~02.14

gection I-D.1-.ASPR 15-205.16 thru 15-205.25., page 12

Paragraph 15-2Q5.23 Organization Costs

Item III.A.2. line 4 - Change "Btlal1owable" to "allowable"



,~NAVCOMPTNOTE 12410
',: ' i9" Jul 1960

~CI.DSURE (1)

Paragraph 15-205.25 Overtime, Ex:tra-Pa,y Shift and Multi-Shift PremipmS

Item II.B. Add the following words at the end of the item:

"when required ll

Section I-D, ASPll...!.2=~Q5,,26 thru 1~~4.a pagu

Paragraph 15-205.30 Precon~;r.:ag;~~

Item lV. A. - Change this :Y.tern to read as follows:

Precontract costs which antedate the request for submission of the
contractor's proposal should be subject to special scrutiny.

Section r-D, ASPR 15:.605,3i-tbru__15-205,41. page 7

ParagX'!E.h 15-205,35 Research and DeveloPment

Item lV.C. (3) - ~lete and substitute the following:

Where the auditor feels that he is unable to make a definitive
determination, he should refer the matter to the NAAO, which in tum
may either advise' 'the auditor of the action to be taken or make a
further referral to higher a~thority. In cases where ~port prepa
ration deadlines do not pennit time for such referral, the auditor
should question such expen-dituxes in his report and furnish info~

mation, brochures B..'ld other data to enable a decision to be made as
part of the negotiations. In the case of actual overhead under cost
'type contracts, the costs should be suspended and the matter referred
to NavCompt for further action,

Paragraph 15-205,36 Royalties and other Cost.s for Use of patents

Item I1.C, - Correct the spelling of "indicating" in line 2.

Section I-:.12.. ASPR 15-2Q5,J5 thru 15-205£4;1.. P€l£U

Paragraph 15-205037 Selling CQsts

It-m I.B, - In line 3 between the words "fide" and "established"
insert the following:

Itempl~ and bona fide ll

•
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ENCIDSURE (1)

~~tio~~page~

Item I.c. (4) (b)-Change nS~en to "SQle"

~tion I-F, page 1

Mike a new item III as follows:

III. Situation in respect to subcontracts

NAVCOMPTNOTE 12410
19 Jul 1960

Make the following changes in the present item numbers:

.. III to IV, IV to V, V to VI-'

Sectiop II-C I £age 15, sixth line fJCom top of pa~e

Delete the following words:

"and buildings"

§ection II-C, na~'Z.

Item (b) (1) - Change "10/12" to 1'50/52"

§ection II-PI .ASPR 15-....1Q1...l!n.L.!JltH 15-307.3 (bbl.t.. gage 2

Paragraf1h 15-307.3(s) M:ite~

Item II. - Change "(ii)" to "(iii)"

Item L under Other Business EXpense - In line 2 change "31/ to 1/2"

§ection II-l2J. ASP..,B..15.::207,3 (ul thru 15-3Q7.li~ I2~ge 2.

Paragraph 15-307.3 (v) Pension Plan Costs

Item IV.A.2.a. - Delete this item in its entirety

3
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2ection II-D. ;S;eR 1~2Q7,3 Cn) thru 15::107..1..(Qb), page 8

:ENCLOSURE (1)

Paragraph 15-2Q7,3(bb) Public Information Services Costs

Item I. - Strike out "contractual coverage" and add the following:

lI authorization by the contracting agency.1I

.s~;ton 11- E, page l

Item B.l.b.)(l) - Strike out the words lIadvisory reports" and add
the following:

t.

.. '

"the concurrent use of the old and new principles."

Item B.2. - In line 3 change lib." to "a."

4
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ENCLOSURE (2) NAVCOMPTNOTE 12410
19 Jul 1960

COMPTROLLER OF THE NAVY
QUESTIONS .AND ANSWERS IN

TRAINING CONFERENCE HELD 16-20 MAY 1%0
RE CONTRACT COST PRINCIPLm, ASPR
SECTION XV, PARTS 1, 2, :3 AND 6

Section I-A - Introduction - Mr. Cook----....,;;----:;;;-.---..;=.....=_.....;,,:.-----
Q. Will the coordination of future cost interpretations involve both the
audit and procurement personnel of the three Services or will it be re
stricted to personnel on the audit side?

A. The precise mechanism which will be set up in DOD for coat interpre
tation development is not presently known. However, since we are dealing
with a procurement regulation, there would normally be some procurement
representation. At the present time there is one cost interpretation in
preparation by an ASPR Subcommittee. The procedure followed in this one
case may serve as a guide for the future. This ASPR Subcommittee includes
both procurement and audit representatives.

Q. Is the Navy IS Contract Auditors r Handbook applicable to the new
principles?

A. The statements as to the treatment to be accorded specific items of
cost now in Chapter II, Section 4 of the Navy Contract Auditors' Handbook
do not apply to the new cost principles. They apply only to the old
principles. Consideration will be given to incorporating a statement to
this effect in an early change to the Handbook.

Q. Will the Navy Area Audit Offices as a group receive information as a
result of individual cost interpretations made within the Navy?

A. It is not expected that each individual cost interpretation issued
on a specific case basis will be disseminated to all Navy Area Audit
Offices. If this were to be done, it could be regarded as a semi
official or perhaps an official interpretation and implementation of
the principles and, under those circumstances, would have to be cleared
with DOD. It could very well be that the answer in a particular case
might warrant consideration for general publication. In such an instance
the matter will be brought to the attention of DOD for possible develop
ment of an official cost interpretation. If a question arises which
appears to be extremely important and of widespread interest, it might
be possible to get DOD permission to publish the answer on an interim
basis but with the thought in mind that it would either be adopted as
an official interpretation or dropped as not haVing broad enough
applicability.
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2. How will cost interpretations be published?

ENClOSURE (2)

A. Cost interpretations may be published as a separate part of
Section XV, although no final decision on this question has been reached
as yet. This has some troublesome aspects. Contracts are generally
written to provide that costs shall be determined in accordance with
a specific part or parts of Section XV as in effect on the date of the
contract. Cost interpretations if included in another part of Section XV
would have to be so worded as to indicate that they are nothing more
than clarification or application of the test of reasonableness or
allocability so that they in themselves will not be construed as having
effective separate dates of ~heir own. Any other course would present
a very complicated contract referencing problem later on.

2



ENCIDSURE (2) NAVCOMPTNOTE 12410
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,ggction I-C - Value of Advance Understandings - Mr. Kuttner

Q. Can any consideration be given to any understandings reached prior
to execution of a contract but which are not wri~ten into the contract?

A. Such an understanding takes on the complexion of an agreement or a
contract and it is believed that it should not be ignored even though
not written in the contract. If the understanding represents an
inequitable arrangement, it would be advisable to alert the negotiator
to the fact so that he will be careful about reaching such an under
standing on other contracts.

3
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~ction I-D - Seecific Cost Items - Mr.a Ruttenberg - ASffl12::~...1 thru
1~~Q.

Q. Does the ASPR Subcommittee which is considering the cost principle
concerning advertising in trade and technical journals intend to come up
with an acceptable list of trade and technical journals?

A. The answer is no. To put out such a list would create a storm of
protest. Those companies who publish journals whose names would not be
on the list might say that they were being discriminated against and
there could arise many more problems than are already present.

Q. Can those advertisements which have just the two words "Help Wanted"
in small letters in one corner of the advertisement be considered as
falling in the category of Help Wanted Advertising?

A. This is an old device adopted by some companies in an attempt to get
their advertising considered allowable. As a generalization the al
lowability in full of advertisements of this kind as Help Wanted ads
because some small portion or a minor portion thereof contains the words
"Help Wanted" does not appear warranted. However, in order to be fair,
perhaps a reasonable portion of the advertisement should be considered
as an allowable cost of Help Wanted Advertising or recruitment expense.

Q. Are not exhibits really for the purpose of promoting sales?

A. Companies are not altruistic and there usually is a sales motive
behind their exhibits. While there may be some specialized knowledge
which they are attempting to convey in an exhibit, they actually are
not conveying it for one purpose only. They usually intend to promote
sales as well as disseminate technical information. As the cost
principles are now worded, costs of exhibits can be allowed if there is
no product involved. However, there are not many exhibits that can
completely conceal the product that the company developed. This is an
extremely gray area and not clear-cut. The decision Yill have to be
made in the light of the circumstances.

Q. What constitutes a trade or technical journal?

A. The 1lSPR Subcommittee is currently attempting to develop some
guidance in this area. The guidelines issued may not give the specific
and correct answer in every case. Discretion Yill have to be used.

4



ENCLOSURE (2) NAVCOHFTllOTE 12410
19 Jul 1960

~ questions that arise will have to be considered on a case-by-case
basis and an attempt made to come up with the best decision within
whatever guidelines are provided.

~idding~

l. Should the direct labor of bid and proposal expense go into the
base for distribution of engineering overhead and then the total bid
and proposal expense be included as part of G and A for distribution
to all work?

A. Direct labor of bid and proposal expense should go in the base for
distribution of engineering overhead and the total of the expenses
direct labor, direct material, plus the allocable engineering overhead
should go into an expense pool which will distribute the bid and pro
posal expense over all work of the contractor. This does not necessarily
mean that the bid and proposal costs should be included as a part of
G and A. If putting such costs in with G and A will accomplish distri
bution to all work of the contractor, then that is all right. However,
contractors sometimes have different bases for distributing G and A
which might not accomplish the result which is desired. In that event,
some other base for distribution would have to be used.

Q. Does not the Kellett Aircraft ASBCA case establish a precedent that
bid and proposal costs should be distributed only to the work resulting
therefrom rather than distributed over all work?

A. No" the decision is not considered to be a precedent with respect
to bid and proposal costs. The Kellett Aircraft case dealt with the
question of whether or not certain amounts represented a loss under a
contract and" therefore" under the provision of Section XV of ASPR
would not be allowable as costs under other contracts. The costs in
question were not originally incurred as bid and proposal expense.
Basically the Board ruled that the amount in question was not a loss
under a contract even though the contractor had charged the cost to the
projects under the contract and the costs were involved in the per
formance of the contract. The Board said that these overruns of costs
are similar to bid and proposal expenses that the contractor might have
incurred under other projects" but in the final analysis the Board seemed
to classif,y the overruns of cost as unsponsored research and development
costs. The Board held that the costs were in connection with and repre
sented a proper cost allocation to any contract which might involve the
particular product with which the original contract was concerned.
Under this reasoning the Board permitted an allocation of the overrun
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N~CLOSURE (2)

to two contracts which involved the same product as that under the con
tract on which the overrun was incurred but did not allow any part of
the overrun against a third contract. It is considered that the pro
visions of paragraph 15-205.19 of the new principles captioned IIlosses on
other contracts" should prevent a decision similar to the Kellett
decision in the future.

Q. Has any decision been reached as to the allowability of research and
development expenses as related to the preparation of a bid and proposal
particularly in those instances where the Government has asked a con
tractor to submit a bid?

A. No decision has been reached. However, in making a determination of
allowability, there seems to be one factor which must betaken into
account. This is whether or not the Government has asked a contractor
to submit a bid. If a certain amount of investigation was necessary in
order to submit the bid in response to the Government's request and what
was undertaken was reasonably necessary in order to submit a proper bid,
the cost of such investigation should properly be considered as bid and
proposal expenses. Then there is the other situation where a contractor
undertakes a research project, develops something he thinks is pretty
good, and then goes to one of the Services and says, "Here is what I've
developed. Don't you think you could use this?" In this particular
case, there seems to be sqme difference in the sequence of events which
would preclude the cost of investigation from being considered as bid
and proposal expense. All of the circumstances would have to be examined
carefully, however, before a proper determination could be made.

Q. What position should be taken in those instances where the Government
asks a contractor to investigate the feasibility of a certain project or
program without issuing a contract for such work and the contractor
spends rather large sums of money pursuant to the request of the
Government?

A. Whenever this involves a substantial amount which is clearly identi
fiable, it should be watched very carefully because even though the
Government requests the contractor to do such work, it is questionable
whether the costs are acceptable as bid and proposal expense in the
absence of a specific contract. In these instances, it is considered
that the costs should be questioned and advice sought from the technical
inspector or the matter referred to NavCompt.

Q. Should all research and development costs which are included as part
of bid and proposal expense be referred to the contracting officer?

6
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A. No, they should not. The question to be resolved in this area is
whether the research and development can properly constitute part of
bid and proposal costs or is to be considered as research and develop
ment per se. If it is determined that the costs involved fall in the
latter category, then the cost principles with reference to research and
development will come into play and not those cost principles which have
reference to bid and proposal expenses. This is proper in the light of
the position of the auditor whereby under cost-type Navy contracts he is
responsible for determining costs; whereas, under fixed-price contracts,
if the auditor cannot make a determination on his own, he recOJDmends
items for the consideration of the contracting officer.

Q. Should not Government contracts be charged only with the bid and
proposal expenses related to such contracts?

A. This would seem rather difficult because it leaves unresolved the
question of where to charge unsuccessful bids. It would be possible, of
course, and proper, too, that if a contractor chose to charge directly
to contracts the cost of successful bids, he could, if he followed the
proper system, put all unsuccessful bids in overhead for allocation to
all work•

.Qivil Defense Cost~

Q. The new principles allow the costs of Civil Defense measures for a
contractor's own premises but do not allow the costs of Civil Defense
measures for the area in general. Why is there this difference? Funda
mentally there is no difference in the results to be obtained.

A. Actually there is a fundamental difference between the two situations.
In the first instance, the contractor has his own pr9perty to consider and
will want to protect that property. This is of direct interest to him
and, of course, is directly related to any work performed in his plant.
The other situation is of more general interest for the public welfare.
Since taxes are expected to provide for the needs of the public and the
contractor pays such taxes, any voluntary contribution in this respect
is considered to be in the nature of donations or contributions. The
Federal Government has generally followed a policy of not participating
under cost-type contracts in the cost of donations, grants and gifts.

,Qompensation

Q. How do you determine the amount of reversionary credits due the
Government in connection with a contractor's pension plan contributions

7
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for terminated employees (other than mass terminations)?

mCLOSURE (2)

A. Paragraph N2-4.0l0 (f) (5) of NCAR contains information in this
connection. Ordinarily it will not be necessar,y for the auditor to
determine an amount due the Government for normal turnover since this
contingency is generally factored out by the actuaries in determining
current contributions under the plan or is credited to the next due
contribution to the plan.

Q. How long a period of time does the Government have in which to attempt
to recover any abnormal reversionar,y credits under a recapture agreement?

A. With respect to the assignment of credits and refunds under Navy
cost-type contracts, the answer probably is "indefinitely. II This is to
say that at any time that it can be determined that the contractor has
received a credit to which it is believed that the Government is entitled,
or a portion thereof, the agreement can be invoked and the contractor
asked to reftmd the proper amount to the Government. It is not know to
what extent if any the statute of lindtations applies. Any question as
to the time element should be referred to NavCompt for resolution with
Counsel.
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eection I-D - S~ifi¢' Cost Items - Mr... Ande...!§£!1 - A?FR 15-205.7 th"ru
12-2Q5e..l2

QQntingencies

Q. May a bonus based on earnings and determined at the end of an
accounting period be considered in the evaluation of a bid price?

A. It will be observed that the changes to text of manual revised this
item to read:

"A proposed cost based upon contingent events which cannot be measured
within reasonable limits of accuracy should not be considered in the
evaluation of bid price."

It is considered that where a contractor has an established plan or
implied agreement to pay bonuses of this type and the costs can be esti
mated within reasonable limits of accuracy, the contingent cost may be
considered in the evaluation of a bid price.

~ If a negotiated use charge in connection with facilities, which have
been fully depreciated and a substantial portion of such depreciation
was recovered under Government contracts or subcontracts I is agreed to
in advance and incorporated in contracts, what effect does ASPR 15-205.9 (f)
have thereon which states that no use charge shall be allowed on this
type of fully depreciated asset?

A. The terms of any specific advance agreement or contract term would
be controlling although such action would be contrary to the stated
principle. Some extenuating circumstance may justify the charge in some
given case. In any event, it would be up to the contracting officer to
justify the agreement to allow the use charge.

Q. (a) May a contractor use one of the depreciation methods authorized
by the Internal Revenue Code for tax purposes and another for costing
purposes?

(b) Also, which basis should he keep his books on?

A. (a) Yes. Although it is necessary that normal depreciation be com
puted upon the property cost basis used for Federal income tax purposes,
it is not mandatory that the same method of computing depreciation

9
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ENCWSURE (2)

expense be employed for costing and income tax purposes. The principles
provide that "Normal depreciation • • • is an allowable element of con
tract cost; provided that the amount thereof is computed: ••• 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, as amended ••••"

(b) AJ3 a general proposition the depreciation for costing purposes
will be that reflected in the general books of account, but the principles
do not specifically require it. However, if the method of computing
depreciation for costing purposes differs from that reflected in the
books, it is considered necessary that a satisfacto~ memorandum record,
capable of being fully supported for costing purposes, be maintained.

Excess Facility Costs

Q. If 50 per cent of a contractor's equipment is idle, would the idle
facilities be considered excess facilities?

A. It is necess~ to consider all the facts in a particular situation.
No categorical answer can be given based on a per cent. To the extent
all or some portion of the equipment will be needed for foreseeable
volume of business and other reasonable standby purposes, the costs of
maintaining it may be allowable. All other excess equipment costs
would be unallowable.

10
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19 Jul 1960

2ec:timLI:=IL- S1?oc5.!.i~st Items - M.!:. Ab!!Mn - ~m ]5-~Q2.•.16 tgu
15-?~

Interest and Other-E1n~ialCosts

Q. Are costs incident to a stock dividend allowable?

A. Yes. It is considered that they are normal expenses of doing business.

Material Costs

Q. Is the term "commercial channels ll to be interpreted as items for
commercial end-use as opposed to military end-use as in the past?

A. It is our view that an item which has military end-use only does not
meet the test of II sold through commercial channels. II

Q. If an item is listed in a catalog, may it be considered as an item
sold through COIJlIllercial channels?

(

A. The fact that an item is a catalog item does not necessarily indicate
its end-use. It could be listed so that other military suppliers would
know of a source for the item..

Q. What is the position of NavCompt re off-the-shelf items?

A. The conclusion has been reached that "sold through commercial channels"
refers to items for commercial end-use and not military products in the
sense of specialized items. The basic idea or premise on which this con
cept of acceptance of items "sold through commercial channels" is based
is that the prices of the items are controlled or lowered by effective
competition for commercial end-use. If Navy contracts are charged at
prices not in excess of the most favorable prices that may be given to
commercial customers, we don It have to be too concerned about any small
element of profit that might be included. However, a very large volume
of this type of transaction would raise some question. In such a case,
it might be well to suggest a special contract provision and consideration
of those items. It is expected that normally the dollar amount for such
commercial items utilized will be relatively small with respect to the
size of the contract and that the acceptance on a commercial price basis
is mre economical and practical than attempting to determine the actual
cost. welve had such cases in the past in connection with such items
as lamp bulbs and small. electrical m:>tors. In such a case, it might

11
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ENeLOSURE (2)

cost three times the price of the bulbs to perform special cost studies
to determine the actual cost to the company. In that type of situation
the use of the most favored customer basis is obviously preferable.

Q. If a contractor secured competitive bids on an item to be made
according to specifications which is not a standard or off-the~shelf

item and awarded the work to one of his divisions on the basis of low
bid, what treatment would be accorded cost incurred in excess of the bid?

A. In determining the allowable cost of intra-company purchase of such
nonstandard items, allowable cost is based on cost to the transferor
unless the items are the same or substantially similar to items for
which prices have been established by other suppliers. In the latter
case the cost to the transferor or the prices of other suppliers, which
ever is lower is allowable. Where the contractor, in connection with an
item for which established prices do not exist, acted in good faith at
the outset, secured competitive bids, sincerely analyzed them, and con
cluded they could do the work cheaper than the other bidders, the fact
that they subsequently incurred costs in excess of the other bids would
not be a good premise for disapproving these excess costs.

Q. Is the requirement for contracting officer's approval of purchase
orders applicable to inter-divisional work (i. e., work within the same
comPanY)? Some contracting officers seem to think soJ

A. While each case must be considered on its own merits, generally the
answer is "no."

Q. When a company writes off obsolete stock, is it appropriate for the
loss to be included in inventory adjustment?

A. As a generalization, it is not appropriate for Government contracts
to be charged for losses or share in gains from adjustments on account of
obsolete stock.

12
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§.ection I-:IL- Specific Cost Items - ~. Kuttner-= ASPR 12'::202.26 :Y:!m
12-205..34

Q. What criteria should be used in determining whether the expenses of
plant protection should be charged directly to a contract or a group of
contracts in lieu of being allocated to all work through overhead?

A. If a particular contract or a group of contracts have security re
quirements significantly in excess of those of the contractor's remaining
activities, it is only equitable that the contract or contracts necessi
tating the increased expense bear the cost thereof. On the other hand,
if the contractor's operations are completely devoted to the defense
effort requiring the security measures, and more especially if the con
tracts are mostly of the cost-reimbursable type or are subject to
repricing, the expense involved in plant protection may be charged to
overhead, because no practical purpose would be served by attempting a
precise allocation of the expense. No hard and fast rule can be formu
lated. Whether the costs should be treated as direct or indirect can
best be determined by an evaluation of the specifics of the case.

Q. Situations arise in which a contractor may have to perform work which,
but for the absence of a contract, would constitute work required under
the contract just to be able to submit a bid. Should the costs incurred
in doing this work be considered precontract costs or bid and proposal
expenses?

A. In a situation of this kind all facts must be considered. The nature
of the costs and the contractor's normal treatment of like costs will
have a bearing on the matter. If the costs are in the nature of research
or investigations to determine whether the pursuit of a certain field of
endeavor is feasible or has potential for accomplishment, it may well be
in the area of unsponsored research and development. If it is done so
that a meaningful bid can be presented, although at the request of the
Government, it normally would be to the contractor's advantage to treat
it as bid and proposal expense so that it may be recovered in accordance
with its normal treatment of bid and proposal expense in the event the
bid is unsuccessful. While there may be instances where the formal bid
or quotation is submitted after considerable work and negotiations have
taken place, ordinarily it is believed that precontract costs would be
costs incurred after a proposal or bid was received and after there was
an informal understanding that a contract would be awarded.

13
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"

Q. Should outside professional services be allowed i.f a contractor has
his own staff? Wouldn't this be a duplication of effort?

A. The key word in this question is "duplication." It may be difficult
to prove that there is duplication of effort even though it looks as
though there is. If a contractor has a competent legal staff on his pay
roll, care should be exercised before approving retainers for outside
legal counsel. However, since there are degrees of specialties involved
in the legal and accounting professions, it may be desirable to have
available certain talents which would not be present in the contractor's
own staff. There is no categorical answer to the question except to say
that special care should be exercised to see that, if a contractor does
retain outside professional help, his own staff is not capable of per
forming whatever services might reasonably be expected of the outside
firms.

Rental Costs (Including Sale ang Leaseback of Facilities)

Q. Assume that a contractor began construction of a building and sold the
partially completed building with the understanding that it would lease
the building upon its completion. Would the rentals paid under such a
lease be treated in the same manner as those under a sale and leaseback
of a completed facility?

A. This is also a sale and leaseback. As far as the application of the
rule contained in ASPR 15-205.34(c) is concerned, it makes no difference
whether the facility was or was not suitable for use when it was sold.
The important point is that the contractor had title to the property;
the property was sold and then leased back.

Q. If the sale and leaseback occurred in a period before the contractor
was engaged in defense work, would there be any difference in the treat
ment of the rentals?

A. The rule set forth in ASPR 15-205.34 (c) is unequivocal and applies to
any sale and leaseback regardless of the period in which the transaction
occurred. If a contractor is paying rent under a sale and leaseback
which was consummated 10 years ago, any portion of the rent in excess of
the normal costs of ownership would not be allowable. This is an item
for which the contractor should seek an advance understanding if he does
not want ASPR 15-205.34 (c) to be operative.
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Q. l>lhat treatment will be accorded the rentals paid under a sale and
leaseback if the transaction was undertaken by a predecessor organization,
which was merged into or with the contractor?

A. It is not possible to give a categorical answer to this question
because it may involve a study of the manner in which the merger and
sale and leaseback were accomplished. The term merger is used in some
states to refer to all types of consolidations, including those where
a new corporation is brought into existence, rather than being limited
to those cases in which one or more corporations become absorbed into
an existing corporation. The problem may become a legal matter or a
determination of the primary motivation for the merger, i. e., whether
it was effected for some reason other than avoidance of the cost
principle here involved. If the auditor is confronted with a problem
in this connection, it is suggested that all the facts be submitted for
study by this office and consultation with counsel if deemed appropriate.

Q. Are the rentals made in connection with agreements which permit them
to be applied against the purchase price of the asset allowable under the
present regulation?

A. Where it is clearly evident that the transaction is in substance a
conditional sales contract providing for payment on the installment basis,
any payment made pursuant to such an agreement is not rent but a portion
of the cost of acquisition. Hence, the payment is not an allowable cost.
The asset should be accorded depreciation accounting. The facts re
lating to all such leases must be carefully considered.

Q. \olould there be any effect upm the allowability of cost if the sale
and leaseback contained an option permitting the contractor to repurchase
the facilities after the expiration of a stated period?

A. Since this situation is only a variant of the more usual form of a
sale and leaseback, the portion of the rentals not in excess of the cost
of o'WIlership would be allowable. l.fu.der this interpretation, the con
tractor could not be reimbursed by the Government for any portion of the
rental which represented consideration for the option.
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§f)ction kll...= Specific Cost Ite.me - Mta. DawsQ.n - .A&R l5::g~15 t1y:;y
12=205.£

Research-and I&velopment

Q. Would you clarify the position taken with respect to the significance
of the last sentence of ASPR 15-205 .. 35 (e)1

A. It is the view of the Office of the Comptroller that the significance
of the la.st sentence of ASPR 15-205.35 (e) is that it supports the posi
tion that the first sentence permits an allocation of independent develop
ment only to Government production contracts and not to Government R&D
contracts. If this were not the case, then the second senteDce would be
unneaessary because the first sentence would then apply not only to a
contractor engaged only in R&D work but also to a contractcr p3rforming
both pTod~ction and R&D work. The fact that the soco~o. ssntsnce has been
included means that additional specific language was n8cessary so that
contra.ctors who were engaged only in R&D could allocate some portion of
their indopendent development work to Government R&D contracts.

Q. In order to qualify under the exception in ASPR 15-205.35 (e), must
a contractor do no production work at all, or could he perform some
production work, for example, 1%, 5%, 10%1

A. The Office of the Comptroller is of the opinion that the exception
in ASPR 15-205.35 (e) is intended for those organizations whose basic
effort is research and whose hardware is limited to a working model,
prototypes or processes, with any sales of products being incidental,
as distinguished from items manufac tured for sale to customers whether
or not the production is carried on in a pilot plant or regular manu
facturing facilities.

Q.. Does the last sentence of ASPR 15-205.35 (e) apply only to nonprofit
organizations?

A. No. Any research company, profit or nonprofit, could qualify if
research work is its basic effort.

Q. In ASPR 15-205.35 (f), how shall the word "practices" in the phrase
lIaccounting practices consistently applied" be construed?

A. The word IIpractices" is to be construed as a course of action continu
ously followed. A "practice" cannot be established on and off purely for
convenience; it is established over a period of time.

16
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Q. How can you change an accounting "practice?"
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A. Since a "practicel! represen'ts first a certain course of action, the
course of action must first be changed. The mere change does not
conati'tute a changed "prac'tice," however. The "practice" becomes changed
only after the changed course of action has been continuously followed
for a period of time so as to establish the course of action as the normal
method of accomplishing a desired result.

Q. Is it not dangerous to condone an accounting principle or practice
which we do not agree with for the sake of expediency?

A. Yes. Any such instances should be thoroughly documented with complete
understanding with the contractor that this is being done solely for the
sake of expediency. Unless this is done, and the mix of work at a
contractor fS plant changes at some future date with nonemphasis on
Government work, we may be saddled with a precedent contrary to what we
think is proper, or what the principles intended.

Q. It we have accepted a contractor's method of accounting for certain
costs that does not conform to a sound accounting practice, could not the
contractor use this as an argument in justification of changing another
of his accounting procedures from one which we consider conforms to sound
accounting to one that does not?

A. Yes. However, where a contractor wants to change a practice which
conforms to the principles to one which does not conform, no agreement
should be entered into for the sake of expediency or otherwise.

Q. Is it true that, if a contractor has been consistently applying
accounting practices which are contrary to the principle laid down in
ASPR 15-205.35 (f), such practices are acceptable?

A. Yes, this is the effect of ASPR 15-205.35 (f)" but this applies only
to R&D.

Q. In some instances, a contractor may change his method but a year or
two may elapse before a disapproval is issued or before a case gets
before the .ASBCA. Could it still be contended at the time of the
disapproval that the contractor does not have a new accounting practice?

A. Under these circumstances, we would probably have to admit that the
contractor now had a changed accounting practice. The way to prevent
this from happening is to be prompt in reviewing the accounting system
and going on record at an early date as to the acceptability thereof so
that 'the Passage of time will not enable the contrac'tor to assert. that
its changed method has become its practice.
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Q. Won't it be difficult for the auditor to make a determination that
a particular project is basic research, applied research, or development?

A. Yes, and this was probably ~'}ognized by the military departments
when they established the Tri-Departmental Committee. However, since all
contractors are not on the list for consideration ~y the Committee of
their research programs there may be instances where we will have to ask
assistance from the Committee in the case of other contractors if we are
unable to make a definite determination as to whether the contractor's
activity falls in the category of research or development.

Q. Will the Tri-Departmental Committee involve itself with accounting
matters?

A. It is our understanding that the Committee will not concern itself
with the accotmting aspects of a contractor 's research and development
program. Its efforts will be confined to a contractor's research and
development program as such, type of endeavor, budgeted effort, and
matters of that kind. However, if they should approve dollar amounts
rather than projects or percentages of a contractor's research program,
it would appear desirable that they obtain audit advice.

Q. Will it not be difficult in some instances to make a determination
as to what constitutes a product line?

A. Yes. The determination as to a product line can be narrow or so
broad as to include almost anything. Judgment will have to be exercised
to keep the determination within reasonable limits. Technical assistance
should be solicited. If a contractor persists in taking a broad view of
what constitutes his product line, it may be necessary to resort to
formal disapproval and have the issue decided through the appeal procedure.

Q. In the case of a contractor who is not on the list to be considered
by the Tri-Departmental Committee, should the auditor attempt to make
his ow determinations regarding the contractor's research and development
programs?

A. Yes. If the auditor is unable to make a determination at the field
level, then the matter should be referred to NavCompt together with the
same type of information that the contractor would have to submit to the
Committee.

Q. 'tfuat happens if an advisory report has to be released and no decision
from NavCompt has been received?
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A. The auditor will have to do the best he can even if it means setting
the costs out for further consideration. Sufficient infor.mation will
have to be presented, however, to enable the negotiator to have something
to work with so that he can make a determination.

Q. Will the auditor be called upon to assist the Tri-Departmental
Committee through the submission of accounting advisory reports?

A. It is not presently known whether this will happen or not. If so,
we should think in terms of total costs of the projects rather than in
terms of cost of individual elements, such as, labor, material, and
overhead.

Q. MIst the principles be followed even though contrary to good
accounting practice?

A. Yes. If the principles provide leeway for any action contrary to
sound accounting principles, then no exception can be taken.

Q. 'Will the Tri-~part.mentalCommittee police the contractor's program?

A. OUr impression is that the Committee will not police the programs
and that the ultimate determination of the amount of allowable costs
will be left up to the auditor and the technical inspector. There should
Oe nv ~ular problem if the Committee picks out special programs and
has indicated the degree to which the Government will share in the cost
thereof and the contractor's methods of accounting for the costs and
controlling '\;.bQ I11$l.nning and execution of research projects is acceptable.
However, if the program is a1~oontinued and a new type of program is
instituted, it is not considered that the original Committee approval
would continue; a new approval \IOuld hB.ve to be secured.

Royalties

Q. What is the auditor's position with respect to handling claims for
royalties?

A. The auditor should make every attempt to determine if the royalties
that are claimed are or are not allowable. If this cannot be done" an
advisory report should Bet such costs out for further consideration in
the case of a fixed price contract. In the case of a cost type contract
the matter should be referred to NavCompt for further action.
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Q. If an adjustment for severance pay is carried back over a number of
years" isn ft there a good chance that a contractor would be barred from
recovery if he had submitted unqualified releases on completed contracts?

A. This is true. However" since the new Principles" in the case of
abnormal severance pay" specifically state that the Government recognizes
its obligation to participate in such cost" the period to be covered by
the adjustment should not be one that will enable the Government to evade
this obligation.

Q. Although the new Principles state that normal severance pay is to be
allocated to all work of the contractor" would it be permissible to
allocate the payments to all work within the department where the charges
originate?

A. Technically" this would seem to be a deviation from the Principles
but there 'WOuld not seem to be any great objection to such a procedure
since the net result is more precise costing.
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Section I-F - Concurrent Use of the New and the O1,d Princ.iples - Mr. Cook

Q. Miy a prime contractor insert the new Principles in new subcontracts
entered into under prime contracts which contain the old Principles?

A. No categorical answer can be given to this, but there would not seem
to be any restriction by implicit directive which would prevent a prime
contractor from so doing from the date they were issued. However, it is
considered that reimbursement to the prime contractor for the subcontract
costs would have to be determined on the basis of the old Principles
regardless of the commitment on the part of the prime contractor to
reimburse the subcontractor on the basis of the new Principles. This
would seem to be the case because the language of Paragraph 15-200 of
Part 2 of the old Principles makes such Principles applicable to the
determination of cost type subcontract costs for which the prime con
tractor seeks to be reimbursed. It is believed that this phase of the
matter may require further clarification if it becomes a problem.
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general Questions in COnnection xdtb ASPR.I Section XV. Parts 1. 2. and 6
Hr. Ruttenberg

Q. What consideration, if any, should be given to contracts for research,
investigations, etc., at no cost to the Government or at the most a very
nominal sum such as $1.001

AI. Although no payments, or any payments beyond the nominal sum stipu
lated in the contract, could be made under the contract for the work
performed, it 1s not considered that it is intended that the contractor
should be denied recovery of the cost of performance as an independent
research program. In this event, the principles applicable to research
and development costs could be applied. However, it may be advisable
to obtain clarification of the intent of the agreement from the contracting
officer if it is not evident from the contract since the project may be
cost sharing with the Government furnishing the facilities.

Q. Is the negotiator bound by the recommendations in an advisory
accounting report submitted for the purpose of negotiating overhead rates?

A. Strictly speaking he probably is not, but it would seem that any
negotiator would have to have positive proof to the contrary before over
ruling an auditor's recommendation that a particular item of cost should
not be accepted.

Q. Why are negotiated overhead rates still being used, particularly
since the overhead is now on an historical rather than prospective basis?

A. It is true that the need for negotiating an overhead rate is
considerably lessened since the rates now reflect historical costs and
actual experience. There still remain certain advantages, however.
One advantage is that there will be uniformity of treatment of similar
costs under like circumstances by all the Services of the Department of
Defense. Another advantage is that the requirement to submit a report
and negotiate a rate within a specified period of time tends to get the
overhead audit on a more current basis.
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Section II-C - Categgries of. Direct and Indirect Costs - !:H:s.l. Niedling

Direct Costs - Salaries and wages

Q. IS it not possible that institutions may budget a certain amount of
time for instruction and a certain amount of time available for research
work for each professor and establish different rates of pay for each
category of work with the rate for research being greater than for
teaching? The principles state "••• that the excess of salary and wage
rates paid to personnel working on Government research agreements over
salary and wage rates paid to personnel working on the institution's
departmental research or other res~arch will not be allowed unless spe
cifically provided in the agreement or approved by the contracting
officer. II .

A. This may be possible, but the ~titutions have contended that there
is no way to segregate certain res~rch performed by professors from
instruction. They refer to this type of research as nonbudgeted depart
mental research. It would not appear that any estimate they make of over
all research performed by a professor which includes departmental non
budgeted research would be too realistic. Furthermore" since it is
contended that it is not separable from instruction, there would be no
justification for paying different rates for time devoted to teaching
and this type of research.

Q. Ibes the fact that employee benefits" such as pension costs" are not
calculated on summer salaries paid to faculty members justify exclusion
of such salaries from the salary and wage base?

A. Without all the details, a definite anever cannot be given. However"
it may be appropriate to make a special allocation of certain employee
benefits and include the salaries and wages in question in the base for
apportionment of those G&A expenses which do benefit the work involved.

]pgjrect Costs - Departmental ~nse

Q.. IS it not possible that the reason indirect departmental expenses are
much greater than the expenses they were intended to offset under the
Blue Book is that the.. indirect departmental. expenses now include a share
of O&M" G&A, employee benefit expense, etc~

A. This may be true. It is possible also that certain expenses now being
included in this pool previously were included in direct charges. If this
is the case, the advisory report should point up these facts and indicate
approximately how much other factors have been reduced so that the effect
on over-all costs can be evaluated.
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Section II-D - S~cific Cost Items - Mr. Kiser - ~R 15-307,3 (a) ~
15-307.3 (ml

,llepreciation

Q. Is it possible for an institution to claim. depreciation on certain
of its building and equipment and use charges on the balance?

A. Yes, I believe this would be possible where they maintain actual
records of usable buildings and eqUipment as distinguished from original
complement or reasonable estimates. However, there would have to be
consistency of treatment once an election was made. When an item, for
which depreciation allowances have been claimed, is fully depreciated
use charges would not be allowable thereon.

Q. Where there has been special agreement between the Government and
the institution to amortize the cost of a building or laboratory over
a given period, could the institution claim a use charge on the building
or laboratory after the amortization period has expired?

A. It would not appear proper. However, consideration is presently
being given to some ASPR coverage in this connection in order to effect
some uniformity of treatment of costs of this nature.
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General Questions in Connection with MPR. Section X:V. Parts 1, 3. and 6
Mr. Kiser.

Q. Is difficulty being experienced in the application of BuBud
Circular ~2l to cost type contracts that are being audited for other
governmental agencies, such as, Federal Aviation Administration, National
Science Foundation, repartment of Health, Education and Welfare, Atomic
Energy Commission, etc., and .ASPR, Section rJ, Part 3, as implemented
by repartment of Defense Joint letter No. 411

A. The members of the training class indicated that no difficulties
were being encountered.

Q. Will we be able to make recommendations regarding revisions to BuBud
Circular A-2l by 30 June 19601

A. vie are required, in accordance with the directive of BuBud and the
ASPR Committee, to recommend, by 30 June 1960, revisions of BuBud
Circular A-21 that we feel are desirable. It is indicated that we have
not had enough audit experience to make positive recommendations to
BuBud, through the ASPR, Part 3 Subcommittee by this date. At present
we are in a vacuum, so to speak, with regard to such recommendations
and will possibly request a delay of six months to a year. We expect
to convene our ASPR Subcommittee soon to plan for future action.

Since recommendations submitted to BuBud will be based largely on
information received from auditors, it is incumbent on the auditors to
furnish information on problems that are being encountered in adminis
tering the revised Part 3. .Auditors have a responsibility for recom
mending changes where principles are unrealistic. It is impossible for
Headquarters to visualize all circumstances. Auditors are in a better
position to formulate ideas for solving a problem since they are
continually applying these principles in their daily work.

We will welcome recommendations as to those areas where Part 3 should
possibly be changed for purposes of audit approach simplification,
clarification of expense treatment, and elimination of unnecessary detail.
If you have any suggestions, send them to us. Your assistance will be
very helpful. Since any changes to BuBud Circular A-2l will be largely
dependent upon our experience, it is considered that suggestions and
information originating with the auditors will constitute the major
source of recommended revisions. It is requested that such information
be furnished in timely fashion, that is, promptly after you have reached
a conclusion on a particular aspect or item of Circular A-2l.
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Q. What is the purpose of the College and University Federal Committee?

A. The National Association of Colleges and Universities has established
a federal committee, with an office in Washington, D. C., to maintain
close liaison with and to work with the Department of Defense, ASPR
Subcommittee and BuBud on problems arising in the application of
Circular A-21, gathering information from member schools, consolidating
views of the association, and distributing information to the association
~e:riJ.bers. This committee may be helpful in improving our relations with
the group of educational institutions and individual members of the
association. The ASPR Subcommittee has informally suggested to the
federal committee that in submission of their problems to the ASPR
Subcommittee, the problems be based on an actual case, or cases, and not
on generalities, and, to the extent practicable, the problem be presented
via the military auditor cognizant of the educational institution where
the case arose.
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U AAA 316-10

Cost Item

Pension Plans

Plant Protection Costs

Plant Reconversion Costs

Precontract Costs

Professional Service Costs - Legal., Accounting,
Engineering and Other

Profits and Losses on Disposition of Plant,
8quipment, ar Other Capj_tal Assets

Recruiting Costs

Ren~al Costs (Including Sales and Leaseback of
Facilities)

Research and Development Costs

i1oyaJ:ties and Other Costs for Use of Patents

:.i:l1ing Costs

Service and Ha.cranty Costs

.Sc::ve1'ance Pay

3pecial Tooling Costs

r"axes

Ne,-,
Section XV
Paracraph

1.5-20.5.27

1.5-20.5.28

1.5-20.5.29

1.5-20.5.30

1.5-20.5.31

1.5-20.5.32

1.5-205.33

1.5-20.5.34

1.5-205.3.5

1.5-20.5.36

1.5-20.5.37

15-20.5.38

15-205.39

l.5-~o.5.hO

1.5-205.41

Old
5 ctio ~v

:rn1'a'ra h

15-601

1.5-2 4(q)
1.5-5 2(n)

1.5-.502 (a)

lS-2CJU i.)
1.5-2v.5(1)

1.5-205(m)

1.5-204(1')

1.5-20 (s)
1.5- Cl.5(j)
1.5-.5 2(m)

15-204(0)
1.5-5·02 (i)

lS-205(d)(q)

1.5-2 .~ (ll)
15-.502(5)

15-2"4(v)
1.5-2"A i)
1.5-205(1')
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?T[ AND OLD

Cost Item

Termillation Costs

Trade, Business, Technical and Professional
Activity Costs

Training and ducational Costs

Transportation Costs

Travel Costs

New
Section XV
Paragr2ph

15-205·42

15-205.43

15-205.44

15-205.Lf5

15-205.46

Old.
Sect· on rJ'
Paragraph

ASIJ1( S c. VIII
15-502(1')

1~-204(1)

15-204(r)

15-204(f)

15-204(",)
15-502(j)
15-502(t)
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USAAA 316-10

Cost Item

Advertising Costs

Bad Debts

Bidding Costs

Bonding Costs

Civil Defense Costs

Compensation for Personal Services

Contingenc ie s

Contributions and Donat· ons

Deprc.lc iation

~I pJf ¥ ~e l:ora P, HealtIl, and ltlelfarc
Cc c ~nd Credits

.
Entertainment Costs

Excess Facility Costs

Fines and Penalties

Food Service and Dormitory Costs and Credits

New
Section XV
Paraaraph

15-205.1

15-205.2

15-2 5.3

15-205.4

15-205·5

lS-2 5.6

15-205.7

15-205.8

1S-205.9

15-205.10

lS-205.11

15-20S.12

15-2"S.13

lS-20S.14

Old
SectLon XV
P ra!,/ranh

lS-20~(a)(r)

15-20S(a)

15-205(c)

15-204(b)

lS-202.2
15-204(p)(t) (x)
15-204(e)( c)
15-601; 15-603
15-502(u)

15-20S(e)

15-20S(f)

15-204(ct)
15-20S(b) (0)
15-502(k)
15-602

lS-2cS(G)

1S-204(g)

1S-2 5(h)

15-205(0)

lS-SI..2(a)
lS-5~2(q)
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m AND OLD

Cost Item

Fringe Benefits

Insurance and Indemnification

Interest and Other Financial Costs

Labor Relations Costs

Los es on Other Contracts

Maintenance and Repair Costs

Manufacturing and Production Engineering Costs

Haterial Costs

1 aterial Handling

Miscellaneous Office and Administrative Services
and upp1ies, Inelu ing Communication Expenses

Organizati n Costs

Other Business I penscs

Overtime, ...... tra-Pay Shift and 1, 11lti-Shift Prel:1iums

Patent Costs

New
Section rv
Paragraph

15-205.15

15-205.16

15-205.17

15-20).16

15-205.19

15-205.20

)5-205.21

15-205·22

15,205.23

15-205.24

1)-205.25 .

Old
Section XV
Para ra h

15-20Lt(b)
15-205(p)
15-502 (d.)
15-5C2(f)

15-205(k)(r)

15-205(n)

15-20w (q)
15-205(0)

15-204(j)

15-202.1
15-2J4(k) (ll)
1)-5' 2(e)

15-204(f)

15-2 _ (m)

lS-20S(1)

15-2J4(e)

15-2()\ (0)
15-502(11)

lS-~,l~(o)

15-502 (i)
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MAJOR AREAS OF DIFFERENCE B TWEEN TH "NEW" AND
"OLD" COST RINCIPLES AND PROCEDURES A PLICABLE TO

CONTRACTS WITH COMMERCIAL ORGANIZATIONS
Expiration Date: 30 June 1961

1. PURPOSE

This bulletin highlights for the attention of auditors certain of the major areas of
difference between the contract cost principles set forth in ASPR S ction XV Part 1,
2 and 6, ASPR Revision No. 50 dated 2 November 1959 and those principles in the
previous edition of ASPR Sectton XV dealing with corresponding matters. These major
differences relate, for the most part, to the applicability of the principles, and to the
tr atment of certain items of cost under supply and research contracts with commercial
organizations. For the purpose of identification, the revised cost principles contained
in ASPR Section XV, Parts 1, 2 and 6, Revision No. 50, will be referred to as the "new
principles". The edition of ASPR Section XV dated prior 0 2 November 1959 will be
referred to as the "old principles". With mmor exception the new principles become
fully effective for all applicable -type contracts issued aiter 1 July 1960. The information
contained in this bulletin is not intend d as a substitute for a thorough reading and
understanding of the new principles by each auditor.

2. APPLICABILITY OF THE NEW PRINCIPLES

a. General

The new principles represent the in oduction of a compreh nsive set of
contract cost prm tples and procedures which are applicable for use under hoth
fixed-price type contracts and cost-reimbursement type contracts for supply and research
with commercial organizations. In accordance with the implementation referred to
in paragraph 3 below, the new principles will ultimately upersede both the old
principles prescribed for use in determining reimburseable costs under cost-reim
hursement type contracts and the separate set of cost rtnetples previously appl icahle
to termination settlements (ASPR Section Vill).

b. Cost-Reimbursement Type Contracts

The applicability and use of a definitive set of cost principles for cost
reimbursement type contracts does not r present any change from lat previously
in effect. The new principles are prescribed to b incorporated by reference in all
cost-reimbursement type contracts for supplies and r~sc3."chwith commercial
organizations. They serve as the basis for (1) tile determination of reimburseable
costs under such contracts and cost-reimb sement type subcontracts thereunder;



(2) the negotiati 11 of fiMl ov~rh ill! r:Jlct> undet ASPI"t 3-700; (3) the determination
of costs of terminCJted osl-reimbursement type contracl where the contractor elects
to voucher out Lts costs or where sctLlem nt Ls made by determinatLon; and (4) the
determLnatlon of reLmburseable costs under the cost-reLmbursement portLon of tLme
and material contracts.

c. Negotiated FLxed-PrLce Type Contracts

No deflnLtlve set of cost p lncLples was previously avaLlable for the evaluatLon
of cost data Ln connectLon wLth the pricLng of negotlated fixed-prLce type contracts. The ..
applLcabLllty and use f a defLnLtLve set of cost prLncLples for negotiated fLxed price type
contracts as prescribed Ln Part 6 of the new prLncLples therefore represents a sLgnLfLcant
change. The new principles are not expected to be lncorporated In flxed-prlce contracts.
Pursuant to ASPR XV Part 6 however. the prlncLples are prescrLbed for use as a guLde
by contractlng offlcers In the evaluatlon of cost data In connectLon wLth the negotlatLon of
fixed-prlce type contracts when costs are to be considered for the purpose of establlshLng
a falr and reasonable price. Under such cLrcumstances, the evaluatlon of cost data. Ls
to be made In conjunction with other pertinent conslderations as set forth In ASPR III
Part 8.

d. Negotlared Settlements of TermLnated Contracts

The new principles are prescribed for use as a guLde (see paragraph c above)
In the settlement of advertised and negotiated contracts termlnated for the convenience
9£ the Government where settlement is made by negotiatlon.

3. IMPLEMENTATION OF THE NEW PRINCIPLES

DOD Memorandum dated 10 February 1960 from the Assistant Secretary f
Defense (Supply and Logistics) to the corresponding Assistant SecretarLes of the
MLlitary Departments provides guidelines for the implem ntation of the new principles
In the areas of (a) exlsting and new cost-reLmbursement type contracts and flxed-price
type contracts; (b) terminated contracts; (c) cost-reimbursement type subcontracts;
and (d) audit servIces. Supplementary implementing instructLons have been Issut:d by
the three mULtary departments. (See USAAA 131111etin 316-6 dated 17 February J 960).

4. EXPANDED COVERAGE OF THE NEW PRINCIPLES

a. The old princLples did not contain any definitions of reasonableness or
allocablliry. By contrast, the new principles contaln overall dcflnLtlons of re:lson
ableness and allocabl1lty as well as guidcllnes for selecting base perLods [or aIlo atLng
indirect costs. More extensive treatment is also gl.vcn to the general subject llf direct
cost and indirect costs. The importance of advance llmkrstalldillgs bctwel:11 the
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c ntractor and cOlllracti 11) officer on particular cost items pdor to award continues to
be stressed as a menus of avoLding possible sub~C(IU 'nt dl.;,lllowUIl cs and dl.sputL:S
r gardlng those cost items whose reasonableness or aLlocahllity may be dir Ie Ilt to
determine.

b. Individual items of cost were Hsted in the old prLnclplcs only as allow ble
or unallowable. Expanded covcrage Ls accorded In the new prlncLples to deI nltions
of individual items of cost and to explanations of the criteria and special tests for
determLnLng their allowablllty.

5. DIFFERENCE IN TREATMENT OF INDIVIDUAL COST ITEMS

Some of the major differences between the new and the old prLncLples In the
treatment of Individual cost items are set forth below:

a. Advertising Costs

With the exceptLon flf the Ltems enumerated below the basic treatment to be
accorded to advertising costs Is essentially the same under the new and old principles.
In providing for the allowabLlLty of advertlsLng Ln trade and technLcal Journals the old
princlples requLred that such advertising be placed for the purposes of offerLng financial
support to such journals. The old prLnclples also did not specLflcally provide that
advertisements whLch offered specLflc services for sale were unallowable. In contrast
thereto, the new principles (a) do not require that advertLsements In trade and technical
journals be placed for the purposes of offerlng flnancLal support; and (b) provide that
advertisements which offer specific servLces for sale are unallowable. The new
principles also (a) denne the term "advertising medLa"; (b) describe the condltLons
under which costs of exhlbits are allowable; and (c) specify that advertising Is allowable
when placed for the exclusive purpose of obtai-ning scarce materials, plant or equipment,
or disposing of scrap or surplus materials 1n connect10n with the contract.

b. Compensation

ThLs Ltem receives detalled coverage 1n the new principles. not only as
concern~ the varlous forms of compensatLon which may be encountered but als as
concerns specLflc criteria and tests of allowablHty to be applied to the general subject
of compensation and to the Lndlvidual forms thereof. Of partlcular slgnUlcance Is the
treatment 1n the new principles accorded to (1) compensation of owners of closely held
corporations. partners. sole proprLetors, etc., (2) Lncentlve compensation for manage
ment employees. and (3) the unallowablllty of the cost of stock options. These Ltcms
were elther not covered In the old prLnciplcs or were referred to In Part 5 thereof as a
subject affectlng costs whlch may require special consideration.

Under the new prlnciples, compensatLon for personal servlces may be paid
In any form whatever. Except as otherwl se speclflcally provided In ASPR 15- 205,6,
such costs (compensation) are allowable to the cxtcnt that the total compensatlon of an
Lndlvldual employee Ls reasonable for the servlces rendered and is not In excess of
those costs whLch are allowable by the Internal Revenue Code and regulatlons thereunder.
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Thus, compcntJatlon paid In the form of pront-suaring planA is allowable if
It meets the above general criteria and any other criteria spcclfLcally applicable per
ASPR 15- 205.6.

c. Depreciation

The computatLon of the allowable cost of "normal depreciation" and "true
d preclatton" under the new principles represents essentially the same conslderatlons
which were appllcable under the old principles and the Interpretation thereof in ASPR
15-602. Usc or rental charge for fully depreclated facllLtles was set forth in the old
principles as an Ltem requiring apeclal consideration. The more deflnltlve coverage
for rental or use charges unde the new prlnclples provides that a reasonable use
charge for fully deprecLated facUlties may be agreed upon or allowed provided a sub
stantial portLon of the deprecLation previously recovered was not recovered on a basis
that represented, In effect, a charge against Government contracts and subcontracts.

d. Interest and Other Financial Costs

Contrary to the general rule set forth In the old and new principles regarding
the unallowablllty of Interest expense, Lnterest expense was prevLously allowable under
contract termlnatlon settlements made pursuant to ASPR Section VIlI. Interest expense
is unallowable under contract termination settlements made under the new principles.
The new prLnclples also definitively specify as unallowable certain financlal costs in
connection with flnanclng operations which 'Nere preViously stated to be unallowable in
~road general terms. Interest which Ls assessed by state or local taxing authorities as
a result of the non-payment or lack of timely payment of taxes under the special situations
set forth In ASPR 15-205. 41(b) and (c) is allowable under the new principles.

e. Losses on Other Contracts

This item is unallowable under the old principles and contLnues to be
unallowable under the new prlnclples. The new principles specifically designate a
contractor's contributed portion under a cost-sharLng contract as an unallowable item
within the deflnitLon of "losses on other contracts".

f. Material Costs

[n the old prLnclpLcs, lnt r and intracompany transactlons were listed in
Part 5 as an example of subjects affecting cost which may requl rc spt , 1:11 consideration.
The new principles provide that chargee for materials, services, and ollppUCS sold
or transferred between plants,dLvislolls or organLza.tions under a common contrlll 3.re
allowable to the extent of the lower of cost to the ransferor or current marl-l't price.
However, a departure from this basis Is permitted under the conditlons s't forth in
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subparagraph 15- 205. 22(e) for Items regularly manufactured - II' Bold by the conlractor
through commerclal channels. The new principles spcclfic:llly pre vide U'wt whcre the
contractor can demonstrate that the fallure to tn. e cash discounts was duc to rea onable
circumstances; such discounts need not be credited to allowable costs.

g. Precontract Costs

Precontract costs, are npeclflcally made allowable under the new prLnclples
to the extent such costs would have been allowable If Lncurred after the date of the contr ct.
By a cross refer nce to paragraph 15-107; however, it is stated that an advance agreement
wLth respect to these costs would be partLcularly desirable. Coverage in the old prlnclples
was llmited to a reference to this Item In Part 5 thereof as a subject affecting costs whi 'h
may reqUire special consideration.

h. Professional ServLce Costs - Legal, Accounting, Engineering and Othcr

This paragraph Includes certain criteria to be considered In determining the
allowability of these costs In any particular case. Retainer fees are specifically dcsig
nated a allowable but such fees must be reasonably supported by evidence of bona fld
services which are either rendered or available. Paragraph 15-204(1) of the old prlncl
pIes was so worded as to create a doubt whether allowable costs for prof sslonal servic s
could Include those services which were available In addition to those actually rendered.

l. R~ntal Costs

No speclflc coverage of this item was contained In the old principles. Coverage
In the new principles is now broken down Into four major catcgorles: (i) rental costs in
general; (iL) charges In the nature of rent between plants; divLsions, or organlzatLons
under common control; (LLl) rental costs specifLed Ln sale and leaseback agrcements; and
(Lv) rental costs under unexpired leases in connection with termination as covered In
ASPR 15-205. 42(e). Gu1dellnes with respect to the extent of allowabllity of rental costs
ar set forth for each category.

j. Research and Development Costs

The treatment of the cost of research and development actlv1tlcs repr ents
()I .... of the prLnclpal changes 1n the new principles. The old prlncLples provld d for the
a.! 1clwance of the cost of research and development spccLflcally appllcablc to th suppllcs
:.y ;crvices covered by the contract. Gcneral research was II ted as an unallowable

(::i t unless speclflcally provided for elsewhere Ln the contract.
Under the new pr1nclple , the terms rcsearch, (which comprLses basLc and

applied rese. rell). anr! development are separatcly defined for the purpose of cost
allowabllity. As part of the definition rescarch and development n~tivltles are further
categorlzed as either (1) Independent or (2) as sponsored hya contr ct, grant, or other
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arrangement. The 'osts incurred for independent research and independent development
arc allowable as indirect costs in accordance with the separate conditLons and allocation
bases set forth in su paragraphs (d) and (e) respectively of ASPR 15-205.35.

Th remaLning subparagraphs of ASPR 15-205.35 discuss (1) the treatment of
indirect and administrative costs applLcable to Independent research and development;
(2) the unallowabillty of research and development costs Incurred in prior periods except
where allowable as precontract costs; (3) the criteria for determining the overall
reasonableness of the contractor's research and development program; and (4) the
approaches which may be followed where it is desirable that the Government bc;:tr less
than an allocable share of the total cost of the contractor's independent research and
development program.

k. SellLng Costs

Although the old prlnciples appeared to indicate under ASPR 15-203(b) that
reasonable and properly allocated sellLng and distribution expenses are an allowable
cost, the specific listing of "selling and distributLon activities not related to the contract
products" and "commissions and bonuses in connection with obtaining or negotiating for
a Government ontract" as unallowable costs under ASPR 15-205 tended to result in
some difficulty in determining the allowabLlity of this item of cost. The new principles
define selling costs and state that selling costs are allowable to the extent they are
reasonable and allocable to Government business in light of the reasonable benefit to
the Government from the technical, consulting, demonstration, and other services relatcf
to application or adaptation of the contractor's products to Government use. Not with
standing the latter statement, salesmen's or agents' compensatlon , fees, commissions,
etc •• are allowable only when paid to bona fide employees or bona flde establlshed
commercial or sellLng agenCies.

1. Severance Pay

The new principles make a distLnction between normal turnover severance
payments to employees who leave or are dismissed on an individual basis and abnormal
or mass severance payments made by reason of the cessation of operations or pl;:tnt
closures. Normal turnover severance pay is allowable on an actual payment msis
or reasonable accru I basi where it Is required by law, agreement, establlshed pollcy
of the contractor that constltutes in effe~t an implied agreement, or by the circumstances
of the particular employment. Such pay must be allocated to all work performed in the
contractor's plant. Acc als for mass severance pay are unallowable because of the
conjectural na re of this item. The new principle provide that the allowabLllty of mass
severance payments will be considered I however, on a case by case basls In the event
of occurrence. The old principles brielJy mentioned severance pay as an allowable cost.
Recommended disallowances of accruals for mass severance pay under the old principles
were based on the lnabillty to determine the reasonableness of the amOllllts accrued.

6





r,



r



•

TOPICAL INDEX

T 0

PRINCIPLES

GOVERNING THE DETERMINATION OF ALLOWABLE COSTS

UNDER

DEFENSE DEPARTMENT

RESEARCH AGREEMENTS

WITH EDUCATIONAL INSTITUTIONS

ISSUED BY THE OFFICE OF NAVAL MATERIAL

AUGUST 1960

Compiled by
Lewis Lever, C.P.A.

Pittsburgh, Pennsylvania

/

d





FOREWORD

This index has been compiled to facilitate reference to the principles for the determination of cost

currently incorporated in Department of Defense research agreements with educational institutions. These

principles are indexed as of the text current on the bases indicated:

Section XV, Part 3 - Revised Armed Services Procurement Regulation,
Change No. 50, dated 2 November 1959

Department of the Army, Department. of
the Navy and Department of the Air
Force Joint Letter No. 41

Section XV, Part 3 (and applicable
portions of Parts 5 and 6) 
Original

Blue Book

Dated 26 August 1959

Appendix H, Department of Defense Contract
Audit Manual, Change 2, dated 7 May 1956

Explanation of Principles for Determination
of costs under Government Research and
Development Contracts with Educational
Institutions War Department - Navy
Department August 1947

When this topical index was originally contemplated, there was some doubt concerning the value of

indexing the latter two documents. However, it now appears that many research agreements may continue

to completion utilizing these documents as the basis for the determination of allowable costs. Accordingly,

it is not unlikely that institutions may be performing research agreements under the original and revised

principles simultaneously. It is hoped that the index as prepared will prove useful to both Government and

institution personnel confronted with this situation.

The indexing process disclosed certain variations in terminology among the several documents. The

following are some of the more important differences:

Blue Book

Non-educational activities

Admissible costs

Materials and supplies

Indirect expense

Operation and maintenance
of physical plant

Use charge-

Inadmissible costs

Contracts

General administration
General expense

Section XV, Part 3 - Revised
and Joint Letter No. 41

Allowable costs

Material costs

Indirect costs

Other institutional activities

Use allowance

Operation and
maintenance expenses

Research agreements

Unallowable costs

General administration
and general expenses

Section XV, Part 3 - Original

Allowable costs

General administration
General expense

Indirect costs

Materials
Materials and supplies

Operation and maintenance
of physical plant

Noneducational activities

Contracts

Unallowable costs

Use charge in lieu
of depreciation

For purposes of uniformity, the main captions utilized coincide with the terminology in the revised

principles. For example, all references in the original principles to the subject "Contracts"are indexed

under "Research agreements." Similarly, references to "Indirect expense" in the Blue Book will be found

in the index under "Indirect costs." In order to avoid any confusion, the index has been completely cross

referenced to show the captions superseded.





A

ABSENT TIME
~ ~olidays; Military leave; Sick leave; Vacations

ACADEMIC STAFF
factor in apportionment and

allocation of indirect costs

ACCIDENT INSURANCE
allowability of cost
see also Staff benefits-----

ACCOUNTING FEES
see Professional service costs

ACCOUNTING SYSTEMS
application of generally accepted and

established accounting practices
of colleges and universities

Revised
Section X:V,

Part 3

15-306.l( c)

Joint Letter
No. 41

15-301(a)

Original
Section X:V,

Part 3 Blue Book

15-304(g)

ADMINISTRATION BUILDING
operation and maintenance of physical plant

as general administration and general expenses
as part of instruction and research facilities

use allowance
classified as general administration

and general expenses

ADMINISTRATION EXPENSES, RESEARCH
• ~ Research administration expenses

ADMISSIBLE COSTS
see Allowable costs

ADVERTISING
allowability of cost, extent of

. ~ also Help wanted advertising

AGRICULTURAL COLLEXiE CREAMERY
as extension service

ALlOCABILITY
as test for cost allowance

ALlOCATION OF INDIRECT COSTS
actual conditions, consideration of
common pool arrangement
defined
elimination from indirect costs of items similar

to those charged direct to research agreement
"exclusive of capital expenditures

and use allowances," interpreted
factors to be considered
inadequacy of normal bases justifying negotiated

fixed amounts in lieu of indirect costs
"instruction activities," defined
materiality of amounts
• abbreviated procedures
multiple rates
procedures

inadvisability of classifying certain other
institutional activities as instruction
and research

process of, defined
research separately administered
segregation of base into segments
sequence of distributions
significant changes in conditions
single base versus multiple bases
single rate basis

where inapplicable
to research agreements
usage of term

15-307.3(a)

15-301(a)

15-306.l(c)
15-306.3(c)
15-302.3

15-305(b)

15-306.l(c)

15-301(d)

15-306.l(c)
15-306.4(b)
15-306.3(d)
15-306.3

l5-306.3(e)

15-306.l(c)

15-306.3(c)
15-306.3(d)
l5-306.l(b)

1

15-306 .2( 1)

15-306.3(a)

15-302.6
15-302.2

15-306.3(b)
l5-306.l<b)

15-306.2(i)

15-302.3

15-303.3

15-303.2

36(a)
36(a)

33

35 Note 4



ALLOCATION OF INDiRECT COSTS (Cont'd.)
see also Area; Djrect salaries and wages;
--- Expenditures, total; Expenditures, total

direct; Population; Space utilization

ALlOWABLE COSTS
examples of
tests for determining
~ also Costs; specific items such ~ Communication

costs; Maintenance costs; Pension plan costs

Revised
Section X:V,

Part 3

15-307.;'
15-301(a)

Joint Letter
No. 41

Original
Section X:V,

Part 3 Blue Book

15-30.4
15-301

ALLOWANCES BY SUPPLIERS
as credits to indirect costs
as deductions from material costs

ALTERATION COSTS
leased property, as termination costs
~ also Rearrangement and alteration costs

ALUMNI ACTIVITIES
as general administration and general expenses
unallowability of cost

AMUSEMENT COSTS
as entertainment costs

ANNUITY PRE.>I,IUMS
~ Pension plan costs

APPLICABLE COSTS

APPLICABLE CREDITS
defined
see also Allowances by suppliers; ~ash discountti;
--- Credits and refunds; Pension plan costs;

Rebates, Scrap credits; Trade discounts

APPLIED RESEARCH
see Research, applied

APPORTIONMENT OF INDIRECT COSTS
actual conditions, consideration of
between instruction and research,

and other institutional activities

defined
factors to be considered
group insurance, annuity premiums and pensions

method, when not included in general
administration and general expenses

inadequacy of normal bases justifying negotiated
fixed amount in lieu of indirect costs

materiality of amounts
abbreviated procedures

other institutional activities,
yardSticks for classification

procedures
inadvisability of classifying certain other

institutional activities as instruction
and research

process of, defined
sequence of distributions

significant changes in conditions
single base versus multiple bases
usage of term
~ also Area; Expenditures, total

AREA
apportionment of operation and

maintenance expenses, basis for
see also Space utilization

ATHLETICS, INTERCOLLEGIATE
see Intercollegiate athletics

15-307.3(s)

15-307 .3(mm) (5)

15-307.3(hh)

15-307.3(j)

15-305

15-306.1(c)

15-306.1(a)

15-302.2
15-306.1(c)

15-301(d)
15-306.1(c)
15-306.4(b)

15-306.2

15-306.1(c)

15-306.2(11)

2

15-305

15-302.6

15-302.6

15-302.6
15-302.2
15-306.1(a)
15-306.2

15-306 .2( 1)
'15-302.2

15-302.1
15-302.1

15-303.1

15-303.1

15-303.1(b)

12

24

35
36

26

36

36(a)



AUDIT
coordination
requirement for
reliance upon rates developed

by Army or Navy auditors
research agreements subject to

audit by Gener&l Accounting Office

AUDITING EXPENSE
• as general administration and general expenses

AUXILIARY ENTERPRISES AND ACTIVITIES
as other institutional activities

• examples of
unallowability of cost
~ also Other institutional activities

B

Revised
Section XV,

Part 3

15-302.6

Original
Joint Letter Section XV,

No. 41 Part 3 Blue Book

39
39

40

39

24

35
35 Note 1

15-305(j) 38(b)

BAD DEBT LOSSES
• unallowability

BIDDING EXPENSES
• allowabili ty
• ~ also Proposal costs

BOND DISCOUNT AND EXPENSE
• unallowability

BONDS
• allowability of cost
• ~ also Insurance and indemnification

BONUSES
• in connection with obtaining Government

contracts, unallowability of cost

BOOK STORES
• as auxiliary enterprises and activities
• as other institutional activities

BOOKS
cost allowance
• subject to terms of research agreement
unallowability of cost

BOOKS. LIBRARY
• ~ Library book~

BORROWED CAPITAL
• interest cost, unallowability

BUILDINGS
profits and losses on disposition,

excluded from research agreement costs
repairs and normal alterations
• as operation and maintenance expenses
unallowability of cost
use allowance
• ~ Use allowance, buildings

BUSINESS OFFICER
• as general administration and general expenses

c

CAFETERIA. HOME ECONOMIC
• as extension service

CAPITAL ASSETS
see Buildings; capital expendituresl
--- Equipment; Library books .

CAPITAL EXPENDITURES
• civil defense costs, unallowability

15-307.3(aa)

15-302.6

15-307.3(k)
15-307.3(c)

15-307.3(n).

15-307.3(z)

15-304(11i)
15-307.3(c)

3

15-305(a)

15-305(f)

15-304(a)

15-305(d)

15-305(f)

38(m)

35 Note 1

38(f)

38(g)

28

24

35 Note 4



35
35

Revised Original
Section XV, Joint Letter Section XV,

__...::P...::ar;;:;...:;.t~3,,-- --'-N-"o""-._4...::1=- P:..:a:::r:..:t::....:3~_ Blue Book
CAPITAL EXPENDITURES (Cont'd.)

excluded from base for
apportionment of indirect costs

excluded from indirect costs
excluded from total expenditures base for allocation

of general administration and general expenses
special assessments on land, unallowability of cost
unallowability of cost
use allowance
• see Use allowance

CAPITAL IMPROVEMENTS
• ~ Capital expenditures

CARE AND MAINTENANCE OF GROUNDS
• see Grounds

CARTAGE
• allowability of cost

CASH DISCOUNTS
as credits to indirect costs

• as deductions from material costs

CATALOGS
• unallowability of cost

CHAPELS
• as other institutional activities

CIVIL DEFENSE COSTS
• allowability

CLAIMS AGAINST THE GOVERNMENT
• unallowability of professional service costs

COLLECTION COSTS
• see Bad debt losses

COMMENCEMENTS AND CONVOCATIONS
as general administration and general expenses

• inapplicability of cost to research agreements

COMMISSIONS
• in connection obtaining Government

contracts, unallowability of cost

COMMON ITEMS OF MATERIAL
· as termination costs

COMMUNICATION COSTS
allowability
toll charges

allowability
• as direct costs

COMPENSATION FOR PERSONAL SERVICES
allowabili ty
see also Direct salaries and wages;
- Salaries and wages

COMPLEMENT, ORIGINAL
• ~ Original complement - eqUipment

15-307. 3(jj )(11)
15-307.3(c)

15-307.3(kk)

15-307.3(s)

15-307.3(hh)

15-302.6

15-307.3(mm)(2)

15-307.3(e)

15-307.3(f)

13-306.2(i)

15-302.1
15-302.1

15-305(b)

15-304(e)

38(f.

12

24

16
4

COMPOSITE BASE
• allocation of indirect departmental expenses

CONFERENCES
• ~ Meetings and conierences

CONSTRUCTION WORK
multiple rates for allocating indirect

costs, as justification for 15-306.3(d) (11i)

4



Revised Original
Section '/:II, Joint Letter Section '/:II,

Part 3 No. 41 Part 3 Blue Book
CONSULTING SERVICES

see Professional service costs

CONTINGENCY PROVISIONS
• unallowability 15-307.3(g) 15-305(c)

CONTINGENT FEES
in connection vith obtaining

Government contracts, unallowability 15-305(b)

CONTINUING COSTS
• as termination costs 15-307. 3(mm) (3)

CONTRACT ADMINISTRATION
• as research administration expenses 15-304(ii)

CONTRACTS
see Research agreements

• CONTRIBUTIONS TC CO-OPERATIVE EDUCATIONAL UNDERTAKINGS

• as general administration and general expenses 24

COST ELEMENTS
uniformity of treatment in apportionment 15-305(b)

and allocation of indirect costs 15-306.1(c)

COST PRINCIPLES
• applicability 15-301(c) 15-301(c)

COST-REIMBURSEMENT TYPE CONTRACTS
as research agreements 15-302.1
subcontracts
• see Subcontracts
see also Research agreements

COST-SHARING
Cost Principles, in relationship to 15-301(b) 15-300
matter reqUiring special consideration 15-502(0)
methods 15-301.1 7
subject to negotiation 15-301(b)
unallowability of unclaimed amounts 15-307.3(q)

COSTS
admissible and inadmissible
• failure of Cost Principles to identify

specific item of cost, effect of
allowable

discrepancy between applicable
standards and research agreement

enumerated
allowable and unallowable
• failure of Cost Principles to identify

specific item of cost, effect of
general basis for determination
general standards for allowability
requiring special consideration
unallowable, enumerated
~ also specific items ~ cost~~

Communications; Patent costs; Taxes

CREDITS AND GAINS
• as reductions of pension plan costs

6

15-307.1(b)
15-304

15-307.3

15-307.1(a) 15-301
15-301

15-307.1(a)
15-502
15-305 38

15-307.3(v)

CREDITS AND REFUNDS
as credits to indirect costs
as deductions from material costs
attributable to taxes

CROSS DISTRIBUTION
in<4rect costs
• see Indirect costs, cross distribution

15-307.3(s)
15-307.3(jj)

5

15-302.1
15-302.1



D

Revised
Section XV,

Part 3
Joint Letter

No. 41

Original
Section XV,

Part 3 Blue Book

DEANS OF COLLEGES, SCHOOLS, DEPARTMENTS OR DIVISIONS
salaries and related expenses

allocation
simplified approach

as direct charges
as indirect departmental expenses

distributed On basis of reasonable estimates
unallowability

DEANS OF FACULTY AND GRADUATE SCHOOLS
• allowability of costs

DEANS OF MEN AND WOMEN
• as general administration and general expenses

DEANS OF STUDENTS
• inapplicability of costs to research agreements

DEATH BENEFITS
paid by institution
• as general administration and general expenses

DEFINITIONS

DENTAL CLINIC
as extension service

DEPARTMENTAL ADMINISTRATION
as indirect departmental expendes

DEPARTMENTAL EXPENSES, INDIRECT
~ Indirect departmental expenses

DEPRECIATION
see Use allowance

DESIGNS, PURCHASED
~ Purchased designs

DETERMINATION OF INDIRECT COSTS
see Indirect costs, determination of

DINING HALLS
as auxiliary enterprises and activities
as other institutional activities
losses and gains from operations,

as staff benefits

DIPLOMA EXPENSE
as general administration and general expenses

DIRECT COSTS
allowable
constituting part of research agreement costs
defined
other
• see Other direct costs
project level "indirect" costs

DIRECT DEPARTMENT CHARGES
basis for allocation of library expenses
basis for apportionment of library expenses

DIRECT MATERIAL COSTS
defined
see also Material coats---

15-306.3(b)(vi)
15-306.4(b)(i)

15-304(vi)

15-307.3(h)

15-307.2(iv)

15-302

15-304(vi)

15-302.6

15-303

15-303

15-303(ii)

6

15-304(vi)

15-302

15-302.6

15-302.6

15-303

15-303

15-305(1)

15-302
15-301

15-303.l(c)

38(a)

24
38(a)

24

24'

35 Note 4

35 Note 1

24

8-22

4

27(b)

•



Revised Original
Section XV, Joint Letter Section XV,

___---'P:..;ar=-.:t:......:::3 :..::No::..~4:.:1:....._ --,P:..;ar:::..:;t~3~_ Blue Book

•

DIRECT SALARIES AND WAGES
allowabllity
as direct costs
basiB for allocation

of indirect costs
common pool method
general administration

and general expenses
inadvisability of classifying

certain other institutional
activities as instruction
and research

indirect departmental expenses
multiple indirect expense rates
simplified techniques
• not a suitable substitute

for area or space basiB
operation and maintenance expenses
• simplified techniques

basis for apportionment of group
insurance, annuity premiums
and pensions when not included
among general administration
and general expenaes

basis for reimbursement of
indirect costs

chargeable at actual rates
• in cash or kind
defined
employee benefit expenses and

pension plan costs as
estimates of time in absence

of actual time records
• absent time
• procedures
not to exceed amounts based

upon regular rates
overtime compensation
• requires approval of

contracting officer
summer work, compensation formula
tranaient employment,

salary differential'
~ also Salaries and Wages

DISCLOSURES
• ~ Invention disclosures

DISCOUNTS
• ~ Cash discounts; Trade discounts

DISPOSAL COSTS
• as termination costs

E

EDITING, RESEARCH DATA
• see Publishing and.editing

- of research data

EDITOR
cost of, as general administration

and general expenaes

EMPLOYEE BENEFIT EXPENSES
allowability
as general administration

and general expenses
as part of direct

salaries and wages
group life insurance, allowability
~ also Staff benefits

15-303(1)

15-306.3(c)

15-306.3(b)(i)

15-306. 3(b)( vi)
15-306.3(d)

15-306.3(b)(ii1)(C)(I)

15-303(1)

15-303(1)

15-303(1)

15-307.3{r)

15-307.3(mm)(6)(ii)

15-304(1)

15-303(i)
15-307.3(m) (3) (iv)

7

15-302.6

15-306.3(b)(i11)(C)(III)

15-306.3(b)(iii)(C)(I)

15-303(i)
15-302.6

15-303(i)

15-303(1)
15-303(i)

15-303(1)

15-304(g)

8
4

26

23(a)

8

9

8
10

9

24



EMPLOYEE MORALE, HEALTH AND
\/ELFARE COSTS AND CREDITS

• allowabil1ty

EMPLOYEES I COUNSELING SERVICES
• allowability of cost

EMPLOYEES' PUBLICATIONS
• allowability of cost

EMPLOYMENT AGENCIES
• allowability of cost

EMPLOYMENT OFFICE
allowability of costs
students'
• as general administration and general expenses

ENDOWMENT FUNDS
• interest paid for te~porary use of, unallowability

ENGINEERING FEES
• see Professional service costs

ENTERTAINMENT COSTS
• unallowability

Revised
Section XV,

Part 3

15-307.3(i)

15-3C7.3(ee)

15-307.3(n)

15-307. 3(j)

Joint Letter
No. 41

Original
Section XV,

Part 3 Blue Book

24

38(g)

E;tUIPMENT
as other direct costs
Government-owned
• protection and maintenance,

allowability of cost
loss of useful value, as termination costs
matter requiring special consideration
original complement, defined
profits and losses on disposition,

excluded from research agreement costs
repairs
• as operation and maintenance expenses
special
• allowance of cost as direct charge
subject to approval by sponsoring agency
unallowability of cost
use allowance
• ~ Use allowance, equipment

EXEKPTION CERTIFICATES
• see Taxes

EXPENDITURE
• defined

EXPENDITURES, TOTAL
basis for allocation of indirect costs
• general administration and general expenses
• simplified approach
basiB for apportionment of indirect costs

general administration and general expenses
• base excludes capital

expenditures and use allowances
other indirect costs

defined
inadvisability of classifying certain other

institutional activities as instruction
and research

• true expenditures vprsUB transfer of funds

EXPENDITURES, TOTAL DIRECT
basis for allocation of indirect costs

common pool method
indirect departmental expenses
multiple indirect expense rates

EXPERIMENTAL FARM
• as extension service

15-303(i11)

15-307.3(mm)(4)

15-302.5

15-307.3(z)

15-304(i11)

15-307(k)
15-307(c)

15-306.3(b) (i)
15-306.4(b)

15-306.2(1)

15-306.3(c)
15-306.3(b) (vi)
15-306.3(d)

8

15-302.6

15"':3C6.2(i)

15-302.6

15-302.6
15-302;6

15-3C4(h)

15,.502(s)

15-305(d)

15-3C3.l(a)

15-303. 1 (d)

28

18
38(f)

36(c)

36(d)

35 Note 4



EXPRESS COST
• allowability

Revised
Section '1:'1,

Part 3
Joint Letter

No. 41

Original
Section '1:'1,

Part 3 Blue Book

EXTENSION SERVICES
apportionment of indirect costs to
examples of
unallowability of cost

F

FABRICATED PARTS
• allowability of cost

FACILITIES
• ~ Buildings; Capital expendituresl Equipment

FAC1JLTY HOUSING
• ~ Housing, faculty

FEDERAL FUNDS
buildings and equipment paid for out of

allowability of use allowances on capital
improvements paid for by institution

exclusion frOm computation of use allowances

FEDERAL OLD AGE BENEFITS TAX
• ~ Social security taxes

FEDERAL TAXES ON INCOME OR EXCESS PROFITS
• unallowability

FEE
inapplicability of Cost Principles

to research agreements containing

FEES, CONTINGENT
• ~ Contingent fees

FELLOWSHIPS
cost of, generally inapplicable

to research agreements

FINANCIAL CAMPAIGNS
• 'as other institutional activities

FINANCIAL OFFICER
• as general administration and general expenses

FINANCIAL PARTICIPATION
• ~ cost-sharing

"FINANCIAL REPORTS FOR COLLEGES AND UNIVERSITIES"
compiled by National Committee on St~dard

Reports for Institutions of Higher Education,
University of Chicago Press, February 1935,
ci ted as a reference '

FINANCING CHARGES
• unallowability

FINES AND PENALTIES
• unallowability of cost

FIRST AID CLINICS
• allowability of cost

FIXED-PRICE CONTRACTS
as research agreements
subcontracts

see Subcontracts

15-307.3(s)

l5-304(v)

15-307.2(iii)

15-302.6

15-307.3(1)

15-302.1

9

15-304(v)

15-302.6

15-303.3

l5-305(e)

15-300

15-305(f)

35
35 Note 4

38(c)

30

24

24

38(j)



Revised Original
Section X!{, Joint Letter Section X!{,

Part 3 No. 41 Part 3 Blue Book
FREIGHT IN

allowability of cost 15-307.3(kk) 15-304(b)
as part of material costs 15-30'7.3(s) 13
~ also Transportation

FREIGHT OUT
as direct cost 15-307.3(kk)

• ~ also shipping charges

FUND RAISING AND DEVELOPMENT CAMPAIGNS
• unallowability of cost 15-302.6

FUNDAMENTAL RESEARCH
• ~ Research, fundamental

FURNITURE
~ Equipment

G

GAINS, DINING HALL OPERATION
• as credits to research agreements 15-302.6

GAINS ON DISPOSITION OF PLANT,
EQUIPMENT OR CAPITAL ASSETS

• ~ Profits on disposition of plant,
equipment or capital assets

GENERAL ADMINISTRATION
• see General administration and general expenses

GENERAL ADMINISTRATION AND GENERAL EXPENSES
allocation

abbreviated procedures 15-306.4(b)(1)
bases normally applicable 15-306.3(b)(i)
"exclusive of capital expenditures

and use allowance," interpreted 15-306.2(1)
applicability to instruction, research

and other institutional activities 25
apportionment 15-306.2(i) 15-306.2(i) 15-303.1(a) 36(c)
as indirect cost 15-304(1) 15-303(a) 4
defined 15-304(i) 15-304(1) 15-303 24
unallowable items classified as

other institutional activities 15-302.6
use charge for administration building 15-303.3

GENERAL BASIS FOR DETERMINATION OF COSTS 15-301

GENERAL EXPENSE
• ~ General administration and general expenses

GENERAL STANDARDS FOR SELECTED ITEMS OF COST 15-307 15-307

GENERALLY ACCEPTED COST ACCOUNTING
PRINCIPLES AND PRACTICES

application in direct costing of
institution service operations 15-303(Ui)

application of, described 15-301(a)
allocation and apportionment of

indirect costs, factor in 15-306.1(c)
test for determining allowability of cost 15-301(a)

GENERALLY ACCEPTED INSTITUTIONAL
ACCOUNTING PRINCIPLES AND PRACTICES

basic principle for determination of cost 5
test for determining allowability of cost 15-301

GOVERNING OODY
• as general administration and general expenses 24

GOVERNMENT
cost of application for patents

conveyed to, allowability 15-307.3(u)

10



GOVERNMENT FINANCIAL ASSISTANCE
• as reason for unallowability

of fund raising costs

Revised
Section ~,

Part 3
Joint Letter

No. 41

15-302.6

Original
Section XV,

Part 3 Blue Book

GOVERNMENT-FURNISHED FACILITIES
allowability of use allowance on capital

improvements paid for by institution
inapplicability of use allowance on buildings

and equipment purchasedwith Federal funds

GOVERNMENT-FURNISHED MATERIAL
• to be used without charge

GOVERNMENT-FURNISHED PROPERTY
• matter requiring special consideration

GOVERNMENT-OWNED FACILITIES
effect on allocation of use allowance
multiple rates for allocating indirect

costs, as justification for
insurance
• cost unallowable unless required

by research agreement
maintenance and protection
• allowability of cost
• as direct charge
maintenance and repair costs
• allowability

GRADUATE STUDENTS
• when considered as part of professional staff

GRANT
as research agreement

• concept of sponsoring agency in relationship to

GRATUITIES
· as entertainment costs

GROUNDS
care and maintenance
• as operation and maintenance expenses
use allowance, inapplicability

GReUP HEALTH, ACCillENT AND LIFE INSUllANCE
allowability of cost

• ~~ Staff benefits

15-304(v)

15-304(v)

15-307.3(s)

15-502(b)

15-306.3(b)(v)

15-306.3<d) (iii)

15-307.3(m)(3)(ii)

15-304(h)

15-307.3(r)

15-303(1)

15-302.1
15-302.4

15-307.3(j)

15-304(iii)
15-304(v)

15-304(g)

30

17.
4

28
31

GROUP INSURANCE
apportionment
as general administration and general expenses
as indirect cost
see also Employee benefit expenses; Group
--- heBlth, accident and life insurance

GUEST HOUSES
• as other institutional activities

H

HEADS OF COLLEGES. SCHOOLS. DEPARTMENTS OR DIVISIONS
• see Deans of colleges, schools,

--- departments or diVisions

HEALTH AND ·ACCIDENT INSURANCE
• see Group health, accident and life insurance

HEALTH CLINICS
• allowability of cost

HELP WANTED ADVERTISING
• allowability of cost

15-302.6

15-307.3(i)

15-307.3(a)
15-307.3(ee)

11

15-303.l(a) 26
24

4



HIGH SCHOOL VISITOR EXPENSE
• as general administration and general expenses

HOLIDAYS
allowability of cost

• as employee benefit expense, computation

HOME ECONOMIC CAFEl'ERIA
see Cafeteria, home economic

HOSPITAL, MEDICAL SCHOOL
· as extension service

HOSPITALS
multiple rates for allocating

indirect costs, justification for

HOSPITALS, STUDENT
~ Student hospitals

HOUSE PUBLICATIONS
• allowability of cost

HOUSING, EMPLOYEES
matter requiring special consideration

HOUSING, FACULTY
as other institutional activities

I

IMPROVEMENTS TO BUILDINGS
unallowability of cost
use allowance

see Use allowance, capital improvements

INADMISSIBLE COSTS
• see Unallowable costs

INCOME
employee morale, health and welfare activities
• credited against related costs

INCOMING TRANSPORTATION
allowability of cost
as indirect cost
as part of material costs
see also Freight in

INDEMNIFICATION
see Insurance and indemnification

Revised
Section ~,

Part 3

15-}07.3(ii)

15-306.3(d)(ii)

15-307.3Cil

15-302.6

15-307.3(c)

15-307 .3( 1)

15-307.3(kk)
15-307.3(kk)
15-307.3(s)

Joint Letter
No. 41

Original
Section XV,

Part 3 Blue Book

24

35 Note 4

15-502(q)

INDIRECT COSTS
abbreviated procedures

exclusion of use allowance
on buildings and eqUipment

accounting period
allocation
• see Allocation of indirect costs
apportionment
• see Apportionment of indirect costs
basis for reimbursement
claimed at less than actual
constituting part of research agreement costs
cost-sharing
• see Indirect costs, limitation

--- of, as cost-sharing method
cross distribution
defined
determination of

basic principles
general
under special circumstances

15-3u~
15-306.4(b)

15-306.4(a)

15-304
15-306
15-306.1(c)
15-306.1
15-306.4

12

15-304
15-306.4

15-306.4

15-304

15-306
15-306.1Cc)
15-306.1
15-306.4

15-303

15-301

23-37

23

4



INDIRECT COSTS (Cont'd.)
distributions, sequence of

see Allocation of indirect costs,sequence of
--- distributions; Apportionment of indirect

costs, sequence of distributions
elimination from pool of items similar to

those charged direct to research agreement
general types
inconsistent classification
limitation of, as cost-sharing method
matter requiring special consideration
negotiated fixed amount

aid by auditor to contracting officer
in arriving at realistic amount

circumstances warranting
under-recoveries not allowable cost

project level "indirect costs",
as direct costs

• as indirect costs
reliance by military services upon rates

developed by Army and Navy auditors
separate pool for all organized research

INDIRECT DEPARTMENTAL EXPENSES
aliocation

multiple rates
composite basis

composition of
defined
examples of

INDIRECT EXPENSE
see Indirect costs

INFIRMARY
• allowability of cost

INFIRMARY SERVICES
• as student services' costs

INFORMATION OFFICE
as general administration and general expenses

INSTITUTION SERVICE OPERATIONS
• see Services

INSTRUCTION
costs of

excluded from research agreement costs
emphasis on
types

INSTRUCTION ACTIVITIES
allocation of indirect costs to
defined for allocation purposes

INSTRUCTION AND DEPARTMENTAL RESEARCH
encompassing research not

separately budgeted or financed

Revised
Section '£'I,

Part 3

15 ,305(b)
15-304

15-30l(d)
15-307.3(q)

15-306.3(b)(vi)

15-306.3(b)(vi)

15-304(vi)

15-307.3(i)

15-307.2(iv)

15-305(d)

15-307.2

15-306.3(a)

Joint Letter'
No. 41

15-30l(d)

15-303
15-303

15-302.1

15-306.3(b) (vi)
15-306.3(b)(vi)
15-306.3(b) (vi)

15-304(vi)

15-305 (d)
15-307.2

15-302.1

Original
Section XV,

Part 3 Blue Book

15-301.I(b) 7
15-502(c)

40

24

INSTRUCTION AND RESEARCH
allocation of indirect costs to

segregation of base into segments
apportionment of indirect costs to
functions of, distinguished from

other institutional activities
inadvisability of classifying certain

other institutional activities as
indirect expenses and use

allowances apportioned to
basis of indirect expense rate

included in research agreements

15-302.3

15-302.2

15-302.6

13.

15-306.3(b)

15-302 .6

15-303.1 36

37



15-304(a)
15-502(d)
15-305(k)

Original
Joint Letter Section n,

No. 41 Part 3 Blue Book
INSURANCE AND INDEMNIFICATION

actual losses not covered by insurance
allowability of cost
matter requiring special consideration
on lives of executives, unallowability of cost
on lives of officers or trustees,

unallowability of cost
other than that required by research agreement,

limitations governing allowability

property
• as operation and maintenance expenses
self-insurance
• allowability of cost
• as direct charge
see also Accident insurance;
--- Workmen's comperiBation insurance

INTERCOLLEGIATE ATHLEl'ICS
as auxiliary enterprises and activities

• as other institutional activities

INTEREST COSTS
• unallowability

INTEREST ON TAXES REFUNDED
• as credit to research agreement

INVENTION DISCLOSURES
• preparation of, as patent costs

INVESTMENT COUNSEL AND STAFF COSTS
• unallowability

INVESTMENTS
losses on sales or exchanges, unallowability
profits and losses on disposition,

excluded from research agreement costs

J

JANITORIAL SERVICES
• as operation and maintenance expenses

L

LABOR RELATIONS
• allowability of cost

LEASES
• rentals as termination costs

LEAVE OF ABSENCE
• inapplicability of cost to research agreements

LECTURES EXPENSE, GENERAL
• as general administration and general expenses

LEGAL EXPENSE
as general administration ana general expenses

• collection of bad debts, unallowability
• see aleo Professional serYice costs-----
LIABILITY TO THIRD PERSONS
• see Insurance and indemnification

LIBRARY BOOKS
use allowance

as indirect cost
• not computed on Government

owned.or donated books

Revised
Section n,

Part 3

15-307.3(m)(3)(v)
15-307.3(m)

15-307.3(m)(3) (iv)

15-307.3(m)(3)

15-307.3(m) (3) (iii)

15-302.6

15-307.3(n)

15-307.3(u)

15-307.3(0)

15-307.3(z)

15-304(iiil

15-307.3(p)

15-307.3(mm) (5)

15-:307. 2 (11)

15-304(iv)

14

15-304(iv)

15-304(a)

15-305(f)

28

19
4

35 Note 1

28

24

24

27(a)
4



27

15-302.6

15-304(iv)

4

Original
Joint Letter Section XV,

No. 41 Part 3 Blue Book

Revised
Section XV,

Part 3

~5-304(iv)

15-303.l(c)
15-304(iv) 15-303(c)

15-306.3(b) (iv) 15-306.3(b) (iv)
15-306.4(b) (iii)
15-306.3(b)(iv)

LIBRARY EXPENSES
aJ.location

abbreviated procedures
• population base. development of
• weighting factors
aJ.lo-.ble

excludes cost of books. periodicaJ.s
and capitaJ. assets

excludes use allowance on Government-
owned or donated books

apportionment
as indirect costs
as part of totaJ. expenditures base
defined

LIBRARY. SPECIAL
• multiple rates for aJ.10cating indirect

costs. as justification for

, LICENSE FEES
• allowability as other direct costs 20(a)

LIFE INSURANCE
group. aJ.lowability of cost
on lives of executives, unallowability of cost

• on lives of officers and .trustees,
unallowability of cost

see also Staff benefits---

15-304 (g)
15-305(k)

15-307.3(m)(3)(iv)

LOANS
• interest cost, unallowability 15-307.3(n)

LODGIOO
as entertainment costs

• as travel costs
15-307.3(j)
15-307.3(U)(1)

LOSSES, DINING HALL OPERATION
• as staff benefits cost 15-302.6

LOSSES NOT COVERED BY INSURANCE
• see Insurance and indemnification

LOSSES ON DISPOSITION OF P~NTI

EQUIPMENT OR CAPITAL ASSETS
• unallo\olability 15-307.3(z)

LOSSES ON INVESTKENTS
• unaUowability

LOSSES ON OTHER RESEARCH AGREEMENTS
• unallowability 15-307·3(q)

M

MAINTENANCE COSTS
aJ.lowability
buildings, furniture and eqUipment -

as operation and maintenance expenses
Government-owned property
• aJ.lowability
· as direct charge
grounds
• as operation and maintenance expenses

MAINTENANCE AND REPAIR COSTS
• ~ Maintenance costs; Repair costs

15-307.3(r)

15-304(iii)

15-307.3(r)

15-304(iti)

15-304(h) 17
4

MATERIAL COSTS
aUowability

as direct costs
common items, terminated contracts

15-307.3(s)

15-307. 3(mm)(2)

15

15-302.1
15-304(d)

12

4



MATERIAL COSTS (Cont'd.)
excess material credits
storeroom withdrawSla

MATERIALITY OF AMOUNTS
factor in apportionment and

allocation of indirect costs
• abbreviated procedures

MATERIAL HANDLING
• allowability of cost

MATERIALS AND SUPPLIES
see Material costs

MEALS
as cost of meetings and conferences

• as entertainment coats

MEDICAL SCHOOL HOSPITAL
~ Hospital, medical school

MEETINGS AND CONFERENCES
• allowability of cost

MEMBERSHIP DUES
allowability of cost
as general administration and general expenses

MEMORIAL CHAPELS
• as other institutional activities

MILITARY LEAVE
allowability of cost

MOVING EXPENSES, PERSONNEL
matter requiring special consideration

MULTICAMPUS UNIVERSITY
multiple rates for allocating

indirect costs, justification for

Revised
Section ~,

Part 3

15-307.3(s)
15-307.3(s)

15-306.l(c)
15-306.4(b)

15-307.3(t)(3)
15-307.3(j)

15-307.3(ii)

15-306.3(d)(iv)

Joint Letter
No. 41

Original
Section ~.

Part 3 Blue Book

15-302.1 14
15-302.1

15-304(b)

24

35 Note 2

15-502(j)

MUSEUMS
as other institutional activities
unallowability of cost

N

NEGOTIATED FIXED AMOUNT IN LIEU OF INDIRECT COSTS
• ~ Indirect costs, negotiated fixed amount

NEGOTIATED FIXED OVERHEAD RATES, PREDETERMINED
basia for reimbursemeut of indirect costs

(Note: no longer permissible)

NONEDUCATIONAL ACTIVITIES
see Other institutional activities

NONEDUCATIONAL EXPENSES
apportionment of indirect costs to
eXB.lllples of
unallowability
~~ Other institutional activities

o

OFF-CAMPUS ACTIVITIES
• effect on allocation of library expenses

OFF-CAMPUS RESEARCH
applicability of Coat Principles

15-302.6

15-30l(c)

16

15-305(1) 38(e)

23(a)

35
35 Note 3

38(d)



OFF-CAMPUS RESEARCH (Conttd.)
multiple rates for' allocating

indirect costs, justification for
negotiated amount in lieu of indirect costs
operation and maintenance expenses
• as direct charge to research project
use allowance
• as direct charge to research agreement

Revised
Section x:l,

Part 3

15-306.3(d) (11)
15-30l(d)

Joint Letter
No. 41

Original
Section x:l,

Part 3 Blue Book

29

OFF-CAMPUS SERVICES
apportionment of indirect costs to
examples of
unallowability of cost

OPERATION AND MAINTENANCE EXPENSES
Eillocation

abbreviated procedures
bases normally applicable
empbasis in Cost Principles

on space as basis for
use of weighting factors
see also Space utilization

apportionment
as direct charge to off-campus

research project
as indirect'costs

as part of total expenditures base
defined
direct charges to other institutional

activities to include related
indirect costs

excludes items of a capital nature

OPERATION AND MAINTENANCE OF PHYSICAL PLANT
• ~ Operation and maintenance expenses

ORGANIZED ACTIVITIES
apportionment of indirect costs to
examples of
relating to instructional and research

departments, unallowability of cost

Organized Research
• ~ Research, organi~d

ORIGINAL COMPLEMENT - EQUIPMENT
basis for redetermination of
defined
redetermination of
use allowance
• ~ Use allowance, equipment

15-306.4(b)(ii)
15-306.3(b) (iii)

15-306.3(b)(11i)
15-306.3(b)(iii)(B)

15-306.2(ii) 15-303.1(b)

15-304(iii) 15-303(b)

15-302.6

15-306.3(b) (iii)(A)
15-304 (i11)

15-302.5
15-302.5
15-302.5

35
35 Note 4

38(c)

36(",)

29
4

28

35
35 Note 4

OTHER DIRECT COST~

allowabllity
as direct costs
costing of institution service operations
defined

OTHER INSTITUTIONAL ACTIVITIES
apportionment of indirect costs to
buildings and eqUipment used by, excluded

from use allowance computations
defined

fUnctional nature versus source
of funds or legal entity

unallowable costs identified
to a function or activity

direct charges from operation and maintenance
departments to include related overhead

examples of
prohibition against reclassification

of expenses identified to

15-303(i11)
15-303(i11)

15-302.2

15-306.3(b)(v)
15-302.6 '

15-302.6

17

15-303(i11)

15-302.6

15-302.6

15-306.3(b) (ili) (A)

15-302.6

15-302.3

15-303.1

20 &21
4

35

35 Note 2



OTHER INSTITUTIONAL ACTIVITIES (Cont'd.)
treatment to Le accorded certain
unallowability of cost
yardsticks for aBsessing indirect costs to

OUTBOUND FREIGHT
• as direct cost

OVERHEAD
• see Indirect costs

Revised
Section XY/,

Part 3

15-307.3(kk)

Joint Letter
No. 41

15-302.6

15-302.6

Original
Section XY/,

Part 3 Blue Book

OVERTIME COMPENSATION
• matter requiring special consideration

P

PATENT COSTS
allowability
infringement litigation costs, unallowability
matter requiring special consideration
royalties
• allowability

PAYMENTS IN LIEU OF TAXES
• allowability

PENAlTIES
on taxes, refund of

• ~ also Fines and penalties

PENSION PLAN COST~

allowabili ty
annuity premiums

apportionment
• as direct cost
• as indirect cost
apportionment
as general administration and general expenses
as indirect cost
• among general administration and general expenses
as part of direct salaries and wages
cost interpretation

PERSONNEL ADMINISTRATION
• as research administration expense

PERSONNEL MOVEMENT, MASS OR SPECIAl
• matter requiring special consideration

PHYSICAl PLANT ADMINISTRATION
• as operation and maintenance expenses

PLACEMENT OFFICES
• inapplicability of cost to research agreements

PLANT
• see Buildings

PLANT ADDITIONS
excluded from base for

apportionment of indirect costs
excluded from indirect costs

'LANT ADMINISTRATION
· ~ Physical plant administration

PLANT SECURITY
• ~ Security

15-307.3(u)
15-307.3(y)(3)

15-307.3(ff)

15-307.3(jj)

15-304(i)
15-303(i)

15-304(ii)

15-304(iii)

15-303(i)

15-502(h)

15-304(f)

15-502(i)

15-304(f)

15-304(g)

15-303.1(a)

15-303.1(a)

15-601

15-502 ( j)

8

26
22(e)

4
26
24

4

35
35

POPULATION
haBis for allocation
• dining hall gains or losses
• library expenses
basis for apportionment of library expenses

15-302.6
15-306.3(b){iv) 15-306.3(b)(iv)

18
15-303.1(c)



POSTAGE
allowability
• as communication costs
• as transportation costs

PRECONTRACT CCSTS
• ~ Preresearch agreement costs

PRERESEARCR AGREEMENT CCSTS
matter requiring special consideration

• unallowable, subject to research
agreement provisions

PRESIDENT
• as general administration and general expenses

PROCESS
defined
• in relationship to "allocation"
• in relationship to "apportionment"

PROCUREMENT
• ~ Purchasing

PROFESSIONAL ACTIVITY CCSTS
• allowability

PROFESSIONAL SERVICE COSTS
allowability
• factors to be considered
as settlement expenses
consulting fees to institution's employees not to

exceed amounts based on regular salary rates
cost of prosecuting claims

against the Government, unallowable
infringement litigation costs, unallowable
related to organization and

reorganization, unallowable
retainer fees, allowability

PROFITS ON DISPOSITION OF PLANT
~UIPMENT OR CAPITAL ASSErS

• inapplicability to research agreements

PROJECT LEVEL CCSTS
• direct versus indirect treatment

PROPOSAL CCSTS
allowability
allocation
• to research activities only
current accounti!lg period, allowability
,past accounting periods, unallowability

PUBLIC INFORMATION SERVICE CCSTS
• unallowability

PUBLIC .RELATIONS CCSTS
• unallowability

PUBLICATIONS EXPENSE
• as general administration and general expenses

PUBLISHING AND EDITING OF RESEARCH DATA
• as research administration expense

PURCHASE DISCOUNTS
• ~ CaBh discounts

PURCHASED DESIGNS
• allowability of cost
• matter requiring special consideration

PURCHASE ORPERS
• all·owabili ty of coat

Revised
S~tion ~,

Part 3

15-307.3(e)
15-307.3(ldc)

15-307.3(x)

15-307.3(t)(1)

15-307.3(y)
15-307.3(y)(2)
15-307.3(mm) (6)(i)

15-307.3(y)(3)
15-307.3(y)(3)

15-307.3(y)(3)
15-307.3(y)(1)

15-307.3(z)

15-307.3(aa)

15-307.3(aa)
L5-307.3(aa)

15-307.3(hh)

15-304(11)

19

Joint Letter
No. 41

15-302.3
15-302.2

15-303

1'5-307.3(aa)

Original
Section ~,

Part 3 Blue Book

15-502(a)

24

24

15-304(f)
15-502(i)

15-304(j)



PURCHASING
as research administration expense

R

RADIO STATIONS
as other institutional activities

RAW MATERIALS
see Direct material costs

Revised
Section X'I,

Part 3

15-304(ii)

Joint Letter
No. 41

15-302.6

Original
Section X'I,

Part 3 Blue Book

REARRANGlO'.MENT AND ALTERATION COSTS
allowability

ordinary or normal
special
• requires approval of contracting officer

matter requiring special consideration

REAR:R/'NGEMENT OF SPECIAL LABORATORY
allowability of cost

REASONABLENESS
test for determining allowability of cost

REBATES
as credits to indirect costs

• as deductions from material costs

RECONVERSION COSTS
removal of Government property, allowability
see also Restoration costs

RECREATIONAL ACTIVITIES
• allowability of cost

RECRUITING COSTS
• allowability

REFUNDS
see Credits and refunds

REGISTRAR
as general administration and general expenses
inapplicability of cost to research agreements

REHABILITATION COSTS
~ Reconversion costs; Restoration costs

REHABILITATION OF PHYSICAL PLANT COSTS
excluded from base for

apportionment of indirect costs
excluded from indirect costs

RELIGIOUS ORDERS
compensation of members of

RELOCATION OF FACILITIES
• matter requiring special consideration

RENTALS
as cost of meetings and conferences
as entertainment costs
as operation and maintenance expenses
as termination costs-
equipment and books, unallowability of costs
special equipment, allowability as direct

cost, requiring contracting officer approval

RENTED ElQUIPKENT
protection and maintenance

allowability of cost
• as direct charge

15-307.3(cc)

15-307.3(cc)

15-30l(a)

15-307.3(s)

15-307.3(dd)

15-307. 3( 1)

15-307.3(ee)

15-307.2(iv)

15-307.3( t) 0)
15-307.3(j)

15-307.3(mm)(5)

20

15-303(1)

15-301

15-302.1
15-302.1

15-502(1)

15-304(h)

21

21

20(b)

12

24

35
35

28

18

17
4



REPAIRS
allowability of cost
as operation and maintenance expenses
major

cost unallowable, subject to
provisions of research agreement

see also Rearrangement and
--- alteration cost

REPORTS
• preparation of, as patent costs

RESEARCH AffiINISTRATION EXPENSES
allocation

to unbudgeted'research
as indirect ·costs
defined

Revised
Section XV,

Part 3

15-307.3(r)
15-304(11i)

15-307.3(c)

15-307.3(u)

15-306.3(b)(11)

15-304(11)
15-304(ii)

,Joint Letter
No. 41

15-306.3(b)(11)

Original
Section XV,

Part 3 Blue Book

28

RESEARCH AGREEMENTS
cost of

defined
• no distinction to be made between

"fundamental!' and "applied" research
defined
definition background
indirect costs, prooedures for determining
losses on, unallowability
provisions
• in conflict with applicable standards
types to which Cost Principles are applicable
understanding concerning specific

items of cost

RESEARCH, APPLIED
• not to be distinguished from fundamental

research in cost determination

RESEARCH, FUNDAMENTAL
• not to be distinguished from applied

research in cost determination

RESEARCH DATA, PUBLISHING AND EDITING
• ~ Publishing and editing of research data

RESEARCH, ORGANIZED
• activities frequently designated as

RESEARCH PERSONNEL
factor in apportionment and

allocation of indirect costs
gross space occupied, as basis for

allocation of operation and
maintenance expenses

RESEARCH PROGRAMS, GENERAL
• matter requiring special consideration

RESEARCH, UNBUDG:mED
allocation of research

administration expenses to
• relationship to research agreements
'treated as part of instruction function

RESillENCE HALLS
as auxiliary enterprises and activit'~s

• as other institutional activities

RESTORATION COSTS
leased property, as termination costs

• ~ also Reconversion costs

RETAINER FEES
• as Professional service cost"

15-305(a)

15-302.1

15-306.1
15-307.3(q)

15-307.1(b)

15-305(c)

15-306.1(c)

15-306.3(b)(iii)(C)(II)

15-302.6

15-307.3(mm) (5)

15-307.3(y)

21

15-302.1

15-302.1

15-306.3(b)(ii)
15-302.1
15-302.1

15-301

15-305(h)

15-300

15-502(m)

4

7

7

7

35 Note 1



Revised
Section XV,

Part 3
REVERSION CREDITS
~ Pension plan costs

Joint Letter
No. 41

Original
Section XV,

Part 3 Blue Book

ROYALTIES
allowability of cost

• matter requiring special consideration

S

SABBATICAL LEAVE
inapplicability of cost to research agreements

SALARIES
deans or heaaa of colleges, schools,

departments or divisions
• as indirect department expenses

15-307.3(ff)

15-307.2(ii)

15-304(vi)

15-304(f)
15-502(1)

20(a)

SALARIES AND WAGES
allowability 15-307.3(f)
basis for allocating library expenses
basis for. apportionment

group insurance, annuity premiums and pensions
library expenses

basis for distributing library expenses
chargeable at actual rates
defined
direct
• allowability
estimates of time in absence of exact time records
indirect
• allowability
members of religious orders
not to exceed amounts based

upon regular rates
rates on research agreements in excess of that paid

on institution's departmental research 15-307.3(f)
see also Direct salaries and wages

15-306.3(b)(iv)

15-302.6

15-303(1)

15-303(1)

15-302.2

15-303.1(a)
15-303.1(c)

15-302.2

15-304(i)
15-302.2

15-304(i)

SCHOLARSHIPS
inapplicability to research agreements

SCRAP
proceeds· from sale of

as credit to indirect costs
• as credit to material costs

15-307.2(iii)

15-307.3(s)
15-302.1
15-302.1 14

SEARCHING THE ART
• as patent costs 15-307.3(u)

SECRETARIAL HELP
for deans or heads of colleges, schools, departments

or divisions, as indirect departmental expenses 15-304(vi)

SECURITY
allowability of cost
as research adm~stration expenses
matter requiring special consideration
police and watchmen, as operation

and maintenance expenses

SmREGATED RESEARCH PROJECTS
negotiated amount in lieu of indirect costs
operation and maintenance expenses
• as direct charge to research ·project
uae allowance
• as direct charge to research project
~ also Off;.,campus research·

SELF-INSURANCE
• ~ Insurance and indemnification

SERVICES
institution service operations,

method of costing or pricing

15-307.3(w)
15-304(ii)

15-301 (d)

15-303(iii)

22

15-303(iii)

15-502(n)

28

29

30



SETl'LEMENT EXPENSES
• as termination costs

SEVERANCE PAY
allowability of cost
• abnormal or mass term~tions

• normal turnover

SHIPPING CHARGES
as direct cost

see also Freight in;
--- Freight out; Transportation

Revised
Section XV,

Part 3

15-307.3(=)(6)

15-307.3(gg)(ii)
15-307.3(gg)(i)

Joint Letter
No. 41

Original
Section XV,

Part 3 Blue Book

4
15

•

SICK LEAVE
allowabi1ity of cost 15-307.3(ii)
as direct charge, computation
as employee benefit expense, computation
direct employees, as direct cost

SOCIAL ACTIVITIES
• as entertainment costs 15-307.3(j)

15-303(i)

15-304(m) 11
11

4

SOCIAL SECURITY TAXES
• sllowability of cost 15-307.3(ii)

SOCIAL WELFARE COST (FACULTY AND STUDENTS)
• as general administration

and general expenses 24

SPACE UTILIZATION
allocation of operation and

maintenance expenses, basis for
actual records of space used
estimates of space used
if impractical or inequitable
simplified techniques
use of weighting factors
~~Area

SPECIAL MACHINERY
• loss of use value as termination costs

SPECIAL PLANT PROTECTION
• ~ Security

SPECIAL SERVICE COSTS
· unallowability

15-306.3(b)(il1)
15-306.3(b)(iii)(A)
15-306.3(b) (iii)(B) 15-306.3(b)(iii)(B)
15-306.3(b)(iii)(C)(III)
15-306.3(b) (iii)(C) 15-306.3(b) (iii)(C)
15-306.3(b)(iii)(B)

15-307.3(mm)(4)

15-307.3(hh)

SPECIAL TOOLING
• loss of useful value as termination costs 15-307.3(mm)(4)

SPONSORED RESEARCH, DEPARTMENT OF DEFENSE
• app1ica~ility of Cost Principles 15-301(c)

SPONSORING AGENCY
• defined 15-302.4

STAFF BENEFITS
allowability of cost 15-307.3(ii)
see also Holidays; Dining halls; Employee
--- ~fit expenses; Military leave;

Sick leave; Student hospitalsj
Tuition

STORAGE COSTS
• as termination costs 15-307.3(=)(6)(11)

15-301(c)

STOREROOMS, GENERAL
• as operation and maintenance expenses 28

STOREROOM WITHDRAWALS
• cost determination conforming to

soUnd accounting practices

STUDENT ADVISERS
inapplicability of cost

to research agreements

15-307.3(s)

15-307.2(iv)
23

15-302.1 12



Revised
Section XV,

Part 3
STUDENT AFFAIRS ADMINISTRATION
• inapplicability of cost to research agreements 15-307.2(iv)

STUDENT AID
costs to be considered as other institutional

activities for overhead distribution
purposes

inapplicability of cost to research agreements 15-307.2(iii)

STUDENT APARTMENTS
• as other institutional activities 15-302.6

STUDENT HEALTH SERVICES
• inapplicability of cost to research agreements 15-307.2(iv)

Joint Letter
No. 41

15-302.6

Original
Section XV,

Part 3 Blue Book

STUDENT HOSPITALS
as auxiliary enterprises and activities
as other institutional activities
as staff benefits, allowability of cost

STUDENT SERVICE COSTS
circumstances warranting proportionate

charge to research agreements
inapplicability to research agreements

STUDENT UNIONS
as auxiliary enterprises and activities

• as other institutional activities

STUDENTS
engaged in research work
• proportionate allowance

for student services costs
factor in apportionment and

allocation of indirect costs

SUBCONTRACTING
• matter requiring special consideration

15-302.6

15-307.2(iv)
15-307.2(iv)

15-302.6

15-307.2(iv)

15-306.1(c)

15-302.6
15-302.6

35 Note 1

35 Note 1

15-502(p)

SUBCONTRACTS
allowability of cost
applicability of Cost Principles
cost-reimbursement type,

as research agreements
fixed-price type, as research agreements
terminated

claims under
• settlement expenses

SUBSCRIPrIONS
• allowability of cost

SUBSISTENCE EXPENSES
as travel·expense
matter requiring special consideration
see also Travel costs---

SUPPLIES
• allowability of cost

T

TAXES
allowability of cost
exemption certificates
special assessments as capital improvements
• unallowability of cost
state sales, allowability

TAXES, PAYMENTS IN LIEU OF
• ~ Payments in lieu of taxes

15-302.1
15-302.1

15-307.3(mm)(7)
15-307.3(mm)(6)(i)(B)

15-307.3(t)(2)

15-307.3(11)

15-307.3(s)

15-307.3(jj)
15-307 .3( jj} (i)

15-307.3(jj) (ii)

24

15-304( j)
15-300

15-902(q.)

15-304(k)

22(d)

22(a)



TECHNICAL INFORMATION
· meetings and conferences, ~lowability of cost

TELEPHONE AND TELEGRAPH
allowability of cost

• as general administration and general expenses
• see also Communication costs---
TELEVISION STATIONS
• as other institutional activities

TERMINATION COSTS
allowability

common items of material
continuing costs
disposal costs
equipment, loss of useful value
leased property
• alterations to
• restoration of
rentals
settlement expenses
special machinery, loss of useful value
special tooling. loss of useful value
storage of property
subcontractors' claims
transportation of acquired property

matter reqUiring special consideration

THEATERS
• as other institutional activities

TIME, APPROXIMATE
basis ,for allocation of

indirect departmental expenses

Revised
Section XV.

Part 3

l5-307.3(t)(3)

l5-307.3(e)

l5-307.3(mm)(2)
l5-307.3(mm)(})
l5-307.3(mm)(6)(ii)
l5-307.3(mm)(4)

15-307.3(mm)(5)
15-307.3(mm)(5)
15-307.3(mm)(5)
l5-307.3(mm) (6)
15-307.3(mm)(4)
15-307.3(mm)(4)
15-307.3(mm)(6)(ii)
15-307 .3(mm)(7)
15-307.3(mm)(6)(ii)

15-302.6

15-306.3(b)(vi)

Original
Joint Letter Section XV,

No. 41 Part 3 Blue Book

24

15-302.6

15-502(r)

35 Note 2

TIME RECORDS
professional staff. use of

reasonable time estimates
technicians. mechanics. etc •• accurate

attendance and job time records

TOOLING
• matter requiring special conSideration

TOOLS
small hand, loss of
• allowability of cost

TOTAL EXPENDITURES
• ~ Expenditures, total

TOTAL POPULATION
• ~ Population

TOTAL SALARIES AND WAGES
• ~ Salaries and wages

TRADE DISCOUNTS
as credits to indirect costs

• as deductions from material costs

TRANSPORTATION COSTS
allowability
entertainment. unallowability
freight, express. etc •• allowability
meetings and conferences. allowability
property acquired under terminated

agreements. allowability
recruiting, allowability
travel, allowability
see also Freight in; Freight outl
- Shipping charges

15-303(1)

15-307.3(m)(3)(v)

l5-307.3(s)

l5:-307.3{j)
15-307.3(kk)
15-307.3( t) (})

15-307.3(mm)(6)(ii)
15-307.3(ee)
15-307.3(11)(1)

25

15-303(i)

15-303(i)

15-302.2

15-502(s)

15-302.1
15-302.1

15-304(b)

8

12



RAVEL COSTS
actual versUS per diem basis
allowability

over-all administration activities
special
special or mass movement of· personnel
• matter requiring special consideration
specific research business

items comprising

~UCKING, GENERAL
as operation and maintenance expenses

'UITION
as salaries and wages
as staff benefits costs
inapplicability to research agreements

INALLOWABLE COSTS
as other institutional activities
examples of
~ also Costs; specific items such ~

Entertainment; Interest costs;
Sabbatical leave

UNBUDGETED RESEARCH
• s~e Research, unbudgeted

UNCOu.ECTIBLE ACCOUNTS
• see Bad debts

Revised
Section XV,

Part 3

15-307·3(11)(4)

15-307.3(1l)(3)

15-307.3(11)(5)

15-307.3(1l) (2)
15-307 .3(1l) (1)

15-307.3(11)
15-307.2(11i)

15-307.3
15-302.6

Joint Letter
No. 41

15-303(i)
15-303(1)

15-302.6

Original
Section XV,

Part 3 Blue Book

15-304(1)

15-502(t)

28

15-305

USE ALLOWANCE
acquisition costs unknown, use of estimates
administration buildings
• as general administration and general expenses
allocation, methods of

direct to research agreements
operation and maintenance

expenses, same basis as
• inapplicability

buildings
allocation, methods of
as indirect cost

exclusion from overhead under
abbreviated procedures

rate
capital improvements

adjustments to initial acquision cost
• as indirect cost

on Government-furnished facilities
civil defense capital expenditures
computed only on facilities

related to research agreements
current year's acquisitions
defined
equipment

allocation, methods of
as indirect cost

exclusion from overhead under
abbreviated procedures

original complement, redetermination of
rate

current records maintained
• no records maintained
• original complement

~xcluded from total expenditures base for
allocation of general administration
and general expenses

i.napplicability
buildings and equipment paid

for out of F-ederal funds
buildings and equipment used by

other institutional activities

15-306.3(b)(v)
15-306.3(b)(v)

15-306.3(b)(v)

15-306.3(b)(v)
15-304(v)

15-304(v)

15-304(v)

15-307.3(d)

15-304(v)

15-306.3(b)(v)
15-304(v)

15-304(v)
15-304( v)
15-304(v)

15-304(v)

15-306.3(b)(v)
26

15-304(v)

15-306.3(b)(v)

15-306.4

15-304(v)

15-304(v)

15-302.6
15-304(v)

15-306.4
15-302.5

15-306.2(i)

15-303.3

15-303.3

15-303.3

15-303.3

15-303.3

15-303.3

15-303.3

33

4
30

31

4
30

32
32
32

30
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OFFICE OF THE ASSIs:rANT SECRErARY OF DEFENSE

Supply and Logisties

Dear AdmLral Boyle:

September 1, 1960

Your letter of 8 July asks for our response to nine specific questions
relating to the application of ABPR 15-205.35, covering allowability of a
contractor's independent research and development costs, in light of the
provisions of ASPR 15-101 which provides for an advance understanding on
particular cost items (including research and development), and DOD Instruc
tion 4105.52 wb1ch provides for uniform negotiation of such costs and estab
lishes an Armed Services Research 'Specialists Committee to provide scientific
and technical advice in connection with the negotiation.

At the outset a brief analysis of the documents cited may facilitate
an understanding of the problem.

ASPR 15-205.35 allows a contractor's independent research and develop
ment eXpenses on the basis specifically described. It indicates that ad
vance understandings are particuJ.a.rly important with contractors whose
work is predominantly or substantially with the Government. General guide
lines as t6 the reasonableness of this cost item are included and several
alternative techniques are provided for use in those situations where it
is determtned 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 substantial,
(ii) a substantial portion of the contractor's business is with the Depart
ment of Defense, and (iii) the contractor's defense work involves contracts
with more than one military department. The Instruction also establishes
the Armed Services Research specialists Committee and assigns to the C~
mittee the mission of providing, when requested, advice to the sponsoring
department on the scientific and technical factors wb1ch 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 undertak~n by the military depart
ments rather than by the Research specialists Committee. While the recom
mendations of the ASRSC will necessarily be advisory in nature" they will,
nevertheless" be given great weight by the military departments.
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The second portion of the question has to do with whether the nego
tiation procedures are available (a) to any contractor "Who desires to
recover rese~ch and devel.opment expenses, or (b) who also does business
with zoore than one department. It will not be necessary for all. contractors
who desire recovery of independent research and development expense to be
considered under the procedures established by DOD Instruction 4l05.52.
Thus, "Where a small. amount of cost is involved, either because of the size
of the research and development program or due to the minor aroount of defense
contracts, or "Where a contractor is dealing onJ.y with one Department, it will
usuall.y not be feasible to utilize the centralized negotiation procedure.
However, a contractor who is dealing with more than one military department
and who particularly desires to negotiate a centralized advance understanding,
notwithstanding the amount of cost involved, will be acc(i)ZIII1Odated to the
extent that the current workload will perm1t. A contractor who is dealing
with only one department, but with several different activities within the
one department, "lDB:Y' request a centralized negotiation 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 centra1l.y and inquires if there
are add1tional factors wirlch 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 al.l.oaable to defense work is
an important criterion. Add1t1onal. 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 military
department.

3. This question asks if contractors who will participate in the
centralized negotiation of research and devel.opment expense will be limited
to those who negotiate final overhead rates on a ceutralized basis. The
centralized negotiation of research and development expense will not be
restricted to those who central.l.y negotiate final. overhead rates. Advance
understand1ngsreached by the research and devel.opment negotiators will of
course be utili zed during the negotiation of final overhead rates.

4. This question asks the role that GoverJJment scientific and techni
cal personnel. will play in negotiating advance understandings in the research
and devel.opment area. The Arm:ld 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 determ1ne whether there has been an adequate segregation between the
independent research and the independent development programs. Add1tionall.y,
the comm1ttee will report and make recommendations directly to the sponsoring
d~nt on the scientific and technical factors ar:recting the basis or
extent to which a contractor's independent research and devel.opment program
should be supported. In carrying out its responsibilities, the committee
will utilize, where appropriate, the services of other research specialists.
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5. This question asks 'Whether the m1.litary departments will "control"
a contractor's independent research and development program. Our approach
is concerned only with the problem of cost· allowability and not "control."
When the cost of a contractor's independent research and development program
is found to be "reasonable", there is no question of t'ccimtrol" involved. O£
course, when a determination is made that a contractor's proposed program is
not reasomble and, hence, the :f'ull aJ.J.ocable portion will not be allowed,
there is a measure of control being exercised•. This type of control, however,
is oriented toward the reimbursement of costs under Defense contracts. AIry
contractor is obviously free to Pursue aDY' type or level of research at his
own expense. 'Ib.e provision making independent development costs allowable
only on the basis of a showing of relationship of such costs to the product
lines for 'Which the Government has contracts mLght be considered a type of
control. However, broad control of the contractor's independent research
and development program is not intended.

6. ' This question asks if a distinction will be DBde between contractors
whose business is priDBrily commercial as against those whose business is
primarily Government. 'Ib.e m1.x of Government and commercial business is an
important consideration in connection with the evaluation of many elements
of cost and will be particularly so in connection with research and develop
ment costs. We have found it necessary to scrutinize costs with more care
in connection with contractors whose work is predom1.nantly or substantially
with the Government. However, the same tests of reasonableness will be
applied in each instance and the m1.x of government and commercial business
will not, per se, control the final result.

7 and 8. These questions concern themselves with the use of cost
sharing formulae and request clarification as to whether cost sharing is
appropriate unless there has been a prel.im1.nary finding that the over-all cost
is unreasonable. It is our view that a preliminary decision of unreasonable
ness should generally precede the use of cost sharing methods. In the event
a contractor.~ s business is substantially commercial, it is expected that the
pro rata amount of research and development expense allocated to conmercial
business will. act as a deterrent to the incurring of unreasonable or unneces
sary costs. In such instances a cost sharing arrangement will not normlly
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 subf?tantial as to apPear to be unreasonable in
amount, it may be desirable to enter into a cost sharing arrangeDilnt in order
to provide a motivation for more eff1cient accomplishment of the program.

9. This question 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
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anticipate that further direction will be necessary f'rom this level,
experience in operation may dictate otherwise. 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. BAIif.NERMAN
Director for Procurement Policy

Rear Admiral Jas. D. Boyle, USN (Ret)
National Security Industrial Association, Inc.
1107 - 19th-street, N. W.
Washington 6, D. C.
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QUESTIOOS PRESENTED AT MCNTEREY, CALIFORNIA - 10/6/60

1. Today's practice for auditor and analyst recommendations and contracting
officers' decisions is to treat cost as the sole basis for pricing fixed
price business and to apply it by fOI'DUlla. Is this the intent of the
regulations? If not, what steps do you suggest for both government and
contractors to make practice conform to intent?

2. You say that if a procurement is competitive, that you don't give a
"hoot and a damn" what costs make up the low bidder's price. Maybe you
don't, but negotiators do. This is an obsession with most negotiators.
If your statement is the Government's philosophy, why ian' t this philosophy
passed on to the negotiator's level, and to those who review his negotiations
before the contract can be approved?

3. Contractor's Resident Auditor always comments on what he thinks the
contractor's profit ought to be on an audit report of a fixed price or
redeterminable proposal. Isn't it the function of the Audit agency to
audit costs, period?

4. Audit Agency insists that audits of fixed price on redeterminable pro
posals ~st be performed according to CPFF principles and reports to
Government negotiators are prepared on this basis, regardless of the ASPR
language regarding the use of CPFF principles as a ~~ Contractor
is advised that reinstatement of disallowed overhea ~ s must be made
by negotiator or contracting officer. Negotiators take the position that
they must accept auditors' reports as submitted and that they cannot allow
an item in overhead whioh the auditor has disallowed. Contractor is told
to "go home and work out your problems with your auditor." What can the
contractor do? (Aside from giving up and going broke)

5. When will the DOD recognize that interest is a normal cost of doing
business and recognize it as such in definiticEls of allowable costs? Or,
will DOD ever concede allowability of interest when necessary to perform
on a specifio contract? This latter situation can easily develop where
a major contract is awarded to a company which contract is large relative
to the company's other normal business.

6. Allowability of interplant, division and affiliate charges - Ref. -
ASPR - 15-205.22(e) Material Costs. Heretofore charges by one plant
or division against another have been generally acceptable to the Services
if on a cost basis (excluding any question of profit). Under the latest
cost principles apparently these costs must also be in line with competitive
or current market trices to be acceptalble. Is this correct? If so, does
this same interpre ation apply to affiliates (organizations under common
control, i.e. subsidiaries, i.e. separate corporate entities, etc.? Of one
type or another - minority interest but controlling, etc).



7. Could you briefly state the cost problem areas in which Advance
Understanding Agreements have been negotiated to date under the new
ASPR-15;;

8 . Contracting Officers often require the application of learning curves
in arriving at prices before beginning production of a follow on contract,
and in other situations. Why are they reluctant (or refuse) to pennit
the application of these same learning curve computations in arriving at
the starting costs of a terminated contract for termination settlement
purposes? \ihy aren't auditors for the government more familiar with learning
curve computations and agreeable to covering these problems in all audits,
i.e. for procurement and terminations alike?

9. Is an Advance Understanding - as contemplated by ASPR Committee 
(a) to be covered by special language, on a contract by contract
basis?
(b) "res jUdicata,n in later contracts 

(i) in some service
(ii) let by other military services

(c) to be negotiated on a single-service basis (like overhead rates)

10. Advance Understandings -
1. Is it not the general intent of "Advance Understandings" to bind

both the contractor and all DOD procurement agencies with which
the contractor does business?

2. What is the feeling of the ASPR Committee as to the incorporation
of "Advance Understandings" into contracts by amendment?

11. In the case of a contractor which received its first goverrunent contract
between Nov 1959 and June 30, 1960, what is the operating policy of the
Defense Department in amending CPFF contracts to incorporate the new cost
principles? Is an amendment of this type wholly at the discretion of the
contracting officer? Does the letter issued by the Department of Defense in
Feb 1960 mean there is an obligation on the part of the contracting officer,
whether it benefits the Government or not, to amend contracts let after
Nov. 2, 1959, where the contractor received his first contract of a CPFF
nature'l

12. Capt. Malloy, in view ot the fact that you are Chairman of t e ASPR
Committee, could it be possible to get a ruling on this condition? For
example: A corporation who has a large d~versi£icationof products
has a division holding a prime contract. This prime division (A) has
requested competitive fixed price bids on a piece of hardware to all
companies willing to bid. This corporation has another division (B)
that has the capabilities ~ produce this piece of hardware and enters
into this competition and wins the award. Would the Government allow the
division (A) 1:10 include in its cost the price that the division (B) won
the award on and take a profit on this price?
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13. 1-309 Solicitations for Informational-9r PIa It is
the general po :lcy 0 e Dep en 0 De ense to so ·cit i , proposals
or quotations only where there is a definite intention to award a contract
or purchase order. However, in some cases solicitation for informational
or planning purposes may be justified. Invitations for bids and requ ats
for proposals will not be used for this purpose. Requests for quotations may
be issued for informational or planning purposes only with prior approval
of an individual at a level higher than the Contracting Officer. In such
cases, the request for quotation shall clearly state its purpose and, in
addition, the followi statement in capital letters shall be plaoed on
the face of the request: "THE GQVli'"....RNHENT DOES NOT INTEND TO AWARD A COOTRACT
ON THE BASIS OF THIS REQUEST Fffi QUOTATICN, OR OTHERWISE PAY FOR mE
INFORMATICN SOLICITED."

Question - Will this Regulation be revised to clearly state that
costs generated by these requests will be allowed in
burden?

ASPR - 1 July 1960 - Will ASPR ever eliminate other instructions
that are issued by other Services, such as
AFPI by the Air Force and NPD by the Navy?

3



1/4/61

15-205.22 e

"Recognizing that it is the Contractor's long established practice

to price interorganization transfers at other than cost for commercial

work, in connection with the work under this contract, the Contractor

shall be free, but not obligated, to use any article or service

customarily produced, assembled, or provided by the Contractor in the

regular course of its business, provided such articles or services are

billed at the lowest commercial prices charged to an outside user

purchasing in similar quantities. 1l
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RAYTHEON COMPANY

WALTHAM 54. MASSACHUSETTS TW'NBROOK 9-8400

12 January 1961

Mr. Kenneth Ko Kilgore
Director~ Audit Policy Division
Offl e of t e Assistant Secret Ty of Defen e
Washington 25 9 Do Co

Dear Mr o Kilgoreg

The following are a group of questions which 0 curred to me c fter
reading your letter hich might be worth disc sing in the NSIA Cost
Principle Sympo ium Pa, elg

10 What is the proper base for the distribution of the
Contractor's Independent Developme t costs? There
are appare tly two different points of view in the
Department of Defe seg (1) That it can be distrib ted
only to the overhead ba es applica Ie to prod ction
contracts, (2) That it may be distrib'ted to all of
the cos s of a gi 'en p oduct line, including product
line oriented-sponsored Research and Development ontracts.

20 I have eard some interp.etat 0 5 to the effec tha·
tha portion 0 a Conrac~or's Independen Research
and Developmen which's no s ared by he Government
shoUld become par of the co_t b se for the di trib tion
of the Governme1t's share a Re earch and Development
as well as other G & A co s.

30 Mac inery exis s for e negot"a ion of Advanced Under-
tanding In the a eas 0 Re~earch and Developme to

Certain ot er costs mentioned ~n 15~l07 hou d be
negotiated on a contract-by-·contract ba i with individual
con racting officers eog o pre-contract costs 9 royalties 9

a d possibly ravel costs a related a special or mass
personnel movement. Would iT be appropriate for ASPR to
e tablish machinery for the negctlatio of Advanced
Understanding on other areas relating purely to general
and indirect costs?



4. What is meant by the phrase "Prod
Is an institutional advertisement
System in a trade or technical jo
product advertising?

Advertising"?
displayi g a Missile
rnal properly considered

l

5. In order to avoid formula-pricing on negotiated fixed-
fee price contracts~ would it be appropr ate to expand
Part 6 to include a complete listing of all the considera
tions other than cost which should govern "he pricing
of a fixed-price contractl

6. Is an amendment to Section XV req ired to re ognize the
cost of excess facilities and person el res Iting from
"stop work orders"?

7. Section XV -205.26 makes the statement t at patent costs
in connection with the filing of a patent application
where titl e "is conveyed to the Government are allowabl e.
Is it the intent of this section to .on ider all filing
costs where the Contractor retains til,le but gives the
Government a non~exclusive royalty fee license 9 un
allowable?

8. Why is a modest subsistence stipend for fu 1 ime
graduate trainees considered una lowable especially
when in most ases this stipend constitutes the trainees
only means of support for himself and his family?

9. Is this a correct interpretation of Sec ion XV 205.22 (e)g

That a Contractor who choo. e ~ beea se of the need for
close Engineering liaison, better delivery, qualitY9
and reliability,to buy an item from a division within
his Company cannot charge the Government hi cost if a similar
item is available on the outside a a lower price?

Since Independent Research is dist
the same base (i.e. cost of sales
as G &A expenses, is it practicd
Independent Research?

b ted to approximately
or cost of manUfacturing)
to apply G &A to

II. 15-205.35 recognizes Independent Research and Development
to be an allowable cost for which an adv nee understanding
is recommended but not required. Why is the Government
unwilling in many cases to bear its full allocable share
of these programs in the light of the following premisesl

(1) that the same competitive restraints exist in
the prices of government contracts as on most
commercial products.



(2) satisfactory criteria for the rea onableness
of Research and Developme t expendit res exist
or can be established

(~) a contractor who is forced to share the co t
of his Research and Development is at a
competitive di advantage on his Commercial
products which must absorb the unrecovered
costs allocable to Government Contracts on
his commercial products.

(4) A contractor who chose the disputes route
can probably recover 100% of his Research
&Development on after-the-fact pricing
actions.

I am not sure that these questions are actually pertinent to the panel
discussion to which we have been assigned. nor would I object violently
if you eliminate most or all of them. I am send ng you s fficient copies
to distribute these questions to Colonel Blattau and Mr. Jones. if you should
choose to do so. I am also sending Mr. Beall a copy directly. I would appreciate
receiving the questions suggested by the other members of the panel and I would
also appreciate further opportunity to raise additional questions as they occur
to me.

I am attaching to this letter. a copy of the brief biographical sketch
which I mailed to Mr. Youngblood of NSIA. I look forward to meeting you and
the othel members of the panel at the end of T sdayt s session.



Excerpt trom Transcript ot Eisenhower's News Conference on Domestic and
Foreign Aftairs

New York Times, January 19, 1961 - Page 18 C

* * *
For Informed Citizenry

A. - I know .nothing here that is possible, except - or
useful - except the pertormance ot the duties ot responsible
citizenship. It is only a citizenry, an alert and intonned
citizenry which can keep these abuses from coming about.
And I did point out last evening that some ot this misuse ot intluence
and power could come about unwittingly but just by the vary nature
ot the thing, when you see almost every one ot your magazines, no
matter what they are advertising, has a picture ot the Titan missile
or the Atlas or solid fuel or other things, there is becoming a great
influence, almost an insidious penetration ot our own minds that the
only thing this country is engaged in is weaponry and missiles.
And, I'll tell you we just can't aftord to do that. The reason
we have them is to protect the great values in which we beUeve,
and they are tar deeper even than our own lives and our own property,
as I see it.
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CONTRAaI' COST PRINCIPLES

Captain John M. Malloy, SC, USN

Chairman, Armed Services Procurement Regulation Committee
Office of the Assistant Secretary of Defense (Supp~ and IDgistics)

at the

NSIA Sem:i na.r OD Department of Defense Procurement
Under the Revised Contract Cost Principles and Procedures

Washington, D. C.

January 24, 1961

I would like to congratulate the NatioDal Security Industrial.
Association ror its sponsorship of this semi nar on cost principles. This
exceptioDa1J.¥ large turnout is ample evidence that interest in cost
principles has not d1m1n1shed.

I think it is a particu1.ar~ good idea to have this type of meeting
from time to time to talk about our common problems. However, this poses
certain fnndamental problems for the GoverIllDent representatives. We are
here today to tr8.de experiences with you and to listen close~ to what the
iMustry spokesmen have to say. We w1.ll be Part1cular~ interested in the
type of questions 'Which you put to us as this should be a good barometer
With respect to trouble spots in the application of our cost principles.
The Government representatives who are here today, including DliY'self, are
not authorized to speak of:f'icia~ for the DePartment of Defense. In fact,
we have had o~ a minimum. of advance coordination w1.th respect to our
presentations. However, we intend to provide you with our best informal
vieva and, real1S'tica~ speaking, this should be quite helpf"u1 to you.
As you are aware, the subject of cost principles is an area in which
op1D1ons vary w1.dely. This is true obviously With:1D the Department of
Derense and it 'WOUld not surprise me to hear conflicting views expresSf#d
by 1Dd1vidual Government representatives. This, however, is the nature
of the beast and it is our feeling that the f'ul1 expression of individual
views is the most practical way of reaching the right decision w1~

respect to any pa,rticuJ.ar cost item or cost 1Irterpretation.

It has been our experience that it is not possible to provide
formula or book solutions to every costing problem. From time to time,
we are asked by contracting of:f'icers for such neat solutions and, oddly
enough, we get just as J:II8.D;y requests from. individual cOJllP&DiY representatives
for such automatic solutions. Everyone, of course, wants these neat
packages when it suits his own particular purpose, but I em rather certain
that our discussion over the next two ~s will amply demonstrate the
:fallacy of this approach.

Our goal, duriDg this meeting, it seems to me, should be to isolate
arr:r possible soft spots that may ccae to light, so that we in Government



may study the particular area fUrther. While we have foUlld that there are
often 110 easy answers to SClDe oblems soc1ated nth the cost principles,
pa.rticula.r~ insofar as changing the Armed Services Procurement Regulation
is concerned, f'requent~ are able to take other administrative action to
advise our contracti officers negotiators of the under~1ng purposes
of SCIDS of the ASFR provisions.

In aD\Y eveDt, please be as ured of our ,good intentions and motivations
in cODDection nth our continuing study of contract cost principles. Above
all, I suggest that you not develop a feeling of frustration just because
easy solutions are not forthcardng on the spur of the m.aDtent. Arter
all, I need nat rem1Dd you of tl!1e problems that remain in your own
campanie from to week.

I do not feel that e:tq good purpose would be served by re-hashing
the maDy argumeDts aDd counter-arguments which re:tuJ.4r explored and
evaJ.uated prior to publication o't our cost principles. Rather, I inte
today, to cover bri fly the basic under~ purposes ch motivated
us to adopt so-ca comprehensive cost pr cipJ.es and some of the current
problems that we face in implementing e:rq regulation, pa.rticular~ one as
ceBpl1cated and as far-reach1Dg as is involved in cost principles. I nll
cover the use of cost principles aDd cost breakdowns in the pricing and
J1egotiations of contracts as I am sure that this subject will bubble to
the surface several times during our discussions. I believe that you may
be pa.rticular~ 1Dterested in SaDe Of the areas of the cost principles that
we are current~ studying and, hence, I nil out1..1ne these for you.

Most of you are aware ot the fact that the co t principles were in
the process of consideration nthin the Department of Defense for a period of
several Years prior to their publ1cation on 2 iber 1959. 'When f1nal~

adopted, they had been considered, in SaDe de 11, at high leveJ.s nth1n
the DePartment ot Defenae. We had several basic purposes in miOO in this
exercise. We had the obvious problem of uPdating our then existing cost
principles, wh1ch were originaJJy pu l1shed in 1949, and which remained
es eDt~ unchanged over the years. Also, we were seeking to achieve a
greater degree of uniformity on costing matters Within the Department of
Defense and amoDg our various contractors. I recall a di c sion which I
had about two years ago with the CongreSBJDaD trom "II13' own District who was
an active member of the House Armed Services Committee. For same reason,
he just coul.d not rst wb;y", tor example, t cost of incentive bonus
plans was not allowed one milltar;r department, while the other two
dePartments had te1:t1ed fore the Committee 'that t '1' could see nothing
wrong nth this type of expense e, t t it was being allowed to the
extent that over-all c~10 reasonabJ.e. His ra'ther pointed question
to me was, "'Why doeq!'t the De nt o't Defense e up its mind with
respect to thi area ot cost aDd put all coDtractiDg officers on the same
team?"

In addition to seeking unitorm:l. , we were aJ.so at'ti ~ to provide a
trsmework so that a Particular cost wou1.d be treated, policy-wise at least,
the same 'Way, regardJ.e s o't the type of contract employed. We could see no

2



reason why our policy should be different on an item -- such as contributions
and donations -- under a cost-type contract as against a follow-on contract of
a fixed-price type. In other words, we feel that a cost is a cost regardless
of the type of contract involved. In makiIlg this generality, however, we do
not intend to lose sight of the inherent di:f':f'erences which are reflected
in the particular type of contract used. However, these inherent di:f':f'erences,
such as degree of risk, for example, should be looked at squarely, aDd
evaluated on the merits, rather than be buried in a di:f':f'erent cost treatment.

In connection with the individual elements of cost, we adopted what we
consider the best result possible under all of the circumstances. By this,
I mean that other elements of the GoverDment» such as the General Accounting
O:f'f'ice and the Congress, have long held strong views in some areas, and these
views could not be ignored. Up to the present time, we have been success1"ul
in defendiIlg several of the allowable cost items against critics who reel
strongly that the Govermn.ent should not pay for certain particular types or
cost.

~ of you have beDt m:r ear privately to convey the word that the
implementation of these cost principles throughout the Department of
Defense bas been rather harsh. There are inherent problems of implementing
policy decisions in e:Dy' organization, particularly one as large as the
Department of ~fense. This is probably the most difficult problem that we
face in developiIlg ~ important part of the Armed Services Procurement
Regulation. We attempt to develop policy which is at once applicable to the
large contractor and to the small contractor, and to the contractor doing a
large volume of business with the Department of Defense and a contractor
whose total volmne of business includes only a small portion devoted to the
Department of Defense. Interestingly enough, during the developnent of our
cost principles, one of the strongest industry objections was concerned with
the degree of specificity and detail which we insisted was a necessary part
of the cost principles package. We are now finding that industry representa
tives are ccmI.Pla1n1ng that our regulation is not specific enough. In other
words, industry, on the one hand, argues for general pollcy guidelines with
max:lJaum reliance on the application of individual judgment to specific
situations w:pile" on the other band, industry seeks specificity in" the cost
principles as a protection against the application of the wrong kind of
judgment (:from their point of view) beiIlg exercised by a contracting o:f':f'icer.

In an;y event, the military departments have issued. very little in the
way of 1mplementiIlg instructions. All of the departments are in complete
agreement that it would be unwise to allow extensive unilateral implementation
of the cost principles. This is not to say that there bave been no suggested
implementations. For example, many' contractiIlg of'f'icers feel that our
coverage on travel per diem, and moving expenses is too broad. They want
yardsticks, such as suggested per diem rates, or maximum limitations on the
weight of household. effects such as are applicable to Govermn.ent personnel.
For the mameDt at least, we are of the opinion that these matters are best
lett for individual evaluation against the over-all test of reasonableness.
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I wo l1ke to turn DOW' to the use of cost priDciples pricing. I
have fcPUDd that teel1J::ls of'ten runs high heneve this subject is broached.
AJj a _tter of fact,' the a~l1 billty of our new cost principles in the
fixed-price area was the mo8't significant area ot discussion 'Within the
DepartmeJ7t of Defe our co ideration of the cost principles. ~
know: dgeable people t the Department r genu1l:le~ concerned that
~ cost principles eveloped tor use outside of the cost rea sement
contract area w 1nevitab~ result in formula pricing, or the autcuatic
resolution of pric1J:Jg problems strictly along accounting 11 s. others felt
just strong~ that it was essential. to so ricing that the parties
have a clear understa.nd1ng of t cost baseS' aDd that the peculiarities
of the contracting situation should thereafter be handled through appropriate
types of contracts or specia contract provisions.

We have set forth our llcy direction 0 the application of cost
principles to otbe than cost type co racts Section XV, Part 6.
Here we ha doDe our level be t to come at this problem. a real1Btic
t bion. We made what I consider to be a Ta11d tinction between retro-
spective pricing and forward pricingo We very care~ cated that our
b8.sic pric1Dg pol1cie and proced s, ch are coIIta1ne in Section III,
Part 8 of the Regulation, are gave and shall be followed in the
negotiation of :fixed-price contracts. We have indicated, in a straightforward
manner, that the cost pr ciples are to be ed as a de in the evaluation
of cost data, when such evaluation is required to establ1 h fair aDd reason,.
aole prices.

I have orten bee asked to elaborate on the term Itshall be used as
a guide. It Here we s ~ mean that our cost principles hould be followed
in the usual situation, and that a co racting ott1cer 'Who departs from the
cost principles sumes the burden of justifying his action. 'l'h1s seems
only fair, and is the type of c l1ance 'Which you would expect from the
employees of 'your c<:llrpat/\y carrying out state con:r.P8D\Y policies. However,
we mean 'What we say when we indicat that cost accounting data may
provide guide tor ascertaining fair c tio , but rigid
measure of it. other types of dat , criteria, or staDdards ~ :furnish
rellable guides to fair cODlpens tios. The a U1ty to P.P~ andards of
bus:lJ1ess judgJDent, as d1stinct tram strict accountiDg principles, is at
the heart of a gotiated price or sett1.emen't.

I em awa:re of the 1Ddustry coDteJrtio tbat, however well 1Jrt nded
our policy pronouncements i tbis area, t actua1 tact is tbat defeue
contracting ofi'icers are eDgagiBg 1Jl formula pricing on a large scale.
It is most d1t'f'icult for to objective evaJ.uate this ccmtentio. I
thiDk it saf'e to S8\Y' that we are~ a great deal more attention to cost
~sis now thaD d1 the to We are 0 requiring our major priJlle
coutractors to do the s t Thi greater attention to cost on our
part is not necessar1~ attri tab to the blication of the cost principles.
We have a great deal o't ev1denc , 1 from reports issued by the
General Account1J2g ortice, that aM our cont ctors have not been
attentive eoough to the cost aspect ot our gotiat1on procedures.



We~ intend that our people pay more attention to cost JI but o~ in
those areas where such attention is essential to sound pricing. We
make no apology for this, and consider it to be a sound step in our
determiDation to tighten up all along the line in our pricing am
administration of large contracts.

I would like to change direction slight~ at this point in order to
advise you of some of the actions which we have recently taken in the area
ot coS't principles, and to outline some of the specific matters which we
have under active study at the present time.

We have completed draf'ts. ot cost principles applicable to the
acquisition of facilities and to construction contracts. These cost
principles will appear 111 Parts ~ and 5 of Section XV. Both of these new
Parts incorporate the basic pr1m.ciples found in Part 2, and set forth o~
those particulars which are peculiar to facilities or construction.
Appropriate industry associations are currently being atf'orded the opportunity
ot revieWing and. commenting on these new Regulations.

The Bureau ot the Budget has very recently revised its circular A-21,
which prescribes coS't principles applicab~ to research contracts with
educational. 1nS't1tutions. ASPR Section XV, Part 3 Will be changed in the
Bear future to reflect the changes directed by the Bureau of the Budget.
The~e changes are, tor the most part I of a .clarif'y1ng nature, although the
cost of the Sabbatical leave Will be a.l.lowable, whereas this item is
UBa110wable now.

We f1rJnly believe that changes in Section XV, Part 2 should be kept
to the absolute minimnm.. other speakers on today's program will elaborate
on the difficulties. that are encountered when di:f'ferent sets of cost
principles are being used by a pa.rticWar contractor. We have been think1Dg
seriously of establishing a new Part 7 in Section XV, which would contain
so-called cost interpretations. Here we might include additional guidelines
as to reasonableness or allocability in connection with a particular cost
item, even though the coS't principle itself remains undisturbed.. ';['his may
sound l1lte an easy solution to the problem of mim1m1 zing cba:Bges in the
cost principles themselves, but we have found, on a.nalysis, tbat the creation
of a part on cost interpretations might well introduce a myriad ot additioD8.l
problems, particular~ of a legal nature. While we have not necessarily
abandoned this idea, we have not as yet came upon a spec1f'ic situation
which would lend itself to this treatment.

Now, for some specific areas that have been, or are currently occupying
our attention. We are making a change in Paragraph 15-205.6 which concerns
the reasonableness of location allowances -- sometimes called "supplemental.
P8\Y1t or lIincentive pay. 11 The effect of this change is that these coS'ts will
be recognized only where, aDd so l<mg as, the isolation or unfavorable
enviroument of a particular site makes such ~nts necessary to the
accamplishmeut of the contract work without 1,1J]8cceptable delays. This change .
wh1ch will be published in Revision 3 on 31 Jauutu-y l.961 shou1d have a mipimum of
effect on most contractors, and will be applicable only to certtdn situations
where abuses have developed.
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~ t cosot 1DYolved'in the area ot recru1t1J:lg expense continues
to tter of concern t us. A recent stud;r by the De Dt of
Dete!' e indicates that the level of recru1ting DBe tor detense con-
tre,C"~JrS is considerably in excess of that being ienced by cont ctors
e d in civil.1aD bus s. le :t 1081 expect higher
cost :;, in the less stable area. ot defense business, we can all recognize
the .7tential abuses which are possible. The Military' Departments will

MIoI.&,.......1II; to ster this particular c tego of ex:pe With a hea:
• We do not.. however, cont late aD3' change in the co principles

er~lmr this item.

rtising in trade and te~.1 18 presentiDg some
ve icult problems ot tratioD. This area 1nvolves a _ .......
fract on of the total cost picture, but there i8, nevertheless,· a
subst ial ot mo ;r iDvolv • Our cost pri iple is couched
in ,- ral t , aDd we have faced with ditf'ereDt applications
within the lit ot Defense in this area. We are also aware t
the r ot trade aDd te cal .1ouruals is incr as1ng at a fast clip.
We have attempted to d amplitication aDd clarif'1cation of
cost prinei le, bttt without much success. W are DOW UDdertak1Dg a basic
at t dete.rm1ne just wbat our etense policy in this are ould be.
I ))18 to predict the autc of this study at this time.

A q stion bas arise with res ct to whether independent develo:PDent
ex:J~LBe c be allocated to all work t the contractor in the contract
product (inc]; 1Dg re earch' and deve10pDent rk), or whether

epeDdent evelopnerrt expense c be llocat o~ to pro ction
co ets. t problem arose with respect to the interpretation ot
the prov1 ions of the cost principles s n worded, we are studying
'the tter to seek right sol; ion. other words, a de avo look.

is a close question aDd we hope to :ve this tter clari ied in the
t

A problem arisen wit respect to the allocation of certain
property taxes. This problem is aggravat d in states ere t

applieab1llt ot te taxes to de anse terial i in dispute.
que -ioD. is 'Whether such taxes hould be s gregated and allocated d1rectl\V'
to !_.ch cJa.as of amer.. l.e., Gove nt work and commercial work, or
whether the taxes should 0 into a:n overhead pool tor allocatio the
usual. • I 18 our teutative view that these taxes, when igD1f1caut
in t' , sh be bancUed s direct costs. We are in the proce s ot
study1J:lg the appropriate method ot 1mplemeJrtiDg this conclusion. This may
.resuJ.t in a e to tbe co t principles to our st d clauses,

ll.

We are g1nn1 ng to hear that saue coDtraC'tors are seeking to gain
a liberalization of the cost principle concermed wit charge tor :t ial
transterred betwee plants or divisions UDder a c coDtrol. Our present
ABP.R coverage 0 t s s bjeet represents a liberalization the prior

reatmem. Mal\Y of will re that industry recommended a mar liberal
policy in this area. However, the preseut regulation i ess Dt~ ODe

of c am1s between the ustr;r aDd Government positions. c es

6



have indicated that they do not want to give the Government the "most
favored customer" price. Problems have also arisen with respect to the
term "sold by the contractor through commercial channels." Problem
areas arise here in connection with an item. that has o~ a military
application, and is sold as a subcontract item exclusively to other
defense contractors. I think it safe to say that we are not disposed
to make aD\Y basic change in this particular cost principle at this t1me.

One firJal item concerns itself with bidding expense. Several
abuses have been reported in this area, such as extensive research and
developuent e:f"f'ort that is improperly labelled as bidding expense. There
are also problems in the area of unsolicited proposals. We are receiving
a great maDiY' unsolicited proposals 'Which are submitted in great detail -
that is, they are completely engineered to the final line on the blueprint,
rather than being presented in broad framework for evaluation. The costs
of this e:f"f'ort go into overhead and are, of course, reimbursable through
our contracts. We feel that there is an area of excess cost involved here
and, more :Lm:portant, there may be a waste of critical engineering talent.
This is an area in which we have very little control today'. Obviously,
we want to continue to receive unsolicited proposals for evaluation,
but we definitely do not need such extensive engineering detail, and. we
definitely want to cut down on needless cost in this area. Our
appropriation situation is such that we Call only fund a small fraction
of the proposals 'Which are received. Continued lack of restraint in this
area 'Will inevitably require that we impose additional restrictions in our
Regulation.

It has been nry purpose this morning to provide you with same back
ground material with respect to the contract cost principles. We do not
claim that everYthing is perfect. We recognize that both Government and
industry are still acquiring experience under the new cost principles.
However, we have heard nothing yet to indicate that arry basic or major
changes are necessary or desirable in our current Regulation. We are
most amdous, however, to take such steps 'as T.JJB.y be necessary to clarity
and improve our Regulation. We most certainly are desirous of preventing
the misuse of the cost principles. I have indicated to you the areas that
are currently causing some d1:f"f'iculties and are requiring our attention.
I am loaking forward with anticipation to a discussion in depth over the
next two days on this important subject. It will surely produce good
results -- if only to make everyone, on both the Govermaent and industry
sides, more precisely aware of the ground rules.
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QUESTIOOS ffiESENTED AT NSIA COOT PRINCIPIES saUNAR
24 and 25 January 1961

1. Although you have said that it may be necessary for the Services
to issue implementing instructions - why does the Department of Defense
permit confiicting instructions to be issued on interpretations of the ASffi?

2. Why doesn't the Department of Defense require that all lamenting
instructions by the three Services be cleared by the Department of Defense
to assure that the instructions are in compliance with ASIR?

3. Why is it that one branch of the Govermnent (Internal Revenue Service)
allows a contractor's expense and another branch of the Government (D<D) does no

Examples: Advertising
Interest

4. Entrance into an advance understanding on independent R&D e:x;pense
must be done with fnll lmowledge of all the particulars involved. If p tent
rights to independent R&D inventions are not requested at the the of the
advance understand1ng but are requested during the negotiation ot individual
contracts subject to the advance understanding, a contractor does not know
the full cost of the advance understanding entered into.

What is the Government's intent on requesting patent
»ights to independent R&D inventions and when wi it
request such rights?

5. In quoting on Fixed-Price contracts, why is it necessary to prepare
cost breakdowns, bills of materials, tabling lists, etc. when the contracting
agency admits frankly it is only interested in the low bid? This adds
considerable costs to our operations when the :information is not used unless
one is low.

6. Is the Statement of Cost Principles the only pUblished or unpublished
statement of policy (or interpretation of policy) on "Pre-Contract Costs?"

7• Use of contmgencies in contract pricing. Why should contingencies,
properly used, be frowned upon and cost questioned by auditors and negotiators?
Contingencies can be effectively used to both increase or decrease a basic
price proposal, or any element thereof.

8. In the iJDplementation of Section XV of the ASPR, many people expect
contracting officers to use sO\U1d business judgment in determining reaa bleness,
yet every day moat of the problems reS'Ul.t from a difference of opinion 0

reasonableness. What is being done to 1nsure C. O. development :in this
sould business jUdgment?



9. On the question of mortgage interest - Should steps be taken to
distinguish this cost from other kinds of interest thereby removing
the present penalty of realty ownership?

10. Let I S face the fact that all DC[) proourement is~ from
difficulties with GAO and Congress. Why, as you lay awak~ts worrying
about ,new ways to squeeze the contractor, do you not also seek ways to pay
for fair costs incurred? Money which you are, in effect, bo~ from the
contractor - not even GAO could argue that this is a fair cos •

11. Witil the development of different approaches to cost recovery
as implied by the issue of separate set of cost principles by AEC, what
efforts are being exerted to achieve a common set of cost principles for
all Government agencies?

12. Has Bureau of Budget authority to dictate changes in ASPR cost
principles? If so, on what authority - statute, executive order, or what?

13. Re ASPR-15-205.ijh(b). Costs of part-time education relative to
job requirements of bona fide employees. The words "related to job
requirements" are subject to different interpretations. CouJ.d you discuss
the intent of the paragraph, ASPR 15-205.44(b)?

14. Location Allowances at Field Test Sites. EJcpense allowances and/or
bonuses for living at field test sites must be considered along with total
salary in determjnjng reasonableness of over-all compensation to personnel.
How does Dill propose to control (through ASffi Cost Principles) the payment
of eJq)enBe allowances or site bonuses without also controlling over-all
salary? Is it proper for the DW to attempt control of salaries? (I think not).
How do contractors meet co~etition in payments to employees when controls
on method of payments are imposed?
I would like to have some discussion on this subject.

15• La'WYers and the problem of "consideration II are blamed for the DOD
re1'usal to permit wholesale substitution of the new principles for the old.
Couldn-t this be done under Title II residuary authority - ''without consider
ation" - on the Secretary's :rinding that it would facilitate the national
de:rense (in administering controls)?
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16. The 10 Febnlary 1960 memo of the Assistant Secretary of Def e
to the Assistant Secretaries of the Arrrry, Navy and Air Force relative to
uniform procedures for the implementation of the revised cost principles
provided that contracts entered into after the effective date for the "naw ll

cost principles (1 July 1960) could provide for the extension of the
applicability of the "old" principles through the end of the contractor's
current fiscal year. Where the extension has been granted, do the lInew"
cost principles automatically come into effect at the close of the con
tractor's fiscal year or does it remain as a requirement that the sb11"t
from the "old" to the "nevll co t principles may be a lowed only ere
is no disadvantage to the Govermuent?

17. In the absence of an amendment to an 1I01d" contract to provide
for the application of the IInewll cost principles, is it proper for
contracting officers to seek the incorporation of the "newllcost principles
to amendments or supplemental agreements to such contracts where the scope
of the work or procurement is significantly increased?

18. What is the real intent of the new Sale and Leaseback Provi ion?
Is Mr. Landesco's interpretation correct?

19. Re: Sale and leasebacks:

1) Is rule different 'When lease used as a means of or1g1nal
financing - (i.e., where contractor never had title) -
as opposed to when contractor had title, then calls a lease
back?

2) Is contractor prohibited from realizing legitimate product
so long as rental fixed is fair, reasonable and conpetitive?

20. 'Why should .!!!L. costs be disallowed?
Why not allow all costs to be spread proportionately over all
tn>es of business, and apply the ruJ.e of reasonableness, plus
acceptability of the contractor's accolUlting system?

21. ASPR III, Part 9, apparently intends that (a) contractor's
Purchasing Systems and (b) Major INdividual Subcontracts will be reviewed
and approved on basis of new ASPR XV (i.e., in pricing ~ cost analysis)
among other bases.

a. What is the ASPR CoJlD'llittee plann:iJlg to do regarding some
of the IIcost audit and transfer" (from subs to primes) problems mentioned
by Mr. Cook of Westinghouse?

b. In the meantime, what can procuring activities do to meet
such problems?
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