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Honorable Perkins McGuire :;27ﬁzy
Assistant Secretary of Defense
(Supply and Logistics)
The Pentagon
Washington 25, D. C.

My dear Mr. MeGuire:

In accordance with your suggestion of October 15,
1958, made during the joint industry-govermment conference,
we are submitting herewith a further amplification of the
views of the Machinery and Allied Products Institute in re-~
gard to the proposed adoption of a comprehensive set of con-
tract cost principles. This statement is presented in
behalf of the capital goods and allied equipment industries.
Although, as you know, many of the companies in these indus-
tries are important govermment prime and subcontractors, the
bulk of their production f£alls In the commercial area.

May we express once more our appreciation for the
personal interest which you and Secretary McNeil have taken
in fthis subject, as evidenced by the October 15 conference
and by your willingness to receive supplementary written
statements of industry views. Ideally, we might have hoped
for additional time in vhich to file our supplemental state-
ment, but we are most anxious to comply with the filing dead-
line of fifteen days from the date on which the transcript of
the October 15 meeting was received by this organization.

In our opinion, the proposal for application of a
set of comprehensive cost principles to all types of negoti-
ated contracts becomes wholly meaningful only as we relate
it to developments in the entire field of national defense.
For this reason we should like to review briefly the history
of this suggestion and--before proceeding to any detailed
examination of the proposal itself--to set it against the
backdrop of our total national defense program, considering
it in this broader perspective.

(THE FACILITIES OF PRODUCTION, DISTRIBUTION, TRANSPORTATION, COMMUNICATION AND COMMERCE)

'Lq,z? MACHINERY & ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION, COUNCIL FOR
ffl}[ TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GDODS CTH
IN ADVANCING THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES

INSTITUTE
REpublic 7-6512
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The antecedents of the present proposal.-~For some years the Depart-
ment of Defense, acting partly upon its own motion and partly by reason of
suggestions from Congressional committees and the General Accounting Office,
has attempted to develop a set of cost principles which could be applied to
negotiated, fixed-price contracts as well as cost-reimbursement contracts.
This process, covering a period of some four or five years, is an outgrowth,
of course, of developments dating back to the World War II use of T. D. 5000,
the War and Navy Departments' "Green Book," the post-World Var II Joint Termi-
nation Regulation and, finally, Sectlion XV of ASPR which controls the reim-
bursement of contractors' expenses under cost-reimbursement type contracts.

This record of development, culminating in the present proposal,
contains one interesting experience that is especially relevant to the document
here under consideration. A Munitions Board memorandum of November 15, 1949,
vhich limited the mandatory application of ASPR cost principles to cost-type
contracts, nevertheless permitted their use "as a working guide” in fixed-
price negotiations. In practice the working guide assumed the status of a
rigid standard and, for this reason, permissive authority for the use of cost
principles in connection with fixed-price contract negotiations was revoked by
Department of Defense Instruction 4105.11, November 23, 195k.

So much for a brief history of the current proposal's antecedents.
Let us now consider the history of that proposal against the broad background
of the over-all national defense progranm.

Urgent need for reappraisal.--This recital of the present proposal's
history is important, we think, because of some startling recent developments
in military technology that have altered radically and permanently the total
defense posture of the United States. The changed circumstances flowing from
these developments are financial and managerial as well as tecnnological and
strategic. They are of such a fundamental nature as to require a most careful
re-exanination of all procurement policy and procedure. We helieve that you
should give primary consideration to the question of whether or not the pro-
posal for a comprehensive set of cost principles drawn in the form of Section
XV of ASPR--which has never been a completely sound proposal in our judgment--
may not be altogether inappropriate at this time.

The Soviet Sputnik.--As we have noted, the case for application of
ASPR cost principles to all types of negotiated contracts has developed during
the post-World War II period which culminated in the launching of an earth
satellite by the Soviet Union. This latter event, marking the dawn of the
Space Age, has given rise to grave Congressioral concern with the state of our
national defense, highlighted by the hearings before the Preparedness Investi-
gating (Johnson) Subcommittee of the Senate Armed Services Committee.

In addition to its numerous recommendations for enlargement and im-
provement of our national defense in terms of military programs and weaponry--
with which this statement is not directly concerned--the Johnson Subcommittee
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recommended in connection with stepping up the tempo of our defense effort a
simplification of our military procurement procedures. With this latter recom-
mendation our statement most emphatically is concerned.

The testimony of certain witnesses pointed up the shortcomings of our
present procurement system, and such testimony is emphasized in the remarks of
Senator Saltonstall in proposing certain amendments to the Armed Services Pro-
curement Act (10 USC 2301 et seq.) on October 14, 1958. Senator Saltonstall
said:

"We have great confidence in the vitality and initiative of
American industry. The free competitive system which has
enabled our nation to achieve unheralded industrial advances
should be able, as it has in the past, to achieve military
weapons superiority second to none. But, as Professor Liv-
ingston of Harvard so aptly pointed out when he testified
before the Preparedness Investigating Subcommittee hearings,
our present system of defense contracting does not encourage
those forces 1n our industrial establishment to work...
Ironically, livingston pointed out, even in the controlled
econony and industrial establishment of the Soviet Union
great rewards were provided for success in scientific and
technological areas, and penalties for failure. The Russians
know full well the virtue of the incentive system. If the
future security of the United States depends upon its ability
to develop in the shortest possible time modern weapons of
destruction so as to deter our enemies from aggression, then
we must make full use of the inherent characteristics of the
American industrial system which give it vigor and strength.”

It should be emphasized that the remarks of Senator Saltonstall and
Dr. Livingston are typical of suggestions, both in and out of govermment, for
increasing contractor incentives.

Contradictory trends in governmment procurement.~-The spirit of the
observations quoted above appears to have been reflected in a series of devel-
opments within government itself. First, it seems evident that the Military
Services themselves are underteking a fresh appraisal of the awesome technolog-
ical problems thrust upon them by the Space Age. There is evidence, moreover,
of a desire on the part of the Services to share increasingly with private
industry the technological and financial burdens thus created.

General Quesada, newly appointed Administrator of The Federal Avia-
tion Agency, bespoke this attitude in a recent speech in which he suggested
that industry and govermment must "start work immediately on working out some
new concepts embracing the ways in vhich we reward industry's efforts for
sclentific and technological development of advanced weapons."' The report of
the ad hoc Committee on Research and Development of the U. S. Air Force
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Scientific Advisory Board--the Stever Report--emphasizes the same point in
these words: '"Contracting procedures should be changed to give contractors
greater incentive to do research development work more effectively." In the
legislative area the extension of the Renegotiation Act for a period of only
six months--with the proviso that the process be subjected in the meantime
t0 a searching Congressional study--would seem to offer further evidence of
a nevw locok by Congress at the whole question of providing incentives and re-
moving disincentives to more efficient production of war materiel.

Within the framework of the Armed Services Procurement Regulation
itself we find within recent months substantial improvement in regulations
relating to pricing policies for negotiated contracts and in the acquisition
of contractor's proprietary technical know-how. This whole complex of state-
ments and action had encouraged us to believe that a new spirit was abroad in
the whole area of govermnment procurement. Unhappily, the dogged pursuit of
this proposal for an across-the-board application of cost principles seems to
us wholly inconsistent with the current emphasis on the new spirit described
above and would, in our judgment, represent a serious backward step.

Let us turn now from the background of this proposal to a more de-
talled examination of specific questions which it involves.

Considerations of Public Policy

In the recent industry-Department of Defense conference on this
subject, repeated reference was made by govermnment spokesmen to considerations
of public policy, particularly as they dictated the disallowance of certain
items of expense regarded by industry as normal costs of doling business.
Although raised for the most part in comnnection with the discussion of spe-
cific items of cost, we suggest that certain overriding considerations of
public policy apply with even greater force to the question of the applica-
bility of contract cost principles with which this supplemental statement is
primarily concerned.

A reading of the Armed Services Procurement Act (10 USC 2301 et seq.)
in conjunction with its principal administrative implementation, the Armed
Services Procurement Regulation makes the advertised bid method of public
contracting a preferred method as an ummistakable matter of both legislative
and administrative policy. Although the statute deals with the point only
by indirection, ASPR, we thinlk, harmonizes completely and specifically with
legislative intent in according the next order of priority in procurement
preference to the firm, fixed-price contract. (Since the descending order of
subsequent preference 1s well summarized in a quotation from Lt. Col. George
Thompson, USAF, appearing at a later point in this statement, we shall not now
dwell further on the matter.)

In addition to these express legislative and administrative prefer-
ences of procurement policy, ASFR itself contains one further significant
statement of general procurement policy that deserves repetition in this con-
nection: "It is the policy of the Department of Defense to procure supplies
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and services from responsible sources at fair and reasonable prices, calculated
to result in the lowest ultimate over-all cost to the govermment."

We regard these propositions as central and fundamental policies of
Defense procurement to which all other considerations of public policy=-=from
whatever source drawn or imagined--must be subordinated. Moreover, we cannot
believe that policy demands a broadened application of proposed cost principles
if, as a result, "ultimate over-all cost to the govermment" is increased. And
this is precisely the result we predict in that eventuality.

At the risk of repetition we cannot fail to add that the widespread
and continuing suggestions for the enhancement of private incentive in defense
work--to some of which we have referred briefly above--are not only entirely
consistent with these basic policies of military procurement but would lead
almost certainly, in our Jjudgment, to improved contract performance, an in-
creased interest in defense production and a very considerable reduction in
ultimgte over-all cost to the government.

The real issue to be decided.--The realities of the situation as well
as the evident concern of your staff with questions of public policy demand
that the resolution of the question now before you be based upon the broadest
possible considerations of public policy. This being so, the issue to be de-
cided may be stated very simply: Would the present proposal for application
of contract cost principles in their present form to all types of negotiated
contracts serve the public interest?

We do not believe that it would.

The Present Proposal

In turning to the applicability of the proposal before you, we
should point out once more that we do not regard ASFR cost principles--~in
either their present or proposed form--as desirable or proper standards even
for cost-reimbursement type contracts.

The principal change in procurement practice to be effected by
adoption of the current proposal would consist in applying a revision of the
present ASPR cost principles to fixed-price as well as cost-reimbursement type
contracts. Having in mind the effect of the proposal's adoption upon the
broad public policy question posed above, we should like to consider it in
terms of its essential nature, its effect on negotiated, fixed-price contracts,
its use and effect in "cost-related areas," its effeet upon normal business
incentives, its effect on subcontracts, its effect on contract termination,
and its effect upon the normal incidents of contract negotiation.

The nature of the proposal.--As a part of the colloguy on the subject
of applicability at the recent Pentagon conference, the observation was made
that industry spokesmen were confusing the applicability of proposed cost
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principles with their content. We submit that one can no more consider the
results of applying this proposal without considering all four cormers of
the document than one could judge the worth of a horse without examining the
beast. What, exactly, 1s the nature of this proposal?

Although the document here involved purports to be a statement of

cost principles, it comsists in fact of a relatively brief statement of

inciples followed by an extended and detailed specification of costs which

e allowable or unallowable in certain contract situations. Experience per-
sjades us that in a practical contracting situation the statement of principles,

ch as it is, will be disregarded and the contract administrator will rely
pon the specified list of allowable or unallowable costs. Moreover--and de-
spite protestations to the contrary with which we shall deal later--the extent
of allowability or unallowability of any item of contract expense identified
in these "principles" would almost certainly be the same under either a cost-
reimbursement or a fixed-price type contract.

We have reiterated these elementary propositions only because we
regard them as fundamental to any consideration of the applicability of the
proposed cost principles.

The proposal’s effect on fixed-price contracts.-~-Having in mind the
basic and unavoidable character of this proposal, we reiterate an argument
which we have advanced repeatedly in the past that promulgation of a "compre-
hensive" set of cost principles applicable to both negotiated, fixed-price
and cost-reimbursement type contracts will serve to convert fixed-price con-
tracts--in one degree or another--into cost-reimbursement agreements. We
regard this result as inevitable, both as a matter of logic and as a matter
of experience.

In their present form the proposed cost principles represent an
artful piece of draftsmanship and an evident effort to respond to prior indus-~
try criticisms relating to the inevitable effects of an across-the-board
application of cost principles. Specifically, the proposal declares that
cost principles are to be used (1) "for the determination of" reimbursable
costs or cost-reimbursement type contracts, and (2) either (a) "as a basis
for" the development and submission of cost data and price analyses--in sup-
port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu-
ation of cost data" in retrospective pricing and settlement or "as a guide in
the evaluation of cost data" in forward pricing.

, The excerpts from the regulation quoted above are, of course, those
Phrases which go to the very heart of applicability of the proposed set of
. comprehensive cost principles. The distinction which the draftsman of this
“\j regulation has attempted toc make between applicability of cost principles in
§\§j& cost-reimbursement and fixed-price contract situations is an exceedingly nice
\w' one. We believe, nevertheless, that this distinction, however nicely drawn,
will become a distinction without a difference in practice.
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A chronology of the process by which the present phraseology of
applicability came into being may be instructive. When this proposal was
first publicly mooted in Mr. Lloyd Mulit's letter of May 28, 1956, the Insti-
tute called attention to what we regarded as a built-in weakness in the pro-
posal--"...we urge that any generalization of contract cost principles be so
framed and administered that it may not serve as a deterrent to greater em-
phasis on firm, fixed-price contracting.” Doubtless, other industry associa-
tions had the same concerm.

The September 10, 1957, draft of this proposal attempted--with
sonevhat less than complete success--to avoid this change by careful distinec-
tion as between the proposal's aepplication to fixed-price contracts and cost-
type contracts. Our comments of December 16, 1957, once again pointed to the
impossibility of a distinction in practice.

Apparently unsatisfied with this attempt, as was industry, Pentagon
draftsmen have tried once more with the greatest care and the utmost sincerity
to overcome this problem in the language quoted above. We commend the effort.
We cannot fall, however, to entertain grave doubts as to the manner in which
this theory of differing applicability will be treated in actual procurement
practice.

The almost inevitable obliteration of any distinction in actual
practice is illustrated by a landmark decision of the Armed Services DBoard
of Contract Appeals, the Swartzbaugh case. As you will recall, the gquestion
involved a dispute over the interpretation of a contract price revision art-
icle. The contracting officer sought to apply present cost principles. In
its opinion the Board said "in contradistinction to a cost-reimbursement con-
tract, Form IV of the Price Revision Article depends on negotiation and its
sequel, compromise. Under contracts calling for the reimbursement of costs
it is appropriate to audit in detail each expenditure and to test its allow-
ability by the standards of the statement of cost principles {ASPR, Section
XV). Such a detailed audit is neither required nor desirable in price revi-
sion...The statement of cost principles (ASPR, Section XV) upon which many of
the disallowances were specifically based by contracting officers is not con-
trolling in negotiations for revision of price.”

The case in question involved a redeterminable fixed-price contract
but the principle announced by the Board of Contract Appeals applies equally
to the negotiation of price under any type of fixed-price contract. We be-
lieve the philosophy of the Swartzbaugh case is entirely correct, but we
think this philosophy would be largely destroyed by adoption of the proposal
here under discussion, and The Pentagon's own past experience with the Muni-
tions Board memorandum referred to above further convinces us of this result.

The proposal’s use in "cost-related areas'.--The case for an across-
the-board application of contract cost principles appears to rest finally upon
the proposition that such a standard is required for examination of "cost-
related areas” under both fixed-price and cost-type contracts. A corollary
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proposition holds that a cost under a fixed-price contract is no different
from a corresponding cost under a cost-type contract and that both should,
therefore, be judged by reference to the same standard, i.e., a common or
comprehensive set of cost principles.

Ve think no one would argue seriously that there is any essential
difference between an item of expense under a fixed-price contract and a simi-
lar expense under a cost-type agreement, nor that the manufacturer incurring
either cost must recover it in the selling price of his product. And to argue
from this truism that both costs should, or must, be judged by reference to
the same standard seems eminently proper as a matter of pure theory.

We are not, however, dealing with a theoretical exercise but a
practical procurement situation. Let us consider the effects of the theory.

Assuming a 10 per cent fixed fee under a cost-type contract, this
minor part of the whole price is the absolute limit of the contractor's risk
and thus the limit of possible incentive. Conversely, a fixed-price contract,
with no predetermined fee or profit, has a much wider area of risk for profit
or loss and, logically, a much greater degree of incentive to the contractor.
Moreover, it is precisely because the range of incentive in the latter case is
s0 much greater than in the first that fixed-price contracting is preferred as
a matter of policy.

This contrast goes to the very heart of our case against a compre-
hensive set of cost principles just as the propositions recited above consti-
tute--as we understand it--the core of your staff's case for thelr adoption.
With the issue thus sqguarely joined let us consider for a moment what this
proposal would do to contractor incentive.

It seems to us inevitable that reference to the proposed cost prin-
ciples in pricing or repricing fixed-price agreements will very greatly reduce
the area of risk and the incentive possibilities of such contracts. Insofar
as ''cost-related areas" thereunder are subjected to the proposed cost principles
such contracts will have been effectively converted into cost-type contracts-~
and price will be established by rote.

Finally, we should like once again to point out that fixed-price
negotiations will degenerate into formula pricing at the very time that serious
and responsible students of the procurement process are calling for immediate
and drastic improvement in defense contract incentives.

The proposal's effect on normal business incentives.--As we have
already suggested, both applicable law and regulations express a clear prefer-
ence in defense contracting for firm;fixed-price agreements let elther Dby
formal advertisement or direct negotiation. An excellent capsule statement of
this preference has been made by a leading contract pricing authority, as
follows:
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"Our objective then is to negotiate a contract type and
price that includes reasonable risk and provides the contrac-
tor with the greatest incentive for efficient and economical
performance. In all cases it is basic to our pricing philos-
ophy that a contractual arrangement lacks incentive until we
reach a firm agreement on price. The firm fixed-price con-
tract obviously supplies this incentive to the fullest degree,
and it is the type preferred in the Depariment of Defense. We
also prefer fixed-price types of cost-reimbursement types and
firmed fixed pricing over retroactive pricing."” (Underscoring
supplied.)/1

We concur completely with this statement of policy. Moreover, its
emphasis upon retention of maximum incentive to efficient performance is en-
tirely consistent with the observations of General Quesada to which we re-
ferred very briefly above. In the course of his remarks on this subject,
General Quesada further called attention to the fact that the process of cost
reimbursement tends to penalize the efficient producer and to reward the in-
efficient producer. The point is by no means a new one--although few have
made it as well as General Quesada--and we raise it again here simply to rein-
force the statement of our conviction that the cost-reimbursement process has
a built-in disincentive character which now, in our Jjudgment, would be trans-
ferred to all fixed-price contracts by adoption of the present proposal.

The Institute firmly believes that the presently proposed set of
comprehensive cost principles should have no application to any type of fixed-
price contract. As contrasted with the cost-reimbursement situation, the
contractor under a fixed-price contract must assume the risks associated with
.the price fixed prior to the incurrence of costs through contract performance.
'If the contract price has been fixed at too low a level the contractor may
suffer a loss which is not recoverable from the government. Under cost-
reimbursement contracting, on the other hand, the contractor faces no such
problemn. He will be reimbursed for contract costs incurred and, in most
cases, will be paid a fixed-fee profit determined by formilas prescribed by
ASPR. Under such a contractual arrangement the contractor has little or no
incentive for the most efficient and expeditious contract performance. How-
ever, in the fixed-price area, when a contractor has no such profit guarantee,
contract performance must of necessity be both efficient and expeditious or
any originally hoped-for profit will be completely consumed by costs. Thus,
under fixed-price contracting, the contractor's incentives and his concurrent
risks are maximized.

1/ Lt. Col. George W. Thompson, ''The Pricing Significance of Contract
Types Used in Negotiated Military Procurement,” XVIII Federal Bar
Journal, No. 2, April-Jume, 1958, p. 136. I1t. Col. Thompson was
recently awarded the legion of Merit for his outstanding contribu-
tions to Air Force progurement.
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The proposal's effect on subcontracts.--The manner and degree in
which the proposed cost principles would apply to subcontracting are not en-
tirely clear from the draft proposal. Nevertheless, its reference to "the
use of cost principles and standards...in contracting and subcontracting"
(Par. 15-101) clearly implies a fairly extensive application.

\

In the vast majority of cases no privity of contract exists between
a defense subcontractor or vendor and the government--a point, incidentally,
upon which the govermment has frequently relied to its advantage in proceed-
ings before the Armed Services Board of Contract Appeals. This being true,
a cost-reimbursement prime contractor, bound personally by Section XV and with
his costs examined by reference thereto, may be placed in the situation of hav-
ing to justify the costs of a subcontractor over which neither he nor the
government exercises any control. He might as a result be reguired to absorb
a subcontractor's disallowances as well as his own. It seems to us also that
| an already overpovering and very costly apparatus of contract administration
{  will be further enlarged and normal commercial relationships between contrac-
| tors will be seriously disturbed.
i

‘1?222225

We urge, therefore, if the proposed contract cost principles in
their present form are made a part of ASPR that they be amended specifically
to exempt from their application all subcontracts which lack privity with the

' government.

The proposal's effect on terminations.--In its present form the pro-
posed set of contract cost principles would apply to the allowance and dis-
allowance of costs in termination settlements. It would replace the considerably
nore liberal set of special termination cost principles presently found in
Section VIII of the Armed Services Procurement Regulation.

It seems to us that this further evidence of insistence on rigid
application of the proposed cost principles in all "cost affected” areas em-
phasizes once again the spurious logic of applying them to all types of con-
tract price negotiations in the first instance. As we have already suggested
in our discussion of the essential difference between fixed-price and cost-~
price contracting situations, we think the logic of a general and unrestricted
application of the proposed cost principles is wholly illusory.

Bather obviously, a contractor is in no way to blame for a decision
. o terminate its contract for the convenience of the govermment. The equities
of the situation seem to us to demand a more liberal treatment of accrued
costs than would be permitted under this proposal, and the fact that cost
\\ principles now appearing in Section VIII of ASPR are, in fact, considerably
more liberal, would seem to indicate that this point has been recognized in the
past. Moreover, no justification has been offered for a failure to continue to
recognize this.

22
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The proposal's effect on the process of contract negotiations.--We
have already volced our concern over the virtual certainty that adoption of
the proposed set of comprehensive cost principles would convert many, if not
most, fixed-price contracts into simple cost-reimbursement agreements. We
think this view is supported when one applies to the present proposal the
acid test of a practical contracting situation.

The contracting officer is directed by Section III, Part 8, of ASPR
to prepare some form of price amalysis in every negotiated procurement. In
the absence of competitively established prices available to the contracting
officer, his fulfillment of this regulatory requirement customarily takes the
form of a demand on the contractor or prospective contractor for a cost analy-
sis of the proposed contract price. {This is borme out by the experience of
capital goods manufacturers who report an increasing volume of demands for
cost data with respect to negotiated fixed-price procurement together with a
concomitant increase in pre-contract audits of contractors' books and records. )

It is understandable that, in many situations, the government will
request pre-contract cost analyses. This is done on the basis that the con-
tractor's costs are a factor to be considered together with many other fac-
tors (ASPR 3-101) in determining a reasonable negotiated price.

Two important questions, however, are raised immediately--questions
which are made more critical by the proposal now before us. First, are costs
as subnitted by a fixed-price contractor in a pre-contract price analysis to
be judged by the ordinary standards of business or by ar arbitrary manual of
cost allowance and disallowance? Second, assuming a pre-contract audit, what
form will that audi+t take and to what use would it be put?

The first of these questions answers itself when one examines the
present proposal. The second, relating to the form of a military audit report,
has been described by one of the members of the Navy panel of the Armed
Services Board of Contract Appeals as follows:

"In other than cost-reimbursement contracts, the
, government audit report is merely advisory and generally
/\SJ the form of the report clearly segregates, in separate

columns, those costs which are accepted, those whig¢h are
N questioned, and those which are disallowed--so as to
“:k permit proper examination at the contracting officer and

Board levels in accordance with the cost principles
applicable to the particular type of contract involved."
(Underscoring supplied.)/2

2/ John Green, Costing and Pricing in Contract Appeals Procedures,"
XVIII Federal Bar Journal, No. 2, April-June, 1958, p. 189.
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This statement makes clear that advisory audit reports on contractor-
furnished data presently include an itemization of "unallowable" estimated
costs. To what extent such "unallowability" is presently based on ASPR
Section XV is not at all clear; if Section XV is now made directly applicable
to fixed-price contracts there can be no question as to the source of such
"unallowability.” Indeed, such advisory audit reports would probably serve,
under a broadly applicable set of cost principles, as the basis for unilateral
disallowance of expense items now proscribed by the proposed draft of compre-
hensive cost principles.

Faced with an "advisory" audit report based directly on a revised
Section XV of ASPR--as here proposed--and which “"advises" him that many of
fQ:j the contractor's costs are "unallowable," can we expect our hypothetical con-
\ tracting officer to engage in the "exercise of sound judgment' which another
K\\§§? section of ASPR (Part 8, Section III) demands of him. As a practical matter,
NN we think his judgment will have been stultified by this development.

Thus, it seems to us that the fictional character of the distinction
now sought to be drawn between the application of cost principles to fixed-
price contracts and to cost-type contracts (see page 6, supra) is amply illus-
trated.

The proposal's effect on the "All Costs" concept.--Just as we believe
the adoption of this proposal would so circumscribe a contracting officer's
area of discretion as substantially to deprive him of the exercise of any real
Judgment in contract negotiations, so do we think it would inevitably tend to
make unallowable under fixed-price contracts certain unquestioned costs of
doing business which are presently disallowed under cost-type contracts.

Consider once again the "advisory" audit report to our hypothetical
contracting officer who is directed by the regulation "to employ Section XV of
ASPR as the basis for the evaluation of cost information....Whenever such in-
formation becomes a factor in pricing, repricing, etc.,...."” This means, of
course, that some thirty-odd specific elements of normal business cost are to
be regarded as unacceptable and are to be disregarded ir arriving at a con-
tract price.

The Institute has long objected to the arbitrary and categorical
disallowance under cost-type contracts of such items as advertising, selliing
expenses, etc., We have thought such rejection economically unsound and, in
the long run, unwise from the standpoint of both govermment and industry. To
adopt the proposal for a comprehensive set of cost principles will compound
the direct subsidy to the government--and the corresponding disadvantage to
other customers of a government contractor--which such disallowance necessarily
requires.

We repeat our suggestions of the past--which are set out in the
attachment +to this letter-~that, with minor exceptions dictated by law and
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public policy, those portions of all legitimate and reasonable costs of doing
business properly allocable to govermment work should be reimbursed as proper
contract costs. We cannot but view with dismay a situation in which this
principle is to be all but obliterated in government contract work.

Specific Recommendations as to Applicability of the Present Proposal Summarized

1. That the draft of comprehensive contract cost principles not be
published in its proposed form.

2. That if the Department of Defense desires to pursue the goal of
a broadly applicable set of cost principles, that it confine
the publication of regulations in the area to principles alone,
as suggested on pages 11 and 12 of our letter of December 16,
1957, copy attached.

3. That if a set of cost principles in the approximate form of
this proposal is to be published that certain specific exemptions
be made to its applicability, as sumarized below:

U’(a) That contract cost principles be made specifically in-
J, applicable to (1) advertised contracts, (2) all firm,
v /\yﬁh fixed-price contracts, (3) all subcontracts except

those clearly involving privity with the government,
,Yy and (&) contract terminations. (As a corollary we

recommend that cost principles now appearing in Sec-
% tion VIII of ASPR be retained for application to
contract texmination.)

: (b) That as to all other types of fixed-price contracts,

\ general principles only (enumerated in Paragraphs

* 15-100 through 15-203 of the proposed draft) as dis-
tinguished from that portion of the draft which is a
catalog of allowances and disallowances (15-204 "Appli-
cation of Principles and Standards”) be made applicable
to such contracts. '

Application of Principles and Standards

The Institute has commented repeatedly in the past on the proposed
comprehensive cost principles' treatment of specific items of cost. We think
it unnecessary to reiterate at length the arguments already advanced in prior
statements and, with that in mind, we are attaching an extra copy of our
statement of December 16, 1957.

We do want to acknowledge significant improvements which have been
made by your staff in the September 10, 1957, revision of the proposed cost
/bvql principles, particularly in such areas as executive compensation, research
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and development, and the allowance of overtime costs, Important as those
improvements are, we continue to velieve that if the Department of Defense
deens it essential to publish a set of cost principles in substantially the
form here proposed, then its treatment of specific items of cost should be
further libveralized in accordance with prior recommendations in the attached
statement.

We should like once again to thank you, your staff, and your
associates for your courtesy, your patience, yowr understanding, and your
obvious personal concern with the resolution of this most important question.
May I assure you again of the Institute's desire to cooperate in any way
possible.

Respectfully yours,

President

CWs:c
Enclosures
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29 April 1958

The Honorable E. Perkins McGuire

Assistant Secretary of Defense
(Supply and Logistics)

The Pentagon ~ Room 3 E 810

Washington 25, D. C.

Dear Mr. Secretary:

In the general comments of the National Security Industrial Asso-
ciation on the Department of Defense Proposed Revision of Section XV of the
Armed Services Procurement Regulation submitted with our letter of December
16, 1957, we indicated that our Contract Finance Committee has been devoting
extensive effort for more than a year to the development of an Industry pro-
. posal for a Comprehensive Set of Cost Principles. We are now pleased to sub-
mit this to you.

We trust that this proposal will receive your serious consideration
since it might provide the basis for resolution of many of the problem areas
on which we commented with respect to the Department of Defense draft.

You will note that our submission is a complete presentation of
basic principles except for cost interpretations on specific items of costs
of an indirect nature. We plan to submit a proposal on these cost interpre-
tations once the basic principles are resolved.

We again wish to reiterate that many of the differences of opinion
are susceptible to resoluticn if fully explored across the conference table
by representatives of Government and Industry. Agreement should be reached
on the basic principles to be employed before the drafting of the cost prin-
ciples is completed.

It would be greatly appreciated if you would extend an opportunity
for a small group of qualified individuals to meet with you and members of
your Staff to discuss this proposal. We believe that the result of such a
discussion might well be the realization of developing a mutually acceptable
solution of this long outstanding problem area. I will be glad to discuss,
at your convenience, arrangements for such a meeting.

Sincerely,

Jas. D. Boyle
Director of Committees
JDB/rm
Enclosure



N. B. McLEAN
Chairman, Board of Trustees

NATIONAL SECURITY INDUSTRIAL ASSOCIATION R. C. PALMER
R. C. SIMMONS
Chairman, Execudive Committee
\TIONAL HEADQUARTERS: /707 79¢h Street, N W. - Washington 6,D.C. / REpublic 7-7474 ™ Sxecuive Diector
2 May 1958

TRANSMITTAL MEMORANDUM

To: All Official Representatives, NSIA
All Members, Procurement Advisory Committee
Contract Finance Task Committee and Panel
Contract Negotiations Task Committee
Contract Terminations Task Committee

Subject: NSIA Proposal for a Comprehensive Set of Cost Principles

i The efforts extended by your Contract Finance Task Committee
for over a period of a year have culminated in the attached proposal
of a Comprehensive Set of Cost Principles, which was submitted to The
Honorable Perkins McGuire, Assistant Secretary of Defense (Supply and
Logistics), under date of 29 April 1958.

It is hoped that our request for a meeting with Mr. McGuire
and his Staff will be favorably considered and that such a2 conference
can be held at an early date.

Sincerely,

Giti o

William F. Romig
Committees Executive

WFR/ jtm

Attachment:
Transmittal letter to 0SD:
NSIA Draft of Proposed Comprehensive
Set of Cost Principles.
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION

Draft of Proposed Comprehensive Set of Cost Principles

February 10, 1958
Part 1 - Introduction

Scope of Statement

This statement sets forth in general terms contract cost principles and standards
to be used as a general policy guide in the negotiation, administration and term-
ination of contracts.

The Statement consists of five Parts as follows:

Part 1 - Introduction
Part 2 - General Principles and Standards
Part 3 - Application of Cost Principles to Cost Reimbursement Type Contracts
Part L - Application of Cost Principles to Negotiated Fixed Price Type Contracts
Part 5 - Cost Interpretations

Purpose

(a) This Statement of cost principles has the following main objectives:

(1) To identify those categories of costs recorded in a contractor's account-
ing records which represent normal and true costs of doing business, and

(2) To set forth acceptable methods for allocating costs and expenses to the
contractor's business and, where required, to contracts or other detailed
segregation.

(b) This Statement will be useful in the preparation, review, and evaluation of cost
data, in connection with contract pricing, pricing revisions, payments, termi-
nation settlements and other phases of contract administration by:

(1) Government audit personnel in establishing the scope of their examination
of contractors'! accounts and in evaluating the propriety of costs allo-
cated to contracts as shown by contractors' accounting records.

(2) Government procurement personnel in reviewing, analyzing, and evaluating
accounting data prepared by contractors or auditors relative to con-
tracts, and in negotiating prices, price revisions, payments and settle-
ments on contracts.

(3) Contractors in preparing estimates for negotiation with procurement per-
sonnel where applicable, and in preparing cost analyses where required.

Use of Cost Data in Contract Pricing - General

The general cost principles and standards set forth in this Statement are not
intended to be rigid rules for cost determination but rather to act as a broad
framework to be applied with discrimination and judgment. In each individual
case, the nature of the industry and the policies and practices of the contractor
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102 Use of Cost Data in Contract Pricing - General . (Continued)

must be recognized and evaluated.

With respect to the use of cost data in connection with contract pricing, the fol-
lowing basic principles shall be considered:

(a)
(b)
(c)
(d)
(e)
(f)

The primary objective of the Government is to procure supplies and services
from responsible sources at fair and reasonable prices to both the Government
and the contractor calculated to result in the lowest ultimate overall cost

to the Government giving due consideration to such factors as capability or
quality of performance, ability to meet specifications, delivery in accordance
with required schedules, and advancement of the art, or improvement in the
product.

The scope of work involved in each procurement shall be evaluated to determine
the most desirable type of contract for the Government and the contractor.

In the negotiation and administration of fixed price type contracts (includ-
ing price redeterminable and incentive types) the objective shall be to nego-
tiate a fair and reasonable price in which due weight is given to all relevant
factors. 1In establishing prices under negotiated contracts, educated judgment
and not mechanical rules or mathematical formulae based on costs shall be used.
It follows that pricing decisions shall not be made on a basis of a determina-
tion of cost plus a percentage of cost. ©Specific agreements need not be nego-
tiated with contractors as to the individual elements of cost except when it
may be desirable to do so to cover special or unusual items,

Costs shall not be considered an important factor for determining prices
under fixed price contracts when other valid and adequate criteria are avail-
able. Examples of pricing criteria, other than cost estimates, which may be
valid and adequate in particular cases for negotiating prices include (but
are not necessarily limited to) the following:

) Competitive price proposals,

) Published market prices,

) Catalogue prices or prices otherwise established, and

) Previous procurement price experience on the same or similar items, with
appropriate allowances for changes in qualtities or specifications or
changes in labor, materials, and other cost indices.

TN TN TN N
—w o

Prices established by competitive bidding eliminate the need for cost esti-
mate audits and are performed whenever circumstances permit. In the case of
contract terminations, cost audits may be required.

Profits are considered reasonable and just when based on performance measured
by such factors as improvement in the knowledge of the art, efficiency, risk
and relative cost. None of these factors are such that they can be measured
with precision and therefore excessive attention shall not be devoted to lim-
itations of profit margins based on rule-of-thumb standards or uniform profits
rates for companies in the same industry.
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103 Applicability

(a)

(b)

(c)

(d)

(e)

(f)

In order for the principles outlined in this Statement to be binding upon the
Government and upon a contractor, the applicable principles shall be incorpo-
rated by reference in a contract as follows:

(1) Part 2, defining general principles and standards, shall apply to the fol-
lowing situations where costs are a factor in determining price:

(i) All cost reimbursement type contracts where costs relating to the
contract are reimbursable under the provisions of the contract;

(ii) TFixed price type contracts (including those with price redeterm-
ination clauses and those of the incentive type) wherever cost
data are an important factor to be considered in the negotiation
of price, either initially or in subsequent price revisions, if
any, and

(iii) Termination settlements of the above types of contracts.

(2) Part 3 shall also apply to all cost reimbursement type contracts where
costs relating to the contract are reimbursable under the provisions of
the contract.

When requests for proposals are issued for contracts in which cost data are an
important factor in the negotiation of price, the request shall state that the
provisions of Part 2 shall be followec.

The provisions of Part L with respect to negotiated fixed price type contracts
are set forth for the guidance of Government and contractor personnel in ‘the
negotiation of prices of such contracts, either initially or in subsequent
price revisions, if any, or in termination settlements thereof.

Part 5 sets forth cost interpretations which are intended to be used as a
guide by Government and contractor personnel in the promotion of fairness in
price negotiations and cost determinations.

In certain instances, it may be desirable to spell out in cost reimbursement
type contracts those items of cost which are to be charged directly and those
contemplated for recovery through indirect costing procedure (i.e. overhead),
provided these provisions are in harmony with the principles and standards
set forth in this Statement. Under such conditions, the contractual pro-
visions shall govern the treatment of such costs. Otherwise the contractor's
accounting system shall prevail in accordance with generally accepted ac-
counting principles as set forth in Part 2 of this Statement.

The term cost-reimbursement type contracts, as used throughoutthis Statement,
includes cost or cost-sharing contracts, cost-plus-a-fixed-fee contracts,
and the cost-reimbursement portion of time-and-materials contracts.

This Statement shall not apply where cost data are not a factor in establish-
ing firm fixed prices, as for example:

O SRS o SOV - VO SR S



—~ Revised
NSIA Draft of Proposed Comprehensive Set of Cost Principles - Page L - February 10, 1958

103 Applicability (Continued)

(1) Contracts awarded on the basis of formal advertised competitive bids,

(2) Commercial Articles for which competitive prices have been established
in the open market and/or which are established in a contractor's price
lists, forms, discount sheets, catalogs, or other media, and

(3) Contracts awarded by negotiation on a firm fixed price basis where the
reasonableness of the price is established by previous procurement price
experience on the same or similar items with adjustments.for price changes,
where appropriate, or by any other wvalid criteria referred to in Para-
graph 102 (d).

10} Effective Date of Statement

The principles and standards contained in this Statement shall be effective for con-
tracts or amendments thereto executed on or after , or such
earlier date as may be mutually agreed upon by the Government and the contractor.
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Part 2 - General Principles and Standards

Scope of Part

This Part sets forth general principles and standards which shall apply to all con-
tracts as provided in Paragraph 103. This Part does not prevent special treatment
of any item of cost by contractual provision.

General Standards for Use of Cost Principles

The following are general standards for the use of these cost principles in arriv-
ing at sound pricing on Government contracts:

(a) Sound pricing depends primarily upon the exercise of sound judgment by all per-
sonnel concerned with the procurement and therefore cannot be measured exactly.
Various methods may be equally appropriate for arriving at fair compensation,
and reasonable variations of method and of sound judgment may be accepted as a
basis for fair compensation. The application of sound business judgment as
distinct from strict accounting principles is an essential element of sound
negotiation. The parties may agree upon a total amount to be paid the con~
tractor without agreeing on or segregating the particular elements of costs
or profit comprising this amount.

(b) Cost and other accounting data may provide guides for ascertaining fair compen-
sation but are not rigid measures of it. Other types of data, criteria, or
standards may also furnish reliable guides to fair compensation. In appro-
priate cases, costs may be estimated, differences compromised, or doubtful
questions settled by agreement in an expeditious manner.

(c) The amount of record keeping, reporting, and accounting required shall be re-
duced to the minimum compatible with reasonable protection of the public
interest.

General Bases for Cost Determination

In considering cost data as a guide for negotiation or for cost reimbursement under
a contract, the general principles set forth below shall be used in arriving at

fair compensation. These principles are intended to include consideration of direct
costs incident to the performance of the contract, and the allocation of indirect
costs. In applying these principles, the following factors shall govern:

(a) Costs must be reasonables judgment shall be exercised in determining reason-
apbleness.

(b) Conformance to generally accepted accounting principles and practices shall
govern.

(¢) 1Indirect costs must be properly allocable to the contract in accordance with
the contractor's established accounting systemn.

(d) The costs of a contract are subject to the limitations or special provisions
as to types or amounts as set forth in the contract.
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203 Reasonableness of Costs

(a) In determining or evaluating either estimates or actual costs of performance of
specific contracts, the application of the test of reasonableness requires a
flexibility in understanding and the exercise of sound Judgment in dealTHE with
a given situation after consideration of all influencing or related factors.

(b) The primary factors to be taken into account in evaluating reasonableness of
costs include the following: '

(1) Established policies and accounting practices of contractor,
(2) Prior experience of contractor, and

(3) Prevailing level of comparative types of cost or expense in similar con-
cerns or in industry in general.

(¢) In appropriate circumstances the following additional factors may have a bear-
ing:

(1) Application of business and public policies,
{2) ©Size and complexities of business, and

- (3) Prevailing general economic conditions.

(d) In the negotiation of fixed price type contracts, Lhe presumption of reason-
ableness shall be accepte& if the overall price is reasonable when measured
against competitive sources of supply, giving due consideration to such factors
as capability or quality of performance, ability to meet specifications and
delivery in accordance with required schedules.

(e) As to allowability of costs under cost reimbursement type contracts, the pre-
sumption of reasonableness shall be accepted unless the cost is patent%y un-
reasonable either as to type or amount when meéasured by applying the factors
¢ited"above. Prior to making a determination of unreasonableness, the con-
tractor shall be given the opportunity to submit data sustaining the cost. '

} The burden of proof shall be regarded as having been met if the evidence #

f? submitted sustains the reasonableness of the cost under the circumstances

in which it is incurred.
204 Application of Generally Accepted Accounting Principles and Practices

Generally accepted accounting principles and practices are derived from many
sources. They may, for example, be described in professional accounting litera-
ture, accredited accounting textbooks and in official proncuncements of recog-
nized associations of accountants, or they may become generally accepted through
usage by industry and the accounting profession. The publication of research
bulletins, and other work of the professional accounting associations, has done
much to establish reliable standards of accounting practice. Such standards
permit the use of alternative practices or conventions, particularly in varying
types of business activities. For example, there are several acceptable methods
of depreciation accounting, expense allocation and inventory pricing. At the
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Application of Generally Accepted Accounting Principles and Practices (Continued)

same time there are generally accepted rules regarding accounting practices, the
violation of which is not condoned by the accounting profession. Because of the
alternative practices which may be followed in adhering to generally acceptable
accounting principles, the accounting principles and practices of a particular con-
tractor shall be measured in the light of the aggregate body of generally accept-
able principles and not on the basis of rigid formulae. Consideration shall be
given to whether or not the principles or practices followed in the contractor's
accounting system are:

(a) Recognized and endorsed by the accounting profession,
(b) Commonly used by the business community,
(c) Consistently applied,

(d) Such that will provide reasonable assurance of equitable results to both the
contractor and the Government, and

(e) Approved by the contractor's public accounting firm.

Acceptable Accounting System

The accounting system of a contractor shall be regarded as acceptable if adequate
accounting records, documents and other evidence are maintained to the extent and
in such detail as will properly reflect all costs, direct and indirect, for which
reimbursement is claimed under the provisions of a contract, or which may be used
as a basis for price negotiations or price revisions. In the case of cost reim-
bursement type contracts such records are the basis of reimbursement by the Gov-
ernment. An acceptable accounting system shall include the following requirements:

(a) The system shall be based on generally accepted and sound accounting practices
consistently applied.

(b) The system shall be suitable for the contractor's type of operations.

(c) The methods employed shall be productive of reasonably accurate costs by
contract. This does not mean "actual" costs to the exclusion of acceptable
standard cost systems, nor does it imply job order costs to the restriction
of process, parts and assembly costs accumulated on a production program
basis.

(d) It is desirable that the cost system be controlled by the general books of
account. However, a statistical type cost system giving actual costs, which
is tied into primary records, but not controlled by the general ledger, will
also generally be acceptable.

(e) The cost system shall readily lend itself to selective auditing procedures.

A standard cost accounting system, that is, a cost system making use of standard
or normal rates for manufacturing costs as a means of management control, is
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Acceptable Accounting System (Continued)

acceptable for cost determination under Government contracts, if the variations from
actual costs are restored properly so that in the end the costs chargeable to a con-
tract will stand upon the basis of the actual costs as described in paragraph (c)
above.

The devising and establishment of a contractor's accounting system is a management
responsibility. Although there may be as many different cost accounting systems as
there are contractors, the majority are based on either the job-order or process
methods, either of which may be with or without standards. Individual accounting
systems will vary as to the elements of costs covered, whether such costs are
treated as direct or indirect, and the method of allocation employed. In some
cases, the method may be such that the cost of performance of a contract as a whole
is determined, rather than the cost of indivudual completed units of production.

In establishing a cost accounting system, management is guided by the needs of the
business, the extent of accuracy and exactness required and economy of operations.

In determining the acceptability of a contractor's accounting system the Government
may review it. Where such review establishes that the system of accounts and the
method of cost accounting employed is compatible with the principles and standards
set forth in this Statement and the costs properly allocable to a contract are
reasonably ascertainable therefrom, the cognizant audit agency shall approve the
accounting system and thereafter the results of consistent application of that sys-
tem shall be accepted by all military agencies. However, this shall not preclude
the contractor from making changes in its system, provided such changes conform to
generally accepted accounting principles and practices, and notice of the change is
given to the cognizant audit agency.

General Policy for Direct and Indirect Costs

An acceptable method of cost accounting shall provide for proper identification of
direct and indirect costs applicable to a contract, in accordance with generally
accepted accounting principles and practices.

Direct cost elements, usually but not limited to items of material and labor, are
any items of cost (or the aggregate thereof) which may be identified specifically

with a product, service, program, function, or project on a consistent and logical
basis.

Indirect costs, in contrast, are any other items of cost (or the aggregate thereof)
which cannot be economically assoclated specifically with a particular contract or
order, or which are not obviously traceable to a unit of output or a segment of
business operations, such as a product, service, program, function, or project,
and therefore are allocated or apportioned to a product or other objective on a
fair method of distribution.

A cost may be direct with respect to some specific service or function which in
itself is indirect with respect to the end product, service, program, function,

or project. The distinction between direct and indirect costs is sometimes arbi-
trary or is based upon convenience and cost accounting simplicity. In the interest
of economical accounting the contractor shall not be required to extend the prac-
tice of direct costing to items treated as indirect cost if the method used does
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206 General Policy for Direct and Indirect Costs (Continued)

not sacrifice reasonable accuracy in overall cost charged either on a direct or in-
direct basis. Consistency of treatment of similar cost elements as between direct
and indirect is of fundamental importance in actual practice.

207 Composition of Overhead Pools

(a) Indirect costs (or overhead expenses) as used in this Statement, generally fall
within but are not limited to, the following general groups of indirect ex-
penses:

(1) Manufacturing and production expenses which are incurred in fabricating
the article or service rendered and which are not considered as direct
charges,

(2) Selling and distribution expenses incurred in marketing and distributing
the contractor's products,

(3) Engineering expenses, to the extent not included in (1) and (2) above,

(L) General and administrative expenses incurred in the overall management,
supervision, and conduct of the business, and

(5) Other categories of indirect costs which may be accumulated by burden
centers, cost centers or departmental centers either within the above
general groups or in newly established categories, where appropriate,
such as material overhead, research and development overhead, etc.

(b) In determining the acceptability of overhead pools employed, consideration
shall be given to the following:

(1) ©Natural grouping of machines, methods, processes, or operations;
(2) Identification with management responsibility for the control unit;
(3) Common characteristics of individual cost élements;

(L) Degree of accuracy required;

(5) Simplicity of cost accounting; and

(6) Economy of operation.

208 Methods of Allocation of Indirect Costs

A method of allocation of indirect costs or expenses chosen by the contractor shall
be acceptable if it is in accord with generally accepted accounting principles and
practices, provides uniformity of treatment for like cost elements, and is consig-
tently applied. Once the accounting system of the contractor has been reviewed
and approved as provided in paragraph 205, the results of consistent application of
that system, with respect to individual cost elements or groups of indirect costs,
shall be accepted if the costs are reasonably determined under the provisions of
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Methods of Allocation of Indirect Costs (Continued)

paragraph 203 and their allocation is in accordance with the system accepted or
approved.

The base period for allocation of overhead is the period during which such costs are
incurred and accumulated for distribution to work performed in that period. Any
period that is consistent with the contractor's established practice and furnishes
an equitable basis for the determination of an overhead rate may be used.

Application of Cost Principles to Methods of Determining Costs in Confract Pricing

The Cost Principles set forth in Part 2 shall apply to any method of determining
costs for pricing and repricing activities, unless otherwise qualified by this
Statement or by specific contractual provision. Such methods include the use of
historical (or actual) costs, standard costs, and cost estimates or combinations
thereof, whichever is appropriate for the specific type of procurement action.
(See Paragraphs 210 and 211.)

Use of Historical Costs in Contract Pricing

Historical (or actual) costs incurred in the base period are sometimes required to
be used as a guide, when appropriate, in redetermining prices, establishing escala-
tion and incentive targets, and in termination settlements.

Where standard costs are in use, they are acceptable for the determination of his-
torical costs, provided appropriate adjustment is made in costs for variances be-
tween standard and actual costs.

Acceptability of Cost Estimates in Contrace Pricing

In general, cost estimates may be used as a guide, 1n the absence of other wvalid and
adequate pricing criteria in establishing prices, targets, ceilings, hourly rates
for labor, and overhead expenses, in precontract negotiations, in forward price
negotiations and price revisions during the course of contract performance, and in
the negotiation of contract changes.

When cost estimates are used, exactness is not attainable and specific methods
which could be applied by a given contractor in all circumstances cannot be delin-
eated. The methods of cost estimating used by a contractor will, of necessity,

be related to or influenced by (i) the contractor's method of cost accounting,
(ii) the complexity and magnitude of the product or service under consideration,
(iii) the economic aspects of the particular industry involved such as the divers-
ity of the product from the types of products usually produced, (iv) the frequency
of cost and price guotations, or (v) other special features not normally encount-
ered. Accordingly, cost estimating methods which may be acceptable to one con-
tractor may be inadequate or inaccurate for another. Therefore, skill and judgment
are required in evaluating the methods of cost estimating.

Where standard costs are available they may be used in cost estimates for contract
pricing. Wherever standard costs are used in estimating, appropriate adjustment
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Part 3 - Application of Cost Principles to

Cost Reimbursement Type Contracts

300 Scope of Part

This Part sets forth applications of the general cost principles and standards estab-
lished in Part 2 of this Statement in connection with the determination of costs
under cost reimbursement type contracts. It is impractical and unnecessary to cover
every element of cost or every possible situation that might arise in a particular
case. In areas where this Part does not furnish specific guidance, the philosophy
expressed or implied in the principles and standards comprising Part 2 of this
Statement and the treatment of similar or related items in this Part, shall be
followed,

301 Use of Historical Costs in Contract Pricing - Cost Reimbursement Type Contracts

Historical or actual costs shall be used in the following situations under cost
reimbursement type contracts:

(a) Determination of costs incurred subject to reimbursement,
(b) Negotiation of final overhead rates,

(c) Determination of costs incurred subject to reimbursement under cost type por-
tion of time and materials contracts, and

(d) Under contract termination settlements.

302 Use of Cost Estimates in Contract Pricing - Cost Reimbursement Type Contracts

Cost estimates may be used, where other valid and adequate pricing criteria are not
available, in the following situations under cost reimbursement type contracts:

(a) Initial estimates as a basis for negotiation of fixed fees,

(b) Establishment of provisional overhead rates to be used as tentative rates
established for interim billing purposes pending negotiation of final over-
head rates,

(c) Negotiation of maximum cost limitations, and

(d) Negotiation of contract changes affecting contract consideration.

303 Costs Allowable

. A1l direct costs, as defined in paragraph 502, are allowable. 41l other normal and
true costs of doing business shall be allowable, irrespective of whether the par-
ticular costs are treated as direct or indirect, subject to the normal tests of (i)
reasonableness as to amount and (ii) allocability as defined in Part 2 of this
Statement. Such costs include those paid or accrued in the overall operation of
the business as well as those specifically attributable to the performance of the
contract.
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211 Acceptability of Cost Estimates in Contract Pricing (Continued)

will be included for anticipated variances.

Historical cost data, when used for estimating costs, shall be reviewed for changed

or changing conditions that would result in a difference between past costs and
future costs.
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Examples of allowable cost items are listed below:

(a) Advertising .-
(b) Bidding expenses
(c) Civil Defense costs
(d) Compensation for personal services
(e) Contributions.-and.donations.
(f) Corporate business expenses - i.e. stockholders' meetings, financial reports,
directors' fees and expenses, etc.
(g) Depreciation and amortization
(h) Employee morale, health and welfare costs
(i) Entertainment costs .
(j) Excess facilities costs..
k) Food and dormitory service costs
(1) Fringe benefits
(m) Insurance and indemnification
(n) Interest on borrowings, except bond discounts

) Maintenance and repairs
q) Overtime premium
) Patent costs

s) Plant protection costs

t) Plant restoratlon and reconversion costs

(GT Precontract costs

(v) Professional services costs - legal, accounting, engineering and other
(w) Recruiting expenses

(x) Rental of plant and equipment

(y) Research and development expenses

(z) Royalties and other costs for use of patents, copyrights and proprietary
information

(aa) Service and warranty costs

(bb) Severance pay

{(cc) Shift differentials

(dd) Special tooling costs

(ee) Taxes

(ff) Trade, business, technical and professional activity costs

(gg) Training and educational costs

(hh) Transportation costs

(ii) Travel costs.

The omission of any item in the above listing is not indicative that such item shall
be unallowable. In such instances, the principles and standards set forth elsewhere
in this Statement shall govern.

Costs Unallowable

The necessity for incurring a specific cost is a question of management judgment.
An item of cost shall not be unallowable per se except for the items listed below
which constitute a distribution of profits, are considered to be contrary to
public policy, or may not be properly allocable to Government contracts. Elements
of cost shall not be unallowable because they are incurred by some contractors
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and not by cthers.

Unallowable costs, unless the contract specifically provides otherwise, are:

(a) Commissions or contingent fees (under whatever name) in connection with obtain-
ing or negotiating for a Government contract, excepting commissions necessary
to maintain representatives in the field to expedite and service Government
contracts, or bona fide employees or bona fide established commercial or sell-
ing agencies maintained by the contractor for the purpose of securing business.

(b) Fines and penalties, resulting from violations of, or failure of contractor to
comply with Federal, State, and local laws and regulations, except when incurred
as a result of compliance with specific provisions of the contract, or instruc-
tions in writing of the contracting official,

(c) Bad debts and reserves for such debts of a purely commercial nature,

(d) Federal taxes on income and excess profits,

(e) Dividend payments,

(f) Bond discounts,

(g) Losses and gains from sales or exchanges of capital assets including invest-
ments, and

(h) Premiums for insurance on the lives of directors, officers, proprietors or
other persons, where the contractor is the beneficiary directly or indirectly.
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Part U - Application of Cost Principles to Negotiated

Fixed Price Type Contracts

Scope of Part

This Part sets forth applications of the general cost principles and standards es-
tablished in Part 2 of this Statement, for the guidance of Government and contractor
personnel, in connection with the preparation, review, analysis, and evaluation of
cost data relative to the negotiation and administration of fixed price type con-
tracts. This Part is not applicable to contracts where cost data are not a factor
in establishing firm fixed prices as set forth in paragraph 103 of this Statement.

Use of Historical Costs in Contract Pricing - Fixed Price Type Contracts

Historical (or actual) costs incurred in the base period set forth in the contract
may be used as a guide in price negotiations under fixed price type contracts in the
following situations:

(a) Under fixed price contracts with retroactive price redetermination provisions:

(1) Negotiation of fixed prices.

(2) 1In combination with cost estimates, in the negotiation of prospective
prices.

(b) Under incentive type contracts:

(1) In combination with cost estimates, to negotiate firm target costs and
target prices, including those cases where the targets are set or revised
during the course of the contract, and

(2) Determination of final prices.

(c) Under fixed price contracts with escalation provisions, to the extent necessary.

(d) Under contract termination settlements.

Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts

Cost estimates may be used in the following situations under fixed price type
contracts:

(a) Negotiation of fixed prices. (See paragraph 103)
(b) Under fixed price contracts with redetermination provisions:
(1) Negotiation of tentative initial prices,

(2) Negotiation of firm revised prices on a forward-basis during contract
performance, and
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(b)
(3) In combination with historical costs incurred in the base period in arriv-
ing at firm revised prices during contract performance for both retroactive
and prospective application.

(c) Under incentive type contracts:

(1) Establishment of billing prices for use until target prices are negotiated,
and

(2) Negotiation of target costs and target prices, sometimes in combination
with historical costs.

(d) Under time and materials contracts:

(1) Negotiation of hourly labor rates for labor, overhead expenses, and profit.
(e) Under all the above types of contracts for negotiation of:

(1) Contract price ceilings, and

(2) Contract changes affecting the contract consideration.

Use of Costs in Pricing Negotiations

When costs are used as a factor in the negotiation of prices under fixed price type
contracts, the following listed items shall not ordinarily be considered since they
constitute a distribution of profits, are considered to be contrary to public policy,
or may not be properly allocable to Government contracts.

(a) Commissions or contingent fees (under whatever name) in connection with obtain-
ing or negotiating for a Government contract, excepting commissions necessary
to maintain representatives in the field to expedite and service Government
contracts, or bona fide employees or bona fide established commercial or sell-
ing agencies maintained by the contractor for the purpose of securing business.

(b) Fines and penalties, resulting from violations of, or failure of contractor to
comply with Federal, State, and local laws and regulations, except when in-
curred as a result of compliance with specific provisions of the contract, or
instructions in writing of the contracting official,

(c) Bad debts and reserves for such bad debts of a purely commercial nature,

(d) Federal taxes on income and excess profits,

(e) Dividend payments,

(f) Bond discounts

(g) Losses and gains from sales or exchanges of capital assets including invest-
ments, and
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(h) Premiums for insurance on the lives of directors, officers, proprietors or
other persons, where the contractor is the beneficiary directly or indirectly.
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Part 5 - Cost Interpretations

500 Scope of Part

This Part deals with the application of the basic cost principles and standards set
forth in Parts 1 to L, inclusive, to specific accounting methods and individual
items of cost.

501 Purpose

The cost interpretations contained in this Part are intended to provide detailed
information and uniform guidance to Government and contractor personnel responsible
for the exercise of judgment in the evaluation of the contractor's accounting system,
cost estimates and prices or determination of costs, as the case may be, in the light
of the applicable cost principles and standards set forth in Parts 1 to L inclusive.
They are also intended to assist in the promotion of fairness in price negotiations and
Pprice determinations.

These interpretations are not intended to provide factual methods of measurement
for either the precise or formula determination of costs applicable to a contract,
nor are they intended to preclude consideration by Government representatives and
contractors of the specific facts or circumstances in a particular contract or
negotiation.

In no case shall these cost interpretations be so applied as to result in a devia-
tion from the basic principles and standards set forth in Part 2 of this Statement.

502 Direct Costs

Under the provisions of Paragraph 206, direct costs would include the following:

(a) Material - The cost of direct material is the cost of all items purchased, sup-
plied, manufactured or fabricated, for the performance of the contract and may
include collateral items of expense such as inbound transportation, intransit
insurance, etc. In computing material cost, consideration shall be given to
reasonable losses normally encountered including overruns, spoilage, and defec-
tive work., Withdrawals from a contractor's stock shall be charged in accord-
ance with the cost system used by the contractor, provided such system is in
accordance with generally accepted accounting principles and practices and is
consistently followed. Reasonable charges or credits arising from differences
disclosed by periodic physical inventories or by obsolescence shall be taken
into consideration in arriving at the cost of performance of the contract,
whether treated as a direct or indirect cost. The cost of materials shall be
sultably adjusted for applicable portions of such allowances as trade dis-
counts, refunds, and rebates; and credits taken by the contractor, such as
(1) credit for any materials returned to stock or to vendors, and (2) credit
for the value of scrap and salvage. Such allowances and credits may be ap-
plied directly to the charges for material involved or may be allocated as
credits to indirect costs.

Where a contractor has an established method for pricing sales or transfers
of materials, services and supplies between plants, divisions, or organiza-
tions, under a common control, or the item is regularly manufactured and
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502 Direct Costs (Continued)

(a)

(b)

(c)

Material (Continued)

sold commercially in the regular course of its business, the item may be stated
at a price which does not exceed the lower of (i) the transferor's price cus-
tomarily charged to its most favored customer for the same item or service in
like quantity or (ii) the price charged by other suppliers for items or serv-
ices of like quantity and quality. All other sales or transfers between such
plants, divisions or organizations shall be stated on the basis of total cost
to the transferor.

Labor - The cost of direct labor includes salaries and wages properly charg-
able directly to the performance of the contract. It may also include other
associated costs such as payroll taxes, workmen's compensation insurance, and
other fringe benefits such as bonuses, shift differentials and premium payments,
where it is the established practice of the contractor to treat these items as

a part of direct labor costs. Generally, the salaries and wages shall be
charged at the actual rates paid by the contractor. If it is the contractor's
established accounting practice to make such charges on the basis of average

or standard rates, this practice will be acceptable unless it is demonstrated
that it will produce unreasonable results.

Other Direct Costs - In some instances, items ordinarily charged as indirect
costs may be treated as direct costs, elther because of contract provisions
or because of the normal operations of the contractor's accounting system,
provided the cost of such items applicable to other work of the contractor
shall be eliminated from indirect costs allocated to the contract. Examples
are traveling and relocating expenses, engineering and design expenses, out-
ward freight and transportation, manufacturing royalties and license fees,
special costs of rearranging plant facilities and preparation costs.

The same types and classes of costs shall be treated as direct charges or as
overhead uniformly throughout the entire performance of the contract. Excep-
tions may be made in cases in which changes in operational conditions require
or justify changed treatment of certain costs, or improved and refined methods
of cost determination have been adopted which make possible the treatment of
certain types of cost as direct charges which were formerly included in
overhead.

503 Indirect Costs

emi—

Indirect costs are defined in Part 2 of this Statement. (See paragraphs 206 and

207). Typical application of the principles outlined therein are contained in the
followings:
(a) Indirect Manufacturing and Production Expenses - Indirect manufacturing and

(b)

production expenses consist of items of cost which are incurred in the pro-
ductive process and are not readily subject to treatment as direct costs.

Indirect Engineering Expenses - Indirect engineering expenses include such

items of cost as engineering salaries and wages, including supervision, and
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503 1Indirect Costs (Continued)

504

(b) Indirect Engineering Expenses (Continued)

administration, drafting supplies, and other similar items relating to the
engineering function which are not readily subject to treatment as direct costs.
Engineering activities from which indirect engineering expenses may arise may
include such items as product design, tool design, experimental development,
manufacturing and production development, layout of production line, determi-
nation of machine methods, and related blue printing and drafting. To the ex-
tent that engineering costs can be readily identified with a particular activ-
ity, such as production, facilities, and research and development, they may
be charged to that activity.

(¢c) Indirect Selling and Distribution Expenses - The expenses in this group consist

of items which represent the cost of marketing and distributing the contractor's

products and may include such items as contract or order administration, nego-
tiation, liaison between Government representatives and the contractor's per-
sonnel, advertising, distribution costs, and other like services. They also
include salesmen's or agents'! compensation, fees, commissions, percentages,

or brokerage fees, which are contingent upon the award of contracts when they
are paid to bona fide employees or bona fide established selling agencies
maintained by the contractor for the purpose of securing business.

(d) Indirect General and Administrative Expenses - General and administrative ex-
penses consist of items of cost incurred in the overall management, super-
vision, and conduct of the business.

(e) Other Categories of Indirect Costs - These include such categories as material
overhead, research and development overhead, etc.

Methods of Allocation of Indirect Costs

The method of allocation of indirect costs must be based on the particular circum-
stances involved. The objective shall be the selection of a method or methods
which will distribute the indirect costs in a fair and equitable manner. The method
used shall, in order to be acceptable, conform with generally accepted accounting
principles and practices, and be applied consistently.

No definite rules can be stated regarding the allocation of indirect costs because
the nature of the particular operations and the actual conditions in each instance
may influence the determination of a sultable method or methods to be employed.

In the selection of the particular method or methods of allocation, special con-
sideration shall be given by the contractor to any unusual factors which may re-
quire special treatment. All pertinent factors shall be reviewed from time to
time especially if and when there is a change in the method of operation or in

the nature or volume of production, to determine whether the existing system of
allocating indirect costs should be continued. As stated in paragraph 205 of this
Statement, if the Government has approved or accepted the contractor's accounting
system, the results of consistent application of that system shall be accepted
unless changes in circumstances warrant reconsideration.
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50l Methods of Allocation of Indirect Costs (Continued)

The basis selected for pro-rating overhead in a particular department, burden center,
or plant shall be used for all contracts (including fixed price and other work) per-
formed within such department, burden center, or plant. The basis selected shall
not be modified or changed after it has been accepted for previous fiscal perios
unless it 1s found to be inadequate because of major changes i1n operating conditions
or unless improved methods of cost determination have been developed.

(a) Allocation of Indirect Manufacturing and Production Expenses - Among the accept-
able bases, in appropriate circumstances, for allocating indirect manufacturing
expenses are direct labor costs, direct labor hours, machine hours, units pro-
cessed, and direct material costs, any one or a combination of which may be
applied to an entire plant or to its departments or cother subdivisions for a
representative period. In more complex manufacturing plants, it may be appro-
priate to departmentalize the plant for purposes of accounting for manufactur-
ing expenses When any given type of production is concentrated in departments
having a much higher or lower expense rate than the average. Expense depart-
mentalization may also be desirable in larger and more complex plants for pur-
poses of expense budgeting and control by the responsible foremen, regardless
of the need for a more refined method of expense allocation to contracts or

s products. When manufacturing expenses are departmentalized, it may be per-
missable to charge expenses of service departments (such as industrial rela-
tions, legal, accounting, building maintenance, etc.) to the productive
departments on appropriate bases before allocating the respective productive
department expenses to products (or parts thereof) or to contracts or job
orders for products. Appropriate bases include floor space, number of em-
ployees, dollar value of output, number of direct labor employees, etc., de-
pending upon the item being allocated.

(b) Allocation of Indirect Engineering Expenses - Among the acceptable bases, in
appropriate circumstances, for allocating indirect engineering expenses to the
benefited activities, i.e. contract and other work of the contractor, are di-
rect engineering man-hours expended, direct engineering labor dollars, or some
other equitable basis. In appropriate cases, 1t may be desirable to depart-
mentalize engineering activities (such as production, facilities, and research
and development) and segregate the engineering expenses accordingly. Any re-
maining amount which cannot be charged directly to these departments should
be allocated to the benefited activities as indicated above.

(c) Allocation of Selling and Distribution Expenses - Selling and distribution
expenses are allocable to the contractor's Government business, to the extent
that they are reasonable, using any generally acceptable method of alloca-
tion. Generally, such methods may include any of those used for distributing

general and administrative expenses indicated below, provided equitable results
are thereby obtained.

(d) Allocation of Indirect General and Administrative Expenses - Among the accept-
gble bases, depending upon the circumstances, of allocating general and admin-
istrative expenses are processing costs (direct labor, factory overhead, and
other factory production costs exclusive of direct material), factory pét-in
costs (processing costs plus direct material), costs of goods completed, cost
of sales, sales, or any other basis which produces equitable results. ’

————
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(Reserved)
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We, in the Government, have traditionally indicated that interest
costs are unallowable, except that they have been allowed in the past
in termination settlements. We have had this policy on the theory that

a contractor's profit is for the utilization of his assets and talents

toward our productlon If the contractor chooses to supply all of those

.

assets out of his own ownership and capital, then it seems to me appropriate
that the contractor retains all of the profit to himself. If, on the

other hand, the contractor chooses to Bhare the supply of assets by only
having a partial investment, with others contributiﬁz;to the investment n
the form of a loan of capital, then it seems only fair to me that such a
contractor should recognize that the price he has received for the use of
the assets must be shared by him with his other partners in the performance;

namely, the people who have loaned him the money.
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General. The old Sec. XV listed costs which were allowable and those
which were unallowable on two pages. The new Sex. XV devotes more than 20 pages
to the same subject. Torty-six separate cost items, from advertising to travel, are
discussed. Generally each is defined, different circumstancec are discussed, and
its 2llowability or unallowability is stated. In some instances, the same item
of cost is allowable under some circumstances and unallowable in others.
Generally, where this happens 1t is because the cost is allocable wvhers allowed,
and not allocable where unallouwable,

Unallowable Cogts. The old Sec. XV listed 18 items of cost which were unal-
lowable. However, some of these were nct costs at all; e.g., dividends and contin-
gency reserves. The new Sec. XV lists 14 uncllowable costs and nins items where
the cost may or may not be allowable depending on the circumstances. Thig dif-
ference is more apparent than real. It is occasioned by a different labeling of
some items, rather than any change in concept. With one major exception, costs
which were unallowable under the old Sec. XV are still unallowable under the new
set.

Research and Development Costs. The major change in allowability brought
about by the new principles is to allow research and development costs. General
research costs were formerly unallowable, Gosts of pure research, not including
product development, are now allowable if not sponsored by a contract or grant.
Product development costs, if related to product lines for which the contractor has
defense contracts, are also allowable.

Reasons for Unallowability of Costs. An analysis of the unallowable costs
reveals certain reasons for so classifying the items. VWhile not every reader will
agree with the discussion which follows, the author presents it in order to place
this subject in reasonable perspective:

1. !"Cost" items which are pot costs. Of the 14 unallowable items, four are
not considered to be costs; i.e., costs in the sense of expense incurred. These
are provisions for contingency reserves, interest on borrowings, organization
expenses, and federal income taxes.

Organization expenses are assets which continue to have value so long as the
business exists and are not consumed in use. Additions to contingency reserves
are not expenses but rather are segregations of retained income. Interest on bor-
rowings and federal income tax payments represent distributions of operating net
income rather than expenses of performance.

2. Costs considered to be contrary to public policy. Four unallowable
costs may be categorized as contrary to public policy; Contributions and donations,

entertaimment, fines and penalties and costs of stock option plans. The author
believes that the first and last of these should be allowable as normal business .
costs; that allowance of entertaimment is theoretically justified but is subject
to so much possible adverse criticism so as to create more problems than it would
solve; and that fines and penalties are correctly unallowable.

3. Costs considered to be upallocable. The Department of Defenses considers

five items to be unallocable: advertising, bad debts, excess facility, losses on



other contracts, and reconversion costs.

L. GCost disallowed for administrative conveplence. Profits and losses on
disposition of plant, equipment or other capital assets are not considered because

of the difficulties of relating such profits or losses to the period of contract
performance. There are several reasons why such profits or losses emerge, not all
of which are related to a contract.

Costs Unallowable Under Certain Circumstances. There are nine cost items

which are unallowable under specified conditions. Most of these are allowable

as specifically covered in the contract, e.g., overtime and shift premiums. Others
are unallowable because they relate to another cost which is unallowable; e.g.,
profassional services incurred in organizing the business.

CONCLUSIONS

Unfeartunately, the new cost principles are not much of an improvement over
the 0ld from a contractor's point of view. The only cost item previously un-
allowable which the new principles allow is general research. Certainly other
normal business costs, yet unallowable, should be allowable. Also, there is a
failure to recognize that some cost items (e.g., bad debts) should be allowable
to subcontractors if not to prime contractors.

The new principles are improved by the recognition of alloecability and the
appropriateness of a particular accounting principle or practice to the specific
circumstances. However, virtually all this improvement is negated by the provisions
concerning individual cost elements. By defining certain legitimate cost elements
to be unallowable the principles deny to the contractor the benefits of allocability.

It is possible that the new principles will create more problems than they
solve. It appears to the writer that there is a conflict between the factors
affecting the allowability of costs in general and the specific provisions of
the paragraphs devoted to individual cost items. The application of the principles
to fixed~price contracts by military department personnel where none officially
existed before will result in the Government negotiating from one set of criteria
while the contractor should properly use another. Tt is reasonable to expect that
the Board of Contract Appeals will be a lot busier.




o Y CONGRESS OF THE UNITED STATES
HOUSE OF REPRESENTATIVES
Subcommittee on Manpower Utilization
of the
Committee on Post Office and Civil Service

Janwary 20, 1960

Honorable Thomas S. Gates, Jr.
Secretary of Defense

U. 5. Department of Defense
Washington 25, D. C.

Dear Mr. Secretary:

In December 1956, as Chairman of the Manpower Utilization
Subcommittee, I wrote to your predecessor, the Honorable Charles E.
Wilson, concerning the need for immediate action to curb the exces-
sive use of tax money for advertising and other costs incidental
to the recruiting of engineers and scientists by Defense contractors.
For your information I have attached a copy of that letter.

At that time I requested a report on the actions the Defense
Department was taking in this area. Included in the information
that your Department submitted to the Subcommittee is an analysis
by the Military Services of recruiting costs of a sample of Defense
contractors. The data from the Department of Navy was printed,
which showed some rather excessive recruiting costs. A copy of this
report is enclosed. [?érsonnel Procurement Costs of Selected Navy
Department Coutractors for Recrultment of Engineering and Technical
Persomnnel, Committee on Post Office and Civil Service, House of Repre-
sentatives, Eighty-Fifth Congress, First Session/

Your Assistant Secretary for Supply and Logistics, the Honor~
able Perkins McGuire, has also provided the Subcommittee with a
Department of Defense Instruction No. 4105.49, dated April 8, 1958,
and Armed Services Procurement Regulation No. 50, dated November 2,
1959, both of which relate to some degree to recruiting costs.

In both of the above documents the Subcommittee has noted the
absence of quantitative standards to govern the allowability of re-
cruiting costs by Defense contractors. Instead, we have noted the
use of the term, "reasonableness" in allowing or disallowing such
costs.
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Hon. Thomes S. Gates, Jr.
Januaery 20, 1960
Page 2

The Subcommittee feels it both necessary and timely to have
a more recent report on the effectiveness of your policies and the
administration of the criteria in adjudging recruitment expenditures
by Defense contractors. It is therefore requested by the Manpower
Utilization Subcommittee thet the Department of Defense provide the
Subcommittee with a report on recruiting costs of scientists and
engineers for the fiscal year 1959 of a sample of Defense contractors.
The report should be in accord with the attached set of instructions
and format and submitted in duplicate on or before May 31, 1960.

With best wishes, I am

Sincerely yours,
(SIGNED)
James C. Davis, Chairman

Enclosures
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COPY Decenber 1%, 1956 COPY

Honorable Charles E. Wilson
The Secretary of Defense
Washington 25, D. C.

My dear Mr. Secretary:

The recent hearings of our Subcommittee have reemphasized the
need for immediate action to curb the excessive use of tax money for adver-
tising and other costs incldental to recrulting of engineers and scientists
by private industry. I am speaking of the need for precise quantitative
standsrds governing allowable costs under contracts for research and develop-
ment and production for defense. The present rather loose terminology of
"reasonable costs” places too great a burden upon each of the military services
and the individuel contract officers.

The amount and types of advertising being used, as well as other
costs of recruiting and, in many cases, the salarles being offered for englneers
and sclentists, appear to have far transcended normal and reasonable practices.
These have grown largely from the use of govermment funds made available by
defense contracts. ‘

The result has been the creation of what may be, to a certain extent
an inflated demand for englneers and scientists. Regardless of that, it has
placed undue pressure upon both the civil and military services to provide
money for higher pay, greater fringe benefits, and increased recruiting costs
in order to maintain an adequate work force. This kind of competitive cycle
is both abnormal and costly to the taxpayer. .

As Chairman of the Subcommittee on Manpower Utilization and
Departmental Personnel Manasgement, I am requesting your cooperation and asking
that you teke action to see that quantitative standards are set for cost allow-
ances for engineering and sclentific salaries and all expenses incident to
recruiting, with particular emphasis upon advertising which is, or tends to be,
institutional in charecter. At the same time, I wish to restate the desira-
bility of encouraging industries with defense contracts to initiate active
manpower utilization programs. We would appreciate a report on the action
you take.

Sincerely yours,

James C. Davis, Chairman
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MANPOWER UTILIZATION SUBCOMMITTEE
OF
HOUSE POST OFFICE AND CIVIL SERVICE COMMITIEE

Instruction for Preparing Report
on
Personnel Procurement Costs of Selected Defense Contractors

The Office of Secretary of Defense is reguested to submit to the Manpowsr

Utilization Subcommittee of the House Post Office and Civil Service Com-~
mittee a one-~-time report showing the personnel recruiting costs of a
sample of Defense contractors. The report shouvld be in three parts --
prime contractors under Army, prime contractors under Navy, and prime
contractors under Air Force. The same contractor should not be listed

by more than one military service.

The Personnel Covered in the report relate to professionally qualified

engineers and scientists. The report is restricted to employees occupying
positions that require englneering or scientific degrees or the experience

which 1s the equivalent of a degree.

Personnel Recruiting Costs include:

(a) Help-wanted advertising.

(b) Other advertising -- This includes so-called institutional
advertising and costs of participation in exhibits.

(¢) Recruiting expenses -- This includes the salaries and
expenses of company recruitors.

(d) Travel expenses of new applicants.

(e) Moving expenses of new employees.

(f) Other recruiting costs -- Includes such items as:
1. TFees paid employment agencies.

2. Bonuses paid for referral of new employees.
3. Any other expenses not otherwise reportable.
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IV. The Sample of Defense Contractors should meet the following criteria:
(a) For each Service a minimum of 25 different companies.
(b) The contractor's volume of Government business represents
at least 20 per cent of the total company sales for the year.
(c) The sample from each Service should include a minimum of
10 companies whose volume of sales to the Federal Government
represent 51 per cent or greater of totel yearly sales.
(d) Where possible the sample should reflect contractors in
research, development, production of hardware, and in

different geographic areas,
V. The Format of the report shall be as attached.

VI. The Report is to be in duplicate.

VII. The Due Date of the report is on or before May 31, 1960.




PERSONNEL PROCUREMENT COSTS OF SELECTED DEFENSE CONTRACTORS
FOR
FISCAL YEAR 1959

: Total ; FPer cent : > .
. Sales , U.S.Gov't. Engineers-Scientists 0 ’ Procurement Costs : Costs
Contractor * Volume® Business . . . " . . N per
: : . . . j B .o . . . o + New
. . : Total ; New ; Separations ;: Total : Help : Other :All Other : Hire
: g . Employment,k Hires |, .. . Wanted Adv. | Recruiting
: : . ‘ . . o * Ads . « Expenses
I . IT III : v sV : VI *+ VII +  VIII IX - X K XI
< $ :% . . . v $ - $ - $ - $ . $
Explanation: Column I - Identifies the contractor.
" II - Fiscal Year 1958-59 total volume of business.
" TIII - Per cent of the contractor's volume that is known to be for U. S. Government.
" IV - Total employment of all engineers and scientists employed by the contractor
as of June 30, 1959. ‘
" V - All new hires of engineers and scientists by the contractor for Fiscal Year 1959.
" VI - All separations of engineers and scientists from the company during the fiscal year.
Note - Colums IV, V, and VI represent all the engineers and scientists with the contractor
regardless of Government or Non-Government business.
" VII - Total procurement costs reflect six different categories of procurement costs as
shown in Item III of the attached instructions. These costs represent all the
money spent by the contractor for engineers and scientists regardless of whether
the new employee worked on Government or Non-Government business.
" VIII - Help-wanted advertisements for engineers and scientists.
" IX - All other institutional advertising, including exhibits to attract engineers and
scientists.
" X - This column represents expenses of recruitors, travel of applicants, moving expenses,
fees to employment agencies, etc.
" XI - Represents the relationship of new hires (Col. V) to total procurement cost

(Col. VII).
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RAYTHEON COMPANY

WALTHAM 54. MASSACHUSETTS . TWINEROGK 9-8400
January 22, 1960

AAF:ENJ:0205:3669

Commander John M. Malloy

Staff Director ASPR Division
Office of the Secretary of Defense
Pentagon, Washington 25, D. C.

Dear Commander Malloy:

In view of the relatively short period of time now remaining before
the use of the newly revised Section XV of the Armed Services Procurement
Regulation, revision No. 50, becomes mandatory, on 1 July 1960, it is our
opinion that Raytheon should now begin negotiation of advance agreements
with the Government on certain categories of costs, in conformance with

the provisions of ASPR 15-107.

Raytheon has for many years negotiated on an annual basis final over-
head rates in lieu of audit determination as provided for in Part 7, Section
III of ASPR and the large number of contracts held with the various military
agencies contain a provision to this effect. These negotiations have been
under the cognizance of the Coordinated Negotiation Branch, Office of
Naval Material. This method we believe has proven to be beneficial to
both the Government and Raytheon. We further believe that the intent of
Part 7, Section III of ASPR will not be accomplished unless effective pro-
cedures for the timely negotiation of advance agreements on a tri-departmental
basis are established for the various contracting offices holding contracts
with Raytheon.

The thought we have just expressed stems from the fact that, with
but one or two exceptions, the types of costs which most typically are
appropriate in advance agreements are items which are in the area of in-
direct costs. If, on the one hand, numerous individual negotiations of an
extremely large number of contracts ultimately result in one hundred per
cent (100%) uniformity of advance agreements, it would appear very obvious
that the Department of Defense and the contractor would have achieved a
substantial saving of both time and expense if the same result had been ob-
tained in one single tri-departmental negotiation. If, on the other hand,
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the individual negotiations of the various contracts result in a lack of uni-
formity in the advance agreements which are reached, the result would

be that this lack of uniformity would make it necessary for the Department
of Defense and the contractor to negotiate numerous sets of overhead rates
in order to match the various different advance agreements reached for

the individual contracts held by the three military departments. There can
be no escape from this conclusion as concerns those contracts in which ad-
vance agreements differing among themselves, are in fact incorporated as
part of the contract provisions. In this connection, it is noted that

ASPR 15-107 states that such agreements should be incorporated in cost-
reimbursement type contracts.

In view of the above, we earnestly urge that most serious considera-
tion be given to the conclusion which we reached, namely, that the three
military departments should establish procedures for tri-departmental
negotiation of advance agreements, unless the Department of Defense
prefers to amend Part 7 of Section III of ASPR so as to provide expressly
and unmistakably that contracts which provide for annual final overhead
rates negotiation can validly be interpreted as being legally receptive to
the application of the negotiated overhead rates irrespective of individual
indirect cost provisions of individual contracts. In our opinion such a
provision is already present in our existing contracts, but during the past
year we have not been able to obtain full recognition of this fact by the
military departments, and it therefore appears that express clarification
to the above effect would be necessary.

It is our hope that this letter will serve to explain why Raytheon
would appreciate being advised at the earliest possible time as to the pro-
cedures which are to be followed in undertaking negotiation of advance
agreements in preparation for use of the new Section XV of ASPR.

Sincerely yours,

RAYTHEON COMPANY

A. A. Farrar, Director
Government Contracts
cc: Harry B. Christenat
Office of Naval Material
Department of the Navy
Washington 25, D. C.
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11 March 196G

Dear Mr. Farrar:

I hawe your letter of 22 Jamuary 1960, in which you requested advice
as to the procedures which are te be followed in undertaking negotiation
of advance agreements in preparation for use of the new Section XV of ASFE.

I have delayed replyimg to your letter in the hope that I might be able
to furnish you with mors apecific information as to our curremt planning
with regard to advanoe understandings, partioularly in connection with the
ressarch and development cost primeiple. As to the resesrch principle, our
plans are well undervey, and enmvision ths assigmment of individusl companies
to o particulsr Military Department for negotistion purposes in much the
sams manner as companies have heretofore been assigned for the negotiation
of finel overhesd rates. ¥e are in the process of establishing a sclentific
comnittes to be made up of representatives of the three Military Departments
vhich would provide the technisal review and svalustion which will be
pecessary in wost instances in connection with establishing advance under-

standings.

We do mot intend to set up for the immediate future, at lexmst, s formal
procodure for the sentralized negotiation of sdvance understandings. As
you are well aware, the arees suggested as appropriste for sdvanca undsr-
standings present differing problems by their very nature. ¥e do not per-
ceive that there e sny eanmy solutiocn tc thess problems. At the present j
time, we do not feel that a formal, centralized nsgotistion structure for |
advance understandings would present any greatl sdwvantsge. In an organiszae-

tion as large as the Department of Defense, such a program would creste

zany internal problems of an adminigtrative and management nature. Ue are,
however, wateching this phase of the mew cost principles wery carefully and

we will be prepared to take whatever steps seem appropriate to make the

gystem work. In this comnection, you mey cars to glance over some remarks

I made on this subject in Fhiladslphia recently.

It is my understanding that the Navy has negotisted final overhead
rates wvith Reytheon for the past seversl years. It is my further under-
standing that the personnel in the Navy who have conducted these negotia- 1
tions will be happy to disecuss such advance tmderstandings as are
mens&rgm wi:}; ;R;’?thacn in co fé&g“c;ﬁt&,ﬂ’ﬁ.‘” rpement type Sgg&&gc‘bs.

dent ip other areas of centracting.




I hope that this iatormation will be heipful to you.

Himcerely yours,

Ja He MALLLY
‘Jd.' x'"' VE%C ] @H
staff Director, Aid Mvision
Uifice of rrocurement oliey

ittaciment
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Mr, A A, Farrar
Lirector, Loverment Contracts

Yaltham 54, Hasseachusetis

cclarry B, Christenat
0ffice of Nawal Haterial
Department of the Navy
Washington 25, D.C.



CONTRACT COST PRINCIPLES
BY
COMMANDER J. M. MALLOY, SC, USN
OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS)

GOVERNMENT CONTRACTS BRIEFING SESSION
OF THE FEDERAL BAR ASSOCIATION

Philadelphia, Pa.

February 19, 1960

I am quite pleased at this indication of your continued interest
in the Department of Defense contract cost principles. I had hoped that
the problems assoclated with this project would somehow steal quietly away
from my desk after publication of our "magnum opus" on 2 November 1959,
but such is not the case.

I have the feeling that most people are happy to see the end of the
great arguments over the individual cost principles and particularly,
the mesnner in which the principles will be used in connection with fixed-price
type contracts. I don't think it would be helpful to continue to debate
these matters today in an academic way. Rather, I intend to discuss
some of our current planning in connection with the implementation phsse
of this exercise.

A good many of you are probably aware thaet the Department of Defense
procurement program for fiscal year 1959 was a 25 billion dollar effort.
You may not know that about 41% --- over nine billion dollars ---
was spent under cost-reimbursement type contracts. I mention this figure
to indicate the direct affect of the new cost principles. Another segment
of our progrem -- fixed-price incentive contracts -- accounted for 15%
and 3 1/2 billion dollars. Fixed-price redeterminable type contracts

account for almost five percent and over one billion dollars.




All together, these three types of contracts alone account for 61%

of our total progrem ~- a rather sizeable sum -- fourteen billion dollars.
Cost principles will be used rather extensively on these contracts.

As you know, the cost principles are intended to be used as a guide

in connection with fixed-price type contracts whenever costs are a factor
in pricing. From time to time, we need to consider costs in comnection
with firm fixed-price contracts. These accounted for 39% of our program --
amounting to nine billion dollers. My guestimste is that about 10%

of this total will feel the effect of cost principles. All together, then,
these new regulations will affect two thirds of our total procurement program
or a total of about 15 billion dollars. Thelr application to

terminated contrects will, of course, add to the total effect. We have
about 5,000 prime contract terminations a year having a face value

as to the terminated portion of about 2 billion dollars, although actual
termination claims paid run about 10% of this figure. In addition,

there are many thousands of subcontracts under these 5,000 primes that

will be directly affected by the new cost principles.

We have many cases that go to the Armed Services Board of Comtract Appeals

which involve the factor of costs. The Board will have use for these new
principles, particularly in the area of fixed-price type contracts.

For the past several years, the Board has had no guldelinec whatsocver

in this area and, hence, it created its own rules and precedents,

I believe that many of these precedents will be upset in the future.




We are anxious to get on with the task of putting the new rules
to the acid test. You will recall that Revision 50 of the Armed Services
Procurement Regulation (ASPR) was published on 2 November 1959
and that the mandatory effective date for the cost principles was set as
1 July 1960, although it was stipulated that they could be used permissively
upon publication. Many contracts have already been signed incorporating
the new principles. 0ddly enough, the first actual use of the new principles
that came to my personal attention involved & half million dollar development
contract issued by the Post Office Department. The contract actually stipulated
that reimbursement would be in accordance with Section XV, Part 2 of ASFR.
Shortly after publication of the new cost principles, it became apparent
that additional policy guldelines were necessary to allow for the more orderly
application of the principles. We studied ways to avoid the situation
in which & particular contractor would be operating under two different sets
of cost principles at the same time. We explored the feasibility of
meking a general policy finding to the effect that, on the whole,
it made no substantial difference if the new principles were substituted
for the o0ld principles in existing cost-reimbursement contracts. Many contended
that the extra administrative cost to the Govermment and to our contractors
of operating under two différent sets of cost principles would offset
any possible cost differential that could be attributable to the new principles.
We wanted to obviate the need for a contract-by-contract analysis in favor of a
plan to cut over each contractor across-the-board with respect to existing
contracts and new contracts, at some convenient point in time,

such as the beginning of the contractor's fiscal year.
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You lawyers can appreciate the problems we had to overcome.
If we could prove that the Govermment was getting an even break,
we could proceed. But how could we prove this without a contract-by-contract
analysis? And how do we measure the impact of the new principles
down the subcontract chain? The situation in which a particular concern
is acting as & prime contractor and also as a subcontractor to another
prime contractor -- who probably has a different fiscal year --
presented an almost insurmountable problem. We concluded that
the conversion of contractors to a single set of cost principles would,
for the most part, be impracticable.

We have Just issued new guidelines to our people in this area.
Much to the relief of our lawyers, we concluded that existing cost-reimbursement
type contracts should, in most instances, be costed out in accordance with the
cost principles incorporated therein. We felt that, although it is probable
that the differences in result between the o0ld and new cost principles
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 Govermment and the contractor.
We don't actually forbid the esmendment of existing cost-reimbursement type
contracts. The door is open Jjust & crack to take care of clear cut situations
not involving great administrative problems, where the amendment would not be
to the disadvantage of the Govermment. Obviously, no such amendment

could be made without the contractor's agreement.
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As to pew cost-reimbursement type contracts, we want to starting using
the new principles as soon as possible. However, where all of a contractor's
contracts are now being costed under the old cost principles, any new contracts
will 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 fiscal year. Our aim here, of course,
is to minimize the administrative problems involved in the changeover period.
The provision that I just outlined will carry the old cost principles
past our previously stipulated mandatory date of 1 July 1960 in some cases.

In the case of existing fixed-price type contracts, we will use the
new principles as a gulde as soon as possible. Such use, however,
will be only to the extent that it is not incomsistent with any contractual
provisions, understandings, or agreements established in the negotiation
of the contract. As to new fixed-price type contracts, our contracting officers
will be expected to use the new principles as a guide as soon as practicable,
but in no event later than 1 July 1960.

In the case of fixed-price contracts terminated for the convenience of the
Goveroment, we will use the termination cost principles which were in effect
on the date of the contract. Terminated cost type contracts will, of course,
be costed out in accordance with the allowable cost clause in the particular
contract at the time of termination.

I have gone into these new guidelines in some detail because of their
currency and their obvious bearing on the impact of the new cost principles.
In fact, the Department of Defense may issue a press release t0 let industry know

of our plans in this area.




I would like to turn now to one of the unigue features of the new
cost principles. ASPR paragraph 15-107 describes a technigue
called "advance understandings.” The basic theory of advance understandings
is to provide a framework for agreement by the contracting parties
prior to the expenditure of funds. Its purpose is to avoid second guessing.
The new feature of this portion of the regulation is merely that decisions
with respect to reasonableness and allocability are made at a different point
in time than heretofore. This approach 1is particularly useful in dealing
with certain potentially troublesome areas, such as compensation for personal
services, precontract costs, unusual travel costs, research and development costs,
royalties, use charge for fully depreciated assets, and so forth.
I want to discuss research and development as a separate problem, as it has
complications and implicetions which are much more critical than the other
areas I have mentioned.

Although the theory of advance understandings is sound, it is apparent
that we may have many problems in putting this technique into effect.
For example, many contractors are using the system of negotiated final overhead
rates for cost-reimbursement type contracts described in ASPR Section III, Part 7.
These rates are negotiated after the completion of a contractor's fiscal year.
It is an over-all negotiation based on actual costs incurred, and is done
centrally for all three military departments. Most of the areas that we suggest
as possibly appropriate for advance understandings are reimbursed through overhead.
With the exception of independent research and development costs, we do not
intend to set up, for the immediate future, at least, a formal procedure

for the centralized negotiation of advance understandings.
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In some instances, advance understandings can be worked out centrally with the
same group that handles the negotiation of fimal overhead rates. In other cases,
they must necessarily be handled by each purchasing activity. If the same
understandings cannot be reached with respect to all contracts, this will,

of course, raise complications for some contractors and will engender certain
administrative problems for the Govermment, since each centrally determined
overhead rate may require several adjustments to take into account the

advance understanding provisions of individual contracts.

These problems do not appear to be insurmountable, however. While the use
of advance understandings is encouraged where appropriate, I am satisfied that,
Where problem areas are foreseen and the costs involved are significant,
we will have to put up with the consequences in terms of extra administrative
effort.

One further point on this question of advance understandings. You should
take particular notice of the ASPR provision that the absence of an advance

uncorstending on any element of cost will not, in itself, serve to mske that element
either allowable or unallowable. It is obviously better, however, for smooth
contractual relations, to agree in advance of the incurrence of special or
unusuel costs, where reasonableness or allocablility are difficult to determine,
in order to avoid possible subsequent disallowances or dispute based on
unreasonableness or on non-allocability.

I would like to turn now to a more specific consideration of the problems
which are involved in implementing our research and development cost principle.
This was perhaps the most difficult of all of the individual cost principles

~ for us to resolve. It is obviously an area in which the use of advance
understandings is particularly pertinent and useful.
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Our cost principle on research and development provides that a contractor's
independent research program (covering both basic and applied research) will be
an allowable cost under our contracts, without regard to the type of contract
vhich is involved. Additionally, a contractor's independent development expense
will also be allowable to the extent that such development is related to the
product lines for which the Govermment has contracts. We have provided definitions
for the terms "basic" and "applied" research as well as for "development" which I
will not elaborate on at this time. In essence, then, we have adopted a rather
clear policy with respect to a contractor's independent research and development
program. The basic problem that we had to wrestle with was that this policy
might be potentially far too costly to the Department of Defense and might well
provide a framework for an unrestrained race for technical supremacy on the part
of a great many of our major conbractors, particularly those whose business is
predominantly with the Department of Defense. In establishing the basic policy,
then, we recognized that some type of control was essential in this area.

We considered many different approaches, such as a mandatory flat percentage
share arrangement. Under this concept, we would builld in an automatic restraint
on the enthusiasm of some of our contractors by providing for a matching
contribution by the contractor out of his own funds, in return for a &«
similar contribution by the Department of Defense. Although this approach would
cure some problems, it would obviously introduce many others and might well be
inequitable for a considerable number of our contractors if it was prescribed as
the only solution. We finally concluded that the type of restraint or control
that we must necessarily exercise in this area could not be gpplied in any

across-the-board arrangement epplicable alike to all contractors.
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Rather, our approach needed to be much more selective. That is, it must be
oriented towards the situation found in particular companies, and possibly in
particular industries. That is the reason, then, why we provided for advance
understandings in this area on a contractor-by-contractor basis, and left the method
of conmtrol quite flexible. The cost principle, for example, contains these words
"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 Govermment 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:

(1) review of the contractor's proposed independent research and
development program and agreement to accept the allocable costs
of specific projects;

(i1) =agreement on & maximum dollar limitation of costs, an allocable
portion of which will be accepted by the Govermment;

(111) an agreement to accept the allocable share of & percentage of the
contractor's planned research and development program."”

At the time we adopted our research cost principle, including the control
feature I have just enumerated, we agreed that this particular cost item was
potentially so large and so critical that it could not be left to an individual
negotiation with each of several hundred contracting officers throughout the
Department of Defense. Rather, we felt that some mechanism was necessary
within the Department whereby our major contractors could, on a periodic basis,
""" presumably an annual basis, present to a central group, plans for independent

research and development.




i

After examination of the contractor's program and whatever discussions were
necessary, the Department of Defense would agree to either accept the

full allocable portion of the total expeuse programmed or, possibly,

some reduced amount, along the lines that I have previously indicated.

We are now in the process of establishing the mechanics to carry out this
progrem., We are developing a plan whereby our major contractors will be
assigned to elther the Army or the Navy or the Air Force, for the purpose of
reaching advance understandings in this area, in much the same way that some
contractors have heretofore been assigned for negotiated final overhead rate
purposes. This negotiating group would be assisted by a committee made up of
sclentists from the Army, Navy and Air Force. Upon receipt of a contractor’s
program and his funding forecast, an initial review will be made by the
sclentific committee to insure that a proper segregation has been made as between
independent research programs and independent development progrems.

Our experience indicates that contractors often use different criteria to
segregate these two expense areas. Obviously, it is to a contractor's advantage
to classify his work as independent research rather than independent development,
because of the broader spread which he can obtain. Thereafter, if the total
expense involved appears to be reasonable under the circumstances, we might well
agree to relmburse our allocable portion of the total expense. In other
situations, based on recommendations from our scientists, we will agree to
reimburse a contractor for less than an allocable portion of the total
independent research and development expense. The results of these negotiations
will be promulgated to our contracting officers, who will be expected to follow

these over-all decisions.
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It must be ovious to all of you that this program, in its initial stages,
regardless of how good it sounds on paper, will bring some rather msjor
administrative problems. We intend to do everything possible to face up to these
problems in a realistic manner. Obviocusly, the type of cooperation contractors
extend in this area will be a major factor in the success of the program.

I want to mention here that this idea of reviewing a contractor's research
program and funding it in less than the full allocable amount is not a new
concept. Many of you know that this approach has been used for many years
in some areas. The new feature here is that 1t will be extended on a much
broader scale and will be done in advance of cost incurrence, rather than after
the company has incurred the expense.

The words which have been spoken and written on this subject of contract
cost principles over the past few years are quite voluminous. This is true
even with respect to the few facets which I have dealt with today. I hope that
I have heen successful in providing you with some of our current plans and
ideas which we hope will make the change-over to the new cost principles as

painless as possible.
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" "ot for publication until
:leased by the House o
Appropriations Committee,

STATEMENT OF THE
ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS)
BEFORE THE
SUBCOMMITTEE ON DEPARTMENT OF DEFENSE APPROPRIATIONS
OF THE
COMMITTEE ON APPROPRIATIONS, HOUSE OF REPRESENTATIVES

Mr. Chairman and Members of the Committee:

I appreciate this Committee's continued inferest in the supply and service
- programswhich are under the policy guidance of the Office of the Assistant Secretary
of Defense (Supply and Logistics),

We who are associated with Defense logistics believe that significant advances
have been made in Defense policies and management techniques.

This Committee has provided appreciable assistance to us through encouraging
prompt implementation of plans and programs which we have presented from time to
time -- parenthetically, I might add that some of our progress has also resulted
from pointed and constructive criticism.

Appearing with me today is the Deputy Assistant Secretary of the Army
(Logistics), Assistant Secretary of the Navy (Material), and Assistant Secretary of
the Air Force (Materiel). They are also prepared to present a statement regarding

the activities of their respective organizations.
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CONTRACT COST PRINCIPLES

This Committee is well aware of our intensive efforts over the past few
years to complete the major project of promulgating a comprehensive set of
contract cost principles. I am pleased to report the completion of this task.

On 2 November 1959, the Department of Defense issued Revision 50 of the
Armed Services Procurement Regulation which contained the first major re-
vision of our cost principles since they were originally issued in 1948,

The new regulation provides a single comprehensive set of cost principles
which will give more detailed and precise policy guidance in treating cost ele-
ments. It applies to all types of contracting or contract settlement situations,

- The revised principles will serve as the contractual basis for the payment
of costs under cost-reimbursement type contracts. In all other contracting or
contract settlement situations, they will serve as a guide in the negotiation of
prices or settlements, to the extent that the evaluation of costs is necessary for
the setting of fair and reasonable prices, Provision is made for specific agree-
ment on the handling of costs in advance of the signing of contracts when particular
areas present difficult problems of administration,

A new feature of the regulation is its use in connection with negotiated
fixed price type contracts, While cost information has always been considered
when appropriate in the pricing of these contracts, no uniform ground rules

have been in use throughout the Department of Defense. The new rules will
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provide common guidelines for both Government and Industry and will facilitate
the selection of the proper type of contract for specific situations since costs will
be treated similarly for all types of contracts. Further, the new rules will as-
sist Government auditors in preparing advisory audit reports,

The promulgation of cost principles applicable to all types of negotiated
contracts is designed to foster an atmosphere of mutual understanding between
contractors and contracting officers. It should ultimately lead to more efficient
negotiation and administration of Government contracts.

The new regulation prescribes that when costs are considered in pricing
defense contracts, they shall be subjected to the test of ''reasonableness,' A
cost is reasonable if, in its nature or amount, it does not exceed that which would

ﬂg incurred by an ordinarily prudent person in the conduct of competitive business.
.Numerous individual elements of cost have traditionally not been allowed in prior
cost principles, These include such things as most advertising costs, bad debts,
entertainment, contributionsand donations, interest on borrowings, and certain
selling costs. These individual items will continue to be treated as unallowable
costs.

Other individual cost elements, such as cost of material, salaries and
wages, depreciation, insurance, maintenance, production engineering, and inde-
pendent research and development are allowable, In this connection, certain
administrative controls and limitations are provided to insure that costs charged

to the Government are reasonable in amount.
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These new cost principles are now in use on a perraissive basis. They will
be used mandatorily after 1 July 1960. This long familiarization period is neces-
sary due to the far-reaching nature of this new regulation and, insofar as possible
to accommodate contractors' fiscal year closings,

I must tell you in all candor that the development of these cost principles
was a most difficult undertaking. Resoclution of the strongly held and divergent
views of the many parties having a legitimate interest in this project necessarily
took a great deal of time,

We do not claim that our finished product is perfect in every respect.
However, we do believe that a substantial contribution in the field of contracting
policy has been made that will materially assist in our efforts to buy the most for

very tax dollar, These new cost principles will be watched closely in actual
operation and we will be ready to make any changes which seem appropriate as

we go along.

PRICING POLICIES

Also, during the year, re-evaluation of the Department of Defense pricing
procedures and practices was undertaken with a view to improvement of pricing
of prime and subcontracts. The results of this re-evaluation were published
as a revision to the Armed Services Procurement Regulation on 1 October 1959,
One of the more significant changes is to require that contracting officers,
prime contractors, and subcontractors obtain and utilize the most current, accurate

and complete cost data which is available. As evidence that this has been done,

——
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UNITED STATES NAVY AREA AUDIT OFFICE
Telephone:
LANgham 8812 & RATHBONE FLACE

LONDON, W.1., ENGLAND
oc
7590

March 11 1960
From: Officer in Charge, U.S. Navy Area Audit Office,
London
To: Officer in Charge, U.S. Navy Purchasing Office,
London

Subj: Use of Section XV Cost Principles, in contracts and
subcontracts in Europe

Ref: (a) NPO office memo dtd 24 Feb 60

Encl: (1) Statement of Method of Determining Profit for Use
under Profit Limitation Shipbuilding Contracts and
Subcontracts thereunder

1. Reference requests our comments upon the subject cost principles for
use in your discussions with the ASPR Committee when it visits Europe
during the month of April.

2. At the outset we wish to point out that we have only very limited
experience with the application of Section XV ASPR to contracts in Europe.
The very few cost type contracts which incorporate Section XV ASPFR have not
given us a large and firm enough basis to warrant drawing any definite
conclusions. On the other hand in the audit of the Furopean shipbuilding
contracts we make use of cost principles which were developed on the basis
of the Maritime Administrationds regulations in prescribing method of
determining profit under its shipbuilding progrem in the U.S. There were
several deviations from the usual cost principles in this regulation as
will be seen from enclosure (1). For examplé perticular attention is inwvited
to the paragraphs therein on Amortization of Asset Appreciation, Interest,
Pension and Retirement Payments, Taxes and Unproductive Time of Employees.
In addition to the shipbuilding program there is the base construetion
program in Spain which m&kes use of part 4, Section XV ASPR. However, no
outstanding exceptions were taken in the audit of this contract which is
with an American contractor.

3. Under the cost type contracts, which we audit in Europe, we have
encountered only & very few problem areas of minor incidence and which have
not had much impact wupon the contractors involved. OQur policy has been

that as long as Section XV ASPR is incorporated by reference in a contract

ve administer it, audit wise, accordingly. Thus if a contractor claims a cost
vhich is considered ungallowable under Section XV ASPR we have no alternmative




oC
7590

but to disallow it in accordance with our established procedures. In
connection with overhead rate analyses where we submit advisory reports
for negotiation purposes, our report is advisory to the contracting office.
In such cases we recommend for acceptance or non-acceptance costs claimed
by the contractor, using Section XV ASFR as the basis for our findings.

The determination of the overhead rats is the responsibllity of the
contracting officer. Likewise, in the reporting of direect labor hourly
rates under time and material contracts, an advisory report is prepared
for the use of the contracting officer.

4+ In general all that we can say at this time is, that as far as we have
used Section XV ASFR in cost type contracts we have found it workable.

While no contractor, whether American or European, is particularly fascinated
with any kind of contract cost prineciples, it has been our experience that
upon explanation and discussion with a contractor of specific points brought
up no unusual difficultiss hawve been encountered.

5. Perhaps, if we had many cost type contracts, particularly for large
amounts, with a large selection of contractors throughout Europe and for
different types of supplies and services we might run into some unusual
difficulties, but our experience to date has been otherwise.

(Signed) VW.G. LEARY




STATEMENT
oF
METHOD OF DETERMINING PROFIT
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GINEHAL

1.1

1.2

1.3

1.4

1.5

This "Statement of ilethod of Determining Profit for use under
Profit Limitation Shipbuilding Contracts and Subcontracts
Thereunder" is issued to provide guidance to contractors and
subcontractors in the application of profit limitation
provisions on U.S. Navy prime contracts and subcontracts
thereunder, and will also be used by the U.S. Navy Area Audit
Office in the audit of costs and the preparation of advisory
accounting reports thereon for the Contracting Officer,
Bureau of Ships, United States Navy.

All accounts, books, documents, memorandas, minutes and records
of every kind of a contractor or subcontractor involving the
cost of performing a contract or subcontract containing a
profit limitation provision are subject to inspection and audit.
Contractoras shall also make available all subcontracts and

-purchage orders and shall furnish copies of such instruments

when requested.

In the event a contractor or a subcontractor fails to obtain
agreement of a proposed subcontractor to the profit limitation
provisions as required by z contract or subcontract, the contractor
ghould notify the Contracting Officer in writing of such failure and
give the reasons therefor.

Contractors and subcontractors subject to the provisions of this
Statement should keep their books and records in a consistent

manner conforming to generally accepted accounting practice. In
cases where a diversified line of operations, commodities, products
or services is carried on or dealt in, the books and records should
clearly distinguish between such several lines. Should it be found
that improper or inadequate accounting methods have been or are being
followed, the contractor or subcontractor may be required to restate
ite accounts or otherwise satisfactorily account for the profit
under its contract or subcontract so as to accord with generally
accepted accounting practice and the principles herein prescribed.

If a contractor or subcontractor shall be found to have kept ite

books and records in such a manner that a proper determination of
profit in accordance with generally accepted accounting practice

ard this Statement cannot be made therefrom or shall have failed to
retain any books or records essential to compliance with the principles
herein prescribed, the U.S. Navy Area Audit Office will recommend for
acceptance only such charges as are shown by the contractor or
subcontractor on evidence satisfactory to the U.S. Navy Area Audit
Office to have been properly incurred in the performance of such
contract or subcontract.

1.
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AND SUBCONTRACTS THEREUNDER
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:_i;_)‘é P BEI"LLRAILU{J."OL\‘ JF PROFIT

D1 Irofls ox less Definod.

2.1 Profit under e psrticular sontract or gubcontract is the ex
the ndjusted contract price over the total alluwed cosit of me

©.1%  Iogg undor a partieular contract or subcontract is the exe:
total sllowed cost of performance over the adjusted cont

e w kool Performine a Coptpeaet or Subcontpact shall congich, for the oo-iuse
thﬂ.s stabemant, of four general classifications sz folioves:

{a} Direct material.

(b) Dirset labor.

i) UOther dlrset charges.
{d) Jverhoed.

b rinl shall include the cost of all ltems pwchaged, sup
nl‘led, ma.nufacturcr or fabricated, which enter dircetly :L;.,‘:u the
and produact or which are used or consumed diyectly in conmestion
wlth the manufacturing, fabricating, processing, fhurnlshing or
converting of sueh product.

E

The prices et which materials sre charged shall be fair, jusi,
and not in excess of reasonable maret price. Irices paid to any
supplier associsted or affiliated with the contractor or mmcr:;r*wm:ftr:s:-f
will be scrutinized in this eennection. All mutericlisz. including
fittings, ports, auzlliarlies, ete., must be taken into accouni
priges not in excess of the net cost thereof, bubt malerials murchassed
for and drawn frou reneral stores may be mriced by sny recognized
method of pricing stores withdrawais conforming o generally aceepied
egcounting practlice end comsistently folleowed. in certaln sountrics
vheres currency inflation hrs been of such magnitude that p:v:a,c.s,ng of
gbores on o Jevel with original purchase figures would result in
hardsidp o the sontractor by resson of the nesecsity fo rephae
thosa stores at pernanently inflated orices, tbis prevision may be
modified to ollovw basis of prielng on cwrrent valuabtion or by e
dating the gencrally asc-pted inflation index to tihe or 1(;14.&1 coab.
lowever,; in cases vhere the contractor or aubsontrasicr is using
naterinls vhich ore gurplus or oversteck itams, the criginal «-o,;b
bagis is considercd the most equ.’abla.

G




2.22

Q 2.23

The net effect of any adjustments related to inventory accounts
shall be taken into account to the extent that the propriety of such
adjustuments ip established. In determining any question as to the propriety
of pricea at which materials purchased specifically for the perforwance of
a contract or subcontract are charged as related to a reagonable warket
prioe, the market price prevailing at the time of commitment for purchase
shall govern. In any cases where the contractor’s or subcontractor's
accounts do not cause transportation charges to follow cost of materials,
the method of allocating such chaerges, whether through overhead or otherwise,
must be equitable and consistently followed.

Direct labor genersally covers the wages and other compensation of euployees

whose time can be definitely and accurately weasured as a direct charge to
contracts or subcontracta.

It is preferable that direoct labor be taken into account upon the
basis of the individual rates actually paid. VWhere a contractor or sub-
contractor follows coneistently a method of acoounting for direct labor on
a produetive hour basils at average rates or emplpys other approximations to
reduce clerical work, such method way be allowed provided it shell be shown
that substantial accuracy ie attained thereby. Compensation paid to leading
men, gquartermen and foremen whose time can be accurately allocated to
specific work may, and preferably should be accounted for as direct labor,
but an arbitrary allocation of supervisory pay roll or of any part thereof
to "direct labor" will be allowed only if and to the extent that it is shown
to be conducive t0 an accurate determination of cost. Overtime, production
bonuses, premiums, incentive payuwents and other indewnities to eumployees
whose time is acoounted for as direct labor are preferably to be included
as direct labor but if charged in whole or in part to overhead the method
of taking sush charges into ascount must be such that no part of such
charges incurred by reason of other work is inequitably borme by the contracts
or subcontracts.

Direct Charges - Other may include costs of builder's risk insurance,
performance and peyment bonds, royalties, outside professional services,
inspection, drafting and engineering, mold loft patterms, wood staging
and shoring; repalr and maintenance of metal staging, launching, dooking
trials and other similar itens.

*

Costs of builder's risk insurance, performance and payment bonds,
royalties, outside professional services, inspection, etc., which are
incurred on account of a contraot or subconiract may be charged directly
thereto provided that such wethod is consistently followed and that no
similar charges on account of other work are made through overhead in
such manner as to prorate any part thereof inequitably to a contract or
subcontraot.
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ALY churpes vhich sre vob divacily allocabls to vortloviz
tracts or suieonbra m.w and eongtlonting what is broadd;
norein roforred bo as Yoverhead,” shall be ddstrilmted ove
operations in such mannor ag wild approximte a8 closely vus
sabla an neccurate determinotlon of cos To that end the sl
disteibuiing ovorhead wust conform o gener l_y accapted acs
prm,uiczw and vhere nora than one class of work ls being pari

% be such that no elass of work ls caoused to bear aporecis
m.cn nf the indircet expense which shoudd rwoparly bs borne iy
vt ngr olass of uork.

The Jietribtubion of tho verlous elasses of overhead ogua
all or substantiolly all varletles of produetion work will wo
ordinarily be acvepcted as in sccordanece uvith gensrally aescapisd
aceounting practice ualess it shall be shown thal such netivd
under the prevalling conditions; in z subshentlally ascurste /L
minaticn of eost.

The rractice of deternining separate dspartmentel ratns
overhnad distribution apnlicuble to the corresponding direct
eharges ie acceptzble bub only the actual produstive direet labo:
mey form the basls of the ecomputation and must net include y (L
meoduetdvs time ant wvages of the type referred to in gubseetion 7 3.:§/g.c

Distribution of various clasces of factory overhead sthervio
upon the basis of direet labor may be aceepted AL 1T bo shown the
substantislly couitable dlstritmtion 1s effecied.

The uge of pachine-howr rates or of standard or opecificchion
mamfacturing costs mroperly dstermined is accaptabl .

A M fferential digbribution of overhsad to vorlsus clasaes of v
an for emample, the use of a veriely of fimed pereentapges guilolly
deteruined by reriodic sost-englneering ewrvey or by othor sceentabls
umeang, 8o that eash class of work beoars lis eppromriate overhond rabe,
nay b3 accepted if 1L be shoun that a subsiantially equitobls Jiobed
bution iz thoaroby offscted.

In cosos whore, by the use of predetoruined rates (departnental.
machine-houwr, 4 f.t-emm?ial, ote.) or othez rulee, thy actual totad of &ld
Indireel charges incurred inm or allocabls o a particular moath or other
relatively Ilriel aceounting woriod is nod omctlv shourited; the uader.

or overabsorptlon must e completely distribubed currently oitbor ratabiy
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Zin pascing upon the <zn+ql>ili”y of a conbractorin oy
subsanbractorts prinei;, ~-,s ~~nu .u.,u wds of accounting, mr’t.‘xcm N ]
;311 be nade iato tie votlhod of cverboad disteibutios end ne chonie
‘.iizt'nﬂ"t be nade thereln durinpy twhe progveoss of work witheut oriow oo
Ly e Officer in Chaves, U G, Nowy Arcs iudlb Offise.

coontotive Iteas of GCost ars summarized below under tiiros
caii oring consisting of thoso ordinarily allowable, those sub,
quailfication or disallovance, and those unallowable in tiie deterninaticn
of cost of a contract or subcontract, Tuethor elarification i contalinsd
in ihe a,.p,.umbor‘,r text in tho subsections wndoer section .3, All
coneclvable iteins cannhol be me ioned spacifically, and the e:xq_:ﬁ&nnw.,f-m
Parniched is indieative and wot Inclusive; that ic o ooy, amission of
pantion ig to be in no way restrictive in detornining the costs of &
contraet or subcontract. I an iten of cost Is nob specilleally mencionsd
umier admissible coste it is nol Lo e tioreby autematically axcluded,

and conversely, if an item of cost is not linted undey inaduissibdle ecosn

wr described as once subjset to qualification or dlsallewancs, 1% dren “a?
tiworefore follow teat sush iten is ackrowledged te be admissiblo. T4 oueh
cases any gquostions arc subjoct to interpretation and deeislon accordin:

Lo Lheo nabture of the iten, r;cslwver‘. any of the explanations pivou bolow
ure subject to tho avplication of any speclal provisions exproccly inclulded
in the econtract or subcontiwnct.

2.251 Items Ordinarily allowadle See Subsoction
Bidding Expenses 2,30,
Bonusos 2,405
Castings e 307
Direct Charges - (ther 23
virect Iabor ey
Direct Haterial v
Dirsetors! Feas 2,310

radzing 26313
Drvdoeks P A PA
Exeoss Material {Credits) o317
Tosurance D al24
Haterial COperations - Departmental L3331

rarhoad : b
Pengion and Retiremcnt Payments I T
Serap (Credits) 2 OJBS
Towing C L343
”'rave"l pun! 'pensn o342

Jolfere Dxpense - Swmploysse PNV 1 )
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Pues and Memberghios
Fees, Ilsgel, Ascouniing, mnd Jther Frofessioral

Feos of Tranafer Agents and Heplstrars
inlereat

Intracompany and Intercompany Charges
Lounching Expense - Ceremonial
Mnintenance and Repair Costs

Nescrvres
Hoyolities
Splaries
Selling Cxprnsos
Taxes
Unclained Yages

7-253 UnaRowmble lteng Bea wubseetlon
Bad Debts 7303
Capinal Gains and logses e 's
Entertainnent cxponses D316
ixcass Profits L2318
Exnence end Income - Nonoperating 4.319
Fines and Penalties 2,322
Income from Investnents LaA23
Liguidated Danares -328
Losces under other Contracts anc! Subecontrasts " .329
Organization and Reorganization Lxpenses w332
Ponaltios <0333
Unproductive time of Employeea (Standiy Labor) ¢ 0344
Unreasonable Charpes o345

habetlenl Idst of Repregontobive ftems of Cosh.« In comnecticn with
apec:.ﬁc: 1 em@ N thpra are offored the folis xﬂmg deacripltive explansiovy
momment s

S o301 Adverticing Exponses. ~ The general policy in regurd w advertising
for tiw purpese of ci‘rcwn}.na gales, oo digbi n<m1...heu from dnstituvionsl
advertising in trade or tachnica.‘ Joueneln, isg descrlibed as follouss

Ag a general ruls o contractor’s cost of aflverti sing is pot all
on the reasonin: thaot advertising is not reguired in order o undmylu
contracte with tho Govermment of any country. Houvever. certeln ldnds
of advertising of en industriel or institutionn] gharsoior, placed in
tradas or techprical journals, not primerily with tho oblscet of soliing
rertloular products but egoentially for the purpess of offering

b it erk ki ot s
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sinese and the industry  Lus “f-“uble ensl of ouch SRR
plocsd in orade publicctiors as ’ﬂlu"’ te the particular buginesn v T
altoved .
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The roasonabls cout of advartlsing consistent with the normel ool voind
praciice of a subcontractor may be allowed In deteruining ths weud o
perforuing o suboonlract.

e oot of advertising to obtain employees urdinar-’ V

nart of pcruom.@l expense dlistributable to eontracts ond
detomined o be excessive,

5.

easonable sxpenses of non-slaborate publications iusued for tiw pum
m gaorala. production, protection, or welfare of & econtrmotor's o o
convractor!s anployeos, which are within the secops of & ;13.0;:11; St
srs allovable cosls,

iy

o Anortization of Assot Aporeciation shell pot be taken into account in

deteruining e cost of po *forming contracts m' subecontracts. It 1o, Lo
e c:»;;nimd tat in certain Huroppan eountrics inflation hasg been of sona!
mneniinda in the years after World War IT and “.t:mu in sueh ci.m*w tances
deprecintion on fixed assets may be computed on adjusied (upward) valuss b
tale intoe account the deflation in the value of local currancy. I is
eonsidoread therefore thot in the computation of depreciatiocn it would nol bm
waccaptable to take into account the appreciation in value of such canc
bogause of mpr«::ciatlon in the valuo of eurrency gince the asquisivic
relevant ascot., Sueh inereasc in valus siiould be in confoymiiy with s
anplicable love and repulations of the Govornment of the Ct)u.m,:‘f imn
mu.t oot axceod the decrease in valuc of the curram‘:y siace Lap aate

%

acunisition. The practice of tite contractor in relation to Lis ‘*”1* 1"‘; poiiayr

o

of shurgios depmchau on may influence the allowability of tils item,

Sad ‘Qah‘m mey ke defined aa uncollectible or wortiilass notes or ascotnis
Tocelvabie arising {rom sales of products or otiwer trangactions eniored
lnte for the purposc of peoflt. Sueh items or axpenscs related ithercte
cre net allovable in controect or aubtontract p rformance ceosta.

Advances in yeasonable anounis nmade te employses in comnsatlon wiih
allowancen for bravelins sxpense: 'Mirm iave not beon recovered are not
regorded ag bad debits, bub as ordinary businass loegses allownble in cost

A

directly, 1T practicable: or through distributablo overhead,

Biddinz Uxpenssg. = ideagonable preliminary expenses Incldent to pren aration
of bids inciusive of ather nace:assar,,r gosts puch as ie'"a;, gocounbting, and
otiior professlenal fees and traveliny expenses, are allousble costs thrcuph

7.
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T I Lt O T LA T o paraamnes of a U&‘ll-’:‘x‘:’j“ IR
'uml']v admiodate so0 ooaoaidie bomas sysbem may st
1:3. xoﬁ’ions in subsectlon: ,-i” end 7.345 berent, be H 4'31. I

mrovided the sgpregsate comw ‘*u%ntior pald to eaeh Ipddvidusl s
and proportionate Lo aarvicasa amw.hvr randered in the repeler oo e 57
usloeps.

Sapdtad Solng sod Togeng resulting from fissnulsl trenssetions
relinted to the contrazet or subeontraet phall mot e Lni:r*b SAVESS

in deternining recapbirable profit.

agibes. - Gustings made in ihe contxactoris op mh«:ﬂ*a‘gf b
fovadry may be charged upon, fixod price par pound or Sy
bagla provided that the sceie of pz"iuea tekas soouust;
priate; of dfferencons in slze and kind of casiilurs, £
adjuvastments or such chorgos are made for the actunl seal o0
a8 dotermined ly rc:aaonab.ty froequent im rentf:r les of fouadey o
or by ohliev adeguate foundry cost metn-:ff The method of pris
Toundry Cew matericle, partlcoulorly suct h:l ghapr cost maleriais
soppaer, mpolber; slumdnum, ete., wmst be counistent with
prescribed herelin for the prieing of mnierials gemal};»;,;

Gantrat Difice fanenseg. o Whenover o sonbracior or subconGrosio
through & eentral or bome office, exmrz ool sdainisivaiion nhie ot
shall o acceptobls ag sontrash coote only in ddrest prop.riiog o the
contyibution fo vk wnder the contrach or suboonbrnnt,

e

Demesiation. of Flant. Facilhideg. ~ Doprcolation of Lui.
gqudpment, and otber plant feciiities will be c.,.l:.l)‘.ﬁ?" RS &
deternination of proflt 4n peneral upon the hazis of vhe pab
rabes of dompoelation in c*mmt uge iy the dontractor or sube
and 4 cAineo cungideratien ftho eates used by b anlans 1.‘.‘“"’!1‘”1.“.?
Teopgury Jepertnent. of the Government of the esuatwyy of xﬁw o
or svconbractor and sy othey partilculse rates slatuiorily
abirovns L oircupatopesa hy thnd i subjech . nousTor,
s s of tw* qum,mé; O fleor, In certaly olroas
subgesiion 6.3 (lmertization of Assst Appreciation)
ples wilil b rwmm.ﬁ to inflated valuationag ol nssets.

in the cuss of bulldinmom, hlﬂ,ﬂb&nﬁ}l"y; oqu wient and other niant
Tosililies suijecth to d\.ﬂgrﬂaw,a.;ton wilch are vasd in aod are ne
for periosusnes of a esniract or suboontract and whis
parformance or woon bhe cor ;ncu.m:x of the conireet or
Gemsiicshed, dis ...1.1\413(1-; sol as mashinery op n’G\L‘.sﬂl"‘.au oy
in tu" am,a : are o f‘w\ coned, iv gue
th el iRots 2 fagt Ums- :.:-..fc.«h

olitnon.
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:vz mct. to uhdeh a final oo : - not btasreiol
eon nade shall be aliowem in uetcrw\ning the profil tiercundsr.

r'fé.

Direetlor ag, + PFeos and Lravells ;;ru 01" et
Direcicrs’ Foes Peas and iravell hord

meetin s of Beards of Dirsciors are ol owmi’% as dz.&;“um,.,u,.. Tt
p*ovided that suens fees amd wxponscs are reasonable, ¢

$th con’ractora’ or subeontractors! nsual pmucdznw
l mitation provided in subsoction ',J337.

-
B

Discounls. = Barned discounts of all lrinde, including trade discounis, casa
discounts , special allowan:na, ebe., muslt be baken into acecount in such
manner that, in the deter’r whion of profiit, effect is ziven to the et
orices rwtuall; paid. DJ.,J\,mmbu u’ll\(" n o waterial bills nay be deduoted
Trem tho pxclnsa price in charging to inventory or toe the combrac
subconiract, or the discounntc y nn acecounted Tor by distributing discounts
earned as & credit ftem in Liwe ovechend, or by o uopd?dbﬂ computation of net
material cost or by sueh slusr nsans as nay accoxd with the conbeactor®s or
subcontractorts accounbing practics and this mquirnmer;t of accouniing for
diccouvnbs, If a contractor fails to talke ndvantags oi' diseounts or Al
allowances anounting to one voemen’c il.zo} or more, only the net apcunts of
inwoicoa after deduction of gueil diseounbs ghiall be "‘(411!..5‘3 lo az the eood
of porformance, unleoss sdeoguate ,}uam.fwuumu exicts Tor failura e talw
diseounbs,

Donations may not be ifaken inic account sxcopl to the exteni tiat necessary
sorvics 1o rendered to tho conbractor or subconiractor by the reeipient, {fox
oxample, donations to a local Loospital sorving tie eoniracitor or subvontrastor
or thooe wiiieh, by local general c sto*’lg congtitute nocegsary and propey

business expenses,

Dredging. = there Lt is tlie establiched practice of the conlrantor or
submmrﬁctm e acerne a reserve for ¢ odging and te charge to such reservo
the cost of partieniar dredpling operations nececsary lor 3,:.;1'-).;,.5.\ _&1; or for
e mmbos.ax cc of deptiv of water at and for acoess to the shiprord, such
agerunle nay be taken into accound as port of tue overiead to “t-.’.x%:: carbent:
thiat it shiall be shown that sueh aecruals vepresent a roasenable averars of
such expenses actually ineurred over an appropriate pericd. Dircetl chorges
for dredging are allovable only vhe :1 no sueh reserve iz ineiuded in the
contractor’s or subcontractoris eclablished practice, an? thon only Lo such
sxtent ag may be reasonnbly alloea”&em

In wvaters open to publle naviznlion, in the abssnce of reserves fov
dradging, the coshta of dredging may be charped te contract or suixoniract
perfornance costa provided such gosts are equitably allacated te the

L
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ixponse ond Income -~ loneporubting (inciuding such itlsus as Incone Tro
Investrente, Interest, and Foyaltiss, individually comuented upon undaw
thoir respective ecaptiens) ordinarily may not be taken into account i
dotermining recapturabtle profit. Their inclusion In exceptional cuc

will be subject to the specific approval of the Contracting Cificar.

“
Ll
s

T.320 DPeosg, lopal, Accountineg, and Otier Irofessional, for services reauired
tie poffornance of a conlruct or subcontract are allowable to the uxtont
deoniod reasonnble.

Generally speaking, legal and accounting foes in conneclion witi
nrosecution of claims against the United States Govermment or any ot
Government ineluding ineome tax uatters, ars not allowvable coesis., I9 caces,
noviever, viere sueh fees are Incurred and result in successful adjudication
ar nogotiation of tho validity of a clain by o eontractor or subcontracitor,
ransouable sxpenditure nay be taken into account in commsctlon uith gueh

sonbrovts or related subcontracts with the United States Havy.

2,321 TFeas of Transfer Azents and .ozistrars of stock or other securitics and of
trustees under mortgaze or sinilar indentures, rogularly emnloyed in and
necoessary to H o normal operation of the business; may o allowed as
overhead costs, if reasonable in amcunt,

Feas for the same purposes; covering tlie organizotion or raorganization
of a eorporationy, shall not be sllowed.

4,322 Tines and Penaltles incurred for violation of laws are not allouablsc in eogbs
of performing a contract or subeontract, Similarly, paymenis and costs under
an Arbitrstion avard are not allovrable .

7,323 Incone fron Investments shall not be telken into account in determining
recapiuwrable profit.

“,324 Jnsuraice.

¢ .J324Y lHonles peid into Seovernment funds for compensabion iLisuranco,
and net promiung paid or acerved for payment to insurancs
sompanies for inswrance of risks not found to be unusuzl or
excessive coverare or inconsistent with reasonable snd prudent
business practice are allowabls itens of cost.

o342 1L the contractor or subrconiractor assumes its owm insursbie
rigks (a) for coupensation payable to employees for injuries
reeceived in the porfornance of their duties, oz (b} for unwaployment
risks in States or Counbtries wiwere lnsurance is reguired or {c)

Tor otlicr risks net fouwnd to M oxcessive or uwrusual coverage
ineongistent with reasonable and prudent business practice, U
nay bs allowed in costs the charges set up for such seli-Ilnaursbes

LJ-L




325 In nm;ﬁ: m,eixrml, pald, or accrued for reeeipt or payuwent will

Pe3%404 L the contractor or subconipoctor sssmges ite own inowuralids o

[

LGS BRL dEcan
Jﬂﬂ‘! iuﬁ ;

rr*d& cml b‘f m"r.w.d’f ey iy '

missions, Pixed L2 M IVEC E R Y T -! ﬁs) m
after miving effect W ony credita for ﬁa,t.‘ety provu._m,w,,
a‘ir .y e whileh B nontz*&m'tﬁr or subcontractor would L2

in determining such rate it loposes sotually sustalned w
chaered only o the res orv** croated by sueh sslf-dnsvruncs

2 2243 If the contractor or subeconbtraocbor assumes its owm insuenii
and does mot recsrd current charges Lo operabions in tiw
conbenplated by subgeetion “.32472,; above, lowses suptal
auch riske during the verformance of the contracht ov su
ahell be allowable only by sush means and to such oxtc
cquitable under the circumstances attendant upon a sy

and ite practice wibit rocpsct to ceharges therefor ig pud
ty the principlszs set forih in the iaregoina suboegtious
the e’mt&'mto" or subcentractor ehall submit the paltber o
Coatracting 0fflcer for determination at the earlieah yrach]
dobe ofter oxeeuntion of the contract or subeoniract. and
chorges shall be talen inte zeepunt in guch mennsr as Lho !
Officer shall detormines

23245 Fremiums covering insuranee on ths iives of coruorate
nartners, propristors, or other sxecubives or emm‘iwm
the sonbtractor or the subeontrsctor is the bonefl GOy
indirectly, shall not ke alloved in dotermining rocar 31 AR

3246 Soasonoble premiums and other reagonable costs of group L
plans cenelstantly administered and in existense on Lho
sontrach or subcontract was swarded, are alloweble. Ko
Sroup insurance p]:.ms established alter sueh dste will Bl _Lc,m.n
unless ths plan is speciflecally approved by the Coubraciing Oftlesr.

\np njf

A bt

% b taien
inte account in determindng profit excepd Lthal reasonable zneunts of imtorest
on btank .inr.u;d of o contractor for comstruction, reconditlondng c

weanshrus
tion of =« ship oblained for ithe wipose of dif;ccunffing Bllls or io eurrant
working i‘tmda, may be adlowved to the oxtent atiributable to the coatrvach;
providﬁé‘,; that interest on such loans shall not be allowsd unlsco Ghe

contractor shall shov the necesgity for such loans.

Simdilarly, inberssh on benk lomne of other types of contractors and
subconiractors {for exanmples, suppliors of dif(!"st materials), when decmed
to be reasonable and for the mwpose snumerated in the preseding paragranh,

e B S 453 7 =
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corbract oy ounbeontract: provided also that sueh loans noture no

Hhwei oix tenths after the date of 'biﬂcal:; delivory of e lost o

% mo‘g perfornances af e last service, excluding provicions of
t'l

all be alloved o bhe extent atiributabie to porforaancs under e
i

' o

It 39 recognized that in certain ceuniriss thero is a mers ax
=t loas £lr neing, vathor than capiial stocl and also Liat intercsh
ik, and the prireiples set forth in this subsecilon o

. Bince, £o & gencral ruls Interent i consid
po of capital and a8 auch sheuld b
factor ., Among otber fachors 1o be cm,..i
under 2 conbtract ave Iresuently

cared

ot be neco ,.:,,a;.y tc incar any subsbantl
st }.'1; is aloo folt thol allowancesn
ravernmont s wm.cﬁ migst be loansd
i‘lz RS indiractly tirow okl
onnels, oand Durdhermore, ot tho Govor

st as nuch a5 posaible in malking Tunds

‘ Ny
Ay Bl

i{'g;a;» tiie extent interest is delermined teo bs allowsble, ke
5 "va‘,ﬁ e recopnized on an individual ”asc basis wrovided
od ths local raton of ‘Lnt.erest pertaining in the aven of %o

"rs" oz ouboenbractor.
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mu Intorecmnany Charpes, ~ Indraenm ?}'ﬁl‘y tranaf

mupt bo made av cost, oxeluding any in
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Transactlone will: subsidiary,
matopricl puenasss or Lranclors, sey lces, a,ﬁ:pm e

alf®ilinted or aonirc

Iy

=Y

type of choyoe nusy be discloged ui.;d . Tho
company transactlons moy not excead tho cosit of eunpa
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Conbraeting Offlonr 10 spconlls Lirionocod

5 Mowddeicd Degnegs padd by o conirucior o sulcoatraetor for foailuars

maat eeniract or subcontroct regairamnte wre not allowable costa of
e fOrmanes «

A0S g‘;’;”igg chthor Condanets apG suseonbras :':ﬂ « losgas lneurred wvis
r~0n+ acha op mxbcontracts or in respsct of oblsy work are nost allow )

costs of the - ntract or subcontract in question.

Halpkonanee and Repadr Cost
under "enerullj acﬁepted accounumg practi@e are ch‘,u rs'ezwl =
reserve or earitalized may pot be tuken into accownt exeept |

ehargss for depreciation,

T 0333

PEY 334

e ettt A S i NS 5 S

L dipterisd Overatlens = Devartmontsl. ~ %o vases vhere a eonfvacton

[

sontractor nonufactures for stores or for dirveeh chergs to o
eummmntirent items such as vdwels, paint, acetylenc, cole., su
bs charged upon a fixed priee boals, rrovided that vproper adi-wgd ]
neds to such chorges &t reasonaebly frequent accounting lntorvele =mo op to
m_;lﬁ 5 thelir actu&l cost @

Yreanization aud Deopsanization Pxpenscs. ~ Custs imeldent o 4!
or refinancing of corperations, partecrships, or proprlsiorsining
the lssuznce of capitel stock, bonds or other securitlec; tax

er trensior of securitles, discounts on securities scld, ban o
or cther like financlal costs. lezgnl ond sccounting iocs involved In
dovelopinn organdzations or reorganizationsg, shall mot he silowed in

deteruninings recapturable profit.

Fenaltieg payable by a contractor to the United Statoes Guvornmeud whetbes
such payment be effected directly or by dedustion Lrom suns othem,x
payabls by the said Government to the vomtractor, shall not e sllowed.

ALY ! £ to omployeas and payments mads iabe trust
funds for ﬁem.wn anl rat-iramom. purposes rrovided that suen tm:st fands
are alilenzied from the contractoris ounorsiip, may be silowsd iun the
deternination of resapturable profit. In overy ease the poymenis muat be
reasonobls in omount and eonsishbently and squitebly distrlbuizd.

In certein cases such costs ure accerucd on the books of ihe c\)"lu"?‘ﬂ.fl&‘f”‘}
at are not paid into o trust fond, nor aro othewwise funded. Hliap
paymsnt is, therefove, dependent \;.pcn finaneiol selvepny of the oo
wompany ab the time the ;| ryment is duey however, in some oo

of a company's banmiceupbey, the reth‘in'r cmployees take preac
ether ereditors, ineluding natlonnl taxes, A those payment.
by lair, it is foll thot they nust be tromted as allowable cost

basing the computations, the estimates tmst be roalistle and sonsspvrati
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cronbicn oF Inorsnio of i
as whieh are nel propoyiy
1] TG h.»

F s e, -wau-

speral eontmv‘e.. o o ¢
to carrent operationz shall

.

mv‘iy”;s, «  Income from raveltios shall not ke talen Inho aceonu
dotlemining recapturable profit under contracts or subconiiaeta

nest eages royalty expsnse in connection with moterd
f‘\‘_:f mmmﬁ andar a contract or subcontract 1is not proporl
iengnmeh as the Unx.uci States Govormnmend or the Geve
or subcontiacter oy have a royvaliy free lLiceuse for
agaippont. I reinbursement for reyoliy payments is
':Jf'v aoreenents aust be roforv:d to the Contrastin

l“j’ ‘r’ { “i o

Salary is coustrusd In its brosdest 3oase o incivin o hoadto,
Ter, and all otlier feorns of compsnsaticn ;
s yoar—end LK?I‘lU."‘JS), v:m'n,vm pa‘y ox t;‘u;f
0 gt tuc date of eocusletlon of 4 contyrant o
by the Sontracting Officer a5 to allewability.

lovable an an eleuent of cooh of favy conoracts, ol

Tor T ol FoX
compracat.on pald to any ene Individual must bo m:"»wmole

s

hig woopousibilities, tis o o nffi clo*zcv and Gaat of aie o

s O
|

tho "{,uvzul loval of compengation for lille sorvicss ho othey envicver
similar alz0 o kind of husinesy in tho some countyy or poslon.

Serap 1s such natarial as is produced during ilhe couJ' i@ of -
marfauoture and having only scran value and shouldd not o o
axenss materiol {goo subseetion 2.317). Seran nust
cblained uhon solds or at Lue current uerketd pwmcw if
ar supcontractor or held for gals beyond vie peried
suheonneact . 07 practicsbhle, o eredit zionld e
vhich e Jorop wos derdved, oliorwise oredif sheold b
dislrilbuinble overiload at rezconably requent indervslco,

peilin: fwoeages . - Generally, cxpenses Incurgod Dow tho dicher
e S by al a contracltor biroush wsual trade inosa

' not roravded as nllowable cosis wiliay conbracts
ensea nre not incident to or nseossary in doilanyg
States Governmont .

L

peilins copenses shouwld not be vmﬁ
ant cuer sorvicos of
1o the usss end f“eq‘uronx\mf 5 of %
attochied Lo sales departments; who are ;zr;:m:;:fj] t.m,‘-ﬁ.l\,.,( g
servics ensincsrs, render sorvices that ave am im;xn/"ﬂr;t, '
e prods wha wre sold o s United States Goversics
to giher custemers. Dxpsndilures represc: Um: naT
selling ogoeey saploysd or rebained
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Npiats ses which 1*@, : ? i
from the eos {B.’f ; Q‘?L.“uJ_EV" an ardlelo; o
ﬁr‘b of ths &05‘2} ] ::;*i’or"‘a ny 4 centract

-

come and sxcess profibt teaxes cnd surbaxes, Fodaral. whalo ond
L,ota alloved as nontr:*c:t or *u‘.acona.ra.z*i rarlornanss ©oaho;
lv ropresent a payment of a part of the ast ypoflis

KA.

PAER SIS JR Y

2 tsu:ursg oroperty taxes {axeost buxes ap o
ety or oy other exiranecus £ pogoes e

y imot dneluding payments dewzﬂ 3 Drowm or
wlmiing corporabo officials) ars ollowabls

suntries heve dLIT g kinde of tuxes wnleh b S R
*s:sus rd by the United ub"? cg Bapeopssn Commant on ¥
Ged; and tids manusl Andlontea the Gaes ‘.
. Yavusld Seouriby dct of .L‘}J.n 8T sdm\n.euul e
allm;ﬁd ac coghe in United Siates Forsdgn deflense ervgoend
Yomez for whiceh sxemptions ave available are nod alliouwable ooty
. L g dhere the contractor or subeontiacior wses Lig o
£ J.va.u.am eguinkent in the I*’*l"m?ma;‘.ﬁﬁ of a contyach or subnon’
sopablo eharges thersfor are allowable,
c34'3 Firagis! 1;;« -~ The aclual cosis of authorized husinoss
1, mosnbensnes; commmication and c)'trz,ar nEen
e C}f the traveler during his pariod of travel muy o all ;
axbont such cocha ars shown o by reagenable and ca“ﬁ.‘?,:;,ly *"'nc’ %o 5
OnNTaCY of ng-moul‘rac"
& raagens allovence doeterminad swrisr io the 2y In

1blc
ageopied in Peu of actunl cxpouses 1L deeund to
d condit %rm” drwolved.

‘{'f"’*f‘""“’*""’ aenon
chsrped to confracis snd subeonirachs s
an a,Ls_f;' wnce for Suturs eleims againgl welalined wonias
shall be ratably cradifed to the aost of performing b
t-m:t@"o‘tm “he eldovance and the eredit sre subjoel
purpese of determindng the reazonablsuess tlwr“wi

e

i nimu

coshs oecasionsd by machine twesldowny, non-a¥ailabiliiy of materisls ot
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STANDARD FORM NO. 64

yd
| _,Oﬁ‘ice Memomndum e UNITED STATES GOVERNMENT

DATE: 23 March 1960

’;kp//’ TO { Mr, Bannermah

FROM : Commander Malloy

SUBJECT: Contract Cost Frinciples - Recreational Activities, Allowability of
ASFR 15-205.1C

I have loocked over the attached memorandum which recommends a change in
the Contract Cost Principles with respect to the allowability of certain fringe
benef'its, particularly those offered in connection with the recruitment of
personnel, To the best of my knowledge, the type of cost here in question has
not been shown to be in any way significant in amount. I am opposed to making
these minor elements of cost unallowable just because it may be difficult to
determine reasonableness in a given case. For my own part, I see nothing wrong
with fringe benefits, such as a membership in a country club, provided the
over-all compensation is reasonable, taking into account the country club
membership.

I understand that this point was raised by one member of the Committee.
Hence, it is difficult to understand how "the Subcommitiee seriously questioned®
™ yur practice. As a minimum, we should await the subcommittee report to see
. this point is even mentioned. Further, the general statement that we made for
the record is pretty indefinite and requires no change per se in the cost
prineiples, If we set a precedent with this type of knit-pick, I don't know
where we will stop.

At one time, the Secretaries agreed that individual cost elements would not
be made unallowable unless there was some compelling reason for this action,
such as the public policy aspects of entertainment expense. In other words, it
was agreed that we would noct solve problems of "reasonableness" by administrative
fiat on our part. I realize that our current principles have departed in some
instances from the above principle. However, I hope we can now hold the line,
The item here under consideration would be a flagrant violation of an excellent con-
capt.

As to Al's solution, it could well raise problems of race discrimination in
the South (by the words "for the benefit of all of its employess"). Also, it would
require that certain facilities, now restricted to executives, be made available to
all. This type of expense 1s so minor that it would probably only be dealt with by
auditors on the spot. In the event this type of fringe benefit became a cost problem
and the question of reasonableness became difficult to determine, I would think that
some coverage in an audit manual might be in order.

If you still desire this item to be processed to the ASPR Committee for

conslderation, please return to me,

Attachment va
Draft Memo
dated 16 Mar 60



CoST PRINCIPLER

questions for Odr. Malloy
FPederal Bar Association MHeeting
19 Februsry 1960

1. Contrector oams & parcel of land., Be sells the land to a builder

for the puwrpose of having o plagt bullt to contrsstor's specifications. The
controetor 1seses the plant fromt the bullder. Is the reat paid by contractor
retuburssids, or will this transsction be considered a lease-back restricting
contyactor to dspreciation’

2. Under the conditions where a contractor fizmishes services to both
clviltian customers and the US Government, hov are incldental sales of eervices
to civilisae {aot connected with the primery business of the contreetor)
norwally treated?

3. The ldovernpant coptract is & cost fype contmet and the incidetsl snles
40 ot ganerate any extro expense. The possibllities would seem t0 be:

21; As oivilian ssles vhich should shere the burden of peneral overbeud
2) As incildanial sales to vihich no general overhend need be allocated

o%
(3) Should the revensue fron these sales hHe used 10 refuce the sgaregate
peneral overheadl before its alloeation to civilisn and Governpwnt work:

b, Regarding the reimburtessnt of general resesrch ¢osts undsr cost-plus-a-
fixed-foe comtracts, should general resesrch ccets incwrred by o comtimctor
perfoaing both comsercial snd goversment work be included in the corporate
Mmmmuumgmwmmwmmmms
of the division performing the work wider Govermsent sontroets?

5. Shndd the ssme trectssut be sccorded o expanses incurryed in the
praparation of bids on Goversment coutracted

6. mmwwmmwmwmwmﬁ% sale «nd
lsase-buck of production fuellitics” as weed in the - :
of ASPR Sec. XV. Does the vord concurrent mean the same day, the eums nonth,

the swse yoar:
Example -- Contractor bays inismproved land -~ sells it to & finuncing
institation and lecses the wiisprowed land dack oo o temporary busis with
25 option to buy -~ Contractor constructs a fuetory on the lond -~ After
campletion contractor i3 paid cost of building by Cinancing institution snd
snters Inte & long-texm lasse. Is this o remtal or 4 scle and leuse-beok:



P MMMQ(W)Wwamwxwwmmww

 Siwald wuch Gverrun costs be the sublect of negotiction wnd teated aguinst
the “allowability” guide of ASPR XV

8,  Sew controcte {(CPFF) imsued between November 159 and July 1, 1900,
incorporate Paxt 2, Seu. XV of ASPR without indicating whether this refers
t2 the new or old Part 2; Bee. X/, BSinog the new Part 2, Bac. XV, does not
becase mendatory watil July ), 1960, uwbich Part 2, Sec. XV, appliesy

3. #here contractor cid IND cwmwot agree on an cdweace wderstanding for
1. Wil 0D meke g unilsteral deteominction ot that timei ox
2, wmta-mwnmmmrmmmmmmma

iG. With respect to the plan thr sdwace pgresnents for independent
repoureh and develomment ccets to e allowed on o percentoge Yeis, how will
this oversome the oblection of ths General Accownting Oftice, ss it was
sppiled to predetemined overhead rate negotiation, that this constitutes o
viclation of the tan cn cost-plus~s-peroantage of-cost contracting?

ile smemmamuwwmmw,aw»mm

. how can the Bourd wpply the
wmwmuamw

12. Aeswwt 10 o redetaminubis-type, or incentive, contrect that the
aortrector’s initial proposal desonstrotes o need fox and ahows
proposed laterset churges of $50,000, m«m r negrtistes
& vound figure with 1o agreenent or Wndursta mmmm

On final redetermination, as T appesl on basis thot the interest

digallownce was faproper, sssuking that price would de reusctiatile vith
inclusion of interest: ’

1) vaat could Board doi
23) what could courts éoi

13. 1If, aftur Selivery of the end-items wnder n CPFF (research and
dgvelopment) contract & retwactive adjustoent of Sie overbead rete, wade
in sccordance with the 'Fegoticted Uverbsed Rates! clsuse, results in a
substaptial wpward revision of the overbead rate and thiz in turn pusivse
the totel coste over the mmulnmus oot limitation set forth in the contract,
is thin excess alloweihle? If so, s 1t within @w contrecting officexr's
sxthority 4o amend the contraet o allow this additiomal cost? To pare-
parase the guastion-~which clause of the contraet contzols the clause which
provides the overhend rete will be adiusted to actuel or the clause which
sots 3 maximm cost limitation? Wiy do not the ASFR or the applicahle
faplementations clarify this?




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

SUPPLY AND LOGISTICS

25 March 196C
R . S a %,

MEMORANDUM FOR THE DIRECTCR FOR FROCUREMENT POLICY A

SUBJECT: Contract Cost ¥Yrinciples - Allowability of Cost of
Recreational Activities

Fursuant to our recent conversation, I have looked into the
guestion of the allowability of certain fringe benefits, such as
recreational activities,under our cost principles. I understand
that this type of cost was discussed during recent hearings before
the House Appropriations Committee. Certain Committee members
apparently were referring to some recruit advertisements which
emphasized to prospective employees the availability of company
pald recreational activities, such as a country club, as an induce-
ment to join certain companies.

Qur new cost principles treat with the subject of cost of
recreational activities in ASFR 15~205.10 which states that "reason-
able costs of health and welfare activities, such as . . . . recrea-
tiongl activities . . . . in accordance with the contractor's sstab-
lished practice or custom in the industry or area, for the improvement
of working conditions, employer-employee relationship, employeec morale,
and employee periormance, sarz allowable.® Although the new cost
principles are somewhat more comprehensive in this area, this type
of cost has been recognized for many years under our old cost prineiples.

You have indicated that several members of the Subcommittee raised
questions concerning this type of expense. I can only presume that
the Subcommittee members would raise a question about this type of
expense if it were unreasonable in amount or scope, or not in accordance
with the contractor's established practice. In this situation, we would
share the Committee's concern. This is the type of decision as to
reasonableness which the auditors constantly Face in their day-to-day
work of certifying costs under cost reimbursement type contracts.
For the most part, expenses in this category are quite am2ll and very
few abusges have ever come to our attention. The usual situation can be
illustrated by the practice of the United Shoe Machinery Corporation,
located in Beverly, Mass. The Company has long underwritten a substantial
portion of the expense of a country club, having golf, tennis, swimming,
ete. facilities. This club is available to most of the employees of the



Corporation. Although dues are paid by the employees, the charges are
heavily subgsidized by the Company.

With respect to the mention of the availability of fringe benefits,
such as a country club membership, in recruit advertising, I can see
nothing wrong with either this practics or the subseguent payment of
such a fringe benelit. Thils presumes, of course, that the overall compen-—
sation of the individual is reusonable, taking into zeccount the country
club fringe benefit., I would be very opposed to any suggestion that we
declare, by fiat in the cost principles, thalt this type of fringe benefit
be unallowable, In my view, it would be a grave mistake to solve isolated
problems of 'reasonableness'" by an across—the~board disallowance.

This type of narrow approach would endanger our ability to make good
use of the new cost principles as a conprehensive document; ie, in fixed
price contracts.

I have discussed this matter with Mr. Kilgore who has agreed to alert
the audit organizations to be watchful for abuses in this area. Beyond
this, I do not feel that any other action is either necessary or approrriate.

m MALLOY
Cdr, SC, USK

Staff Director, ASPR Division
ffice of Procurement Policy




SJOUN AL
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION RAMAXWELL

Firesedont

fnecorporated N. B.McLEAN

Cheirtere, Fxoeutive (ummiilioo

] . . ) . LN RICIIARDS
NATIONAL HEADQUARTERS: /707 19tk Street, N W - Washingion 6 1) 6./kly)lzb/rﬁ 7-7A7A Lxecutive Director

February 7, 1956

The Honorable Reuben B. Robertson, dJr.
Deputy Secretary of Defense

The Pentagon

Washington 25, D. C.

Dear Mr. Robertson:

The National Security Industrial Association, on June 20, 1955, submitted
to the Depariment of Defense its comments on a proposed revision of Part 2 of
Section XV of the Armed Services Procurement Regulation dated March 23, 1955 in
which objection was expressed to the current and proposed policy of disallowing
interest and other financial costs for military contract pricing purposes as proper
costs of doing business: That the disallowance of interest is inconsistent with
generally accepted accounting principles and practices was fully discussed in an
earlier report on this subject which was presented to the Honorable Charles E. Wilson
in a letter dated September 3, 1954, a copy of which was attached to our comments on
the revision of Section XV of ASPR.

We now wish to supplement these statements with the following additional
comments on interest which we believe merit your further consideration in connection
with any review of this problem.

In order to ascertain the probable position of the General Accounting Office
relative to the allowability of interest on borrowings, a meeting was held in
August 1955 between representatives of the National Security Industrial Association
and representatives of the Comptroller General:'s Office, including the Honorable
Joseph E. Campbell, Comptroller General of the United States. The representatives
of GAQ indicated that no ruling had been released by the Comptroller General's
Qffice requiring the disallowance of interest on borrowings except in instances which
have held invalid any contract provision, not specifically authorized by statute,
which had provided for interest on delayed payments by the Government. 2 Comp.

Gen. 181 (1922); 5 Comp. Gen- 6L9 (1926); 22 Comp- Gen. 772 (1926). Cf. 27 Comp.
Gen. 690 (194i8). Interest referred to in these cases i8 completely distinct from
interest on borrowings here involved.

The GAQ representatives indicatedthat, in the published rulings of the
Comptroller General, interest on borrowings as a cost had never been questioned;
that the GAQ, in carrying out its responsibilities in determining whether government
contracts were properly negotiated and administered, was guided by contractual pro-
visions and controlling regulations emanating from the Department of DUefense; and.
that they would not oppose a regulation which permiited reasonable types of interest
to be allowed as a cost in certain situations. It was also stated that the experience
of the past ten years has indicated a real necessity for borrowings to finance
government contracts and that there appears to be a proper place for the allowance
of interest on berrowings in reasonable circumstances (Permission was granted by
Mr. Campbell to refer to this conversation.)
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A brief summary of legal references, which seem to support interest
allowability is also submitted for consideration.

(a) The disallowance of interest on borrowings as a cost is
inconsistent with the requirements of federal statutes
applicable to contractors. For instance, interest is
accepted as an allowable cost for t8x purposes under
Section 163 of the Internal Revenue Code of 1954,
Jt is also recognized as a cost in Renegotiation under
Section 103(f) of the Renegotiation Act of 1951. It should be
noted that "reasonable interest, not in excess of L% is allowable
as a cost under the Vinson-Trammell Act when paid on indebtedness,
the proceeds of which are used to acquire additional equipment
and facilities for defense production or working capital to operate
such equipment and facilities. See I.T. 3400, 1940-2 C.B. L15.

(b) Interest on borrowings is also recognized as a cost under
ASPR 8-L02(b)(1k) in settling terminations of fixed price contracts
and ASPR 8-512 authorizes its inclusion in settling the termination
of a cost~type contract when not inconsistent with the reimbursement
provisions of the partiecular contract.

(c) 4Allowance of interest as a cost has been expressly authorized
by statute. The Judicial Code (28 U. S. Code Sec. 2516) pro-
vides that "interest on a claim against the United States
shall be allowed in a judgment of the Court of Claims . . .
under a contract expressly providing for payment thereof.m
Under prior legislation which is essentially identical
(as codified in the 1948 Judicial Code), the Supreme Court has
construed such legislation as authorizing the payment of interest
on sums due and owing by the United States under a contract
expressly providing for such allowance. See also United States v.
Thayer-West Point Hotel Company, 329 U. S. 585, 590 (1947);
United States v. Tillamooks, 341 U. S. 48, 49 (1951); Ramsy v.
United States, 101 F. Supp. 353, 356 (Ct. Cls. 1951), cert. den.
343 U. S- 977 (1952).

(d) The First War Powers Act permits the allowance of interest on
borrowings as a cost without regard to the provisions of any
other law even if any other law which might be existent caused
doubts. See U0 Ops. Atty- Gen. 225 (1942).

(e) Interest as a cost has been allowed by the Armed Services Board
of Contract Appeals. In Hughes Aircraft Company (ASBCA No. 1933)
(195L) the Board allowed interest as a cost under a cost-type
contract where ASPR Section XV was not incorporated by reference
and therefore did not control. In Hayward Wollen Co.
(ASBCA No. 1580(1955), the Board allowed interest in an RFC loan
as provided by contractual agreement. Where there was nothing
specific with respect to the disallowance of interest as a cost
in repricing a fixed price contract, the Board has considered ASFR
Section XV to be inapplicable to deny such interest and interest
was disallowed only because there was nothing in the record "which
would serve as a proper basis for the allowance of interest."
See Edo Corp., 5 CCF par. 61, 243 (ASBCA No. 670) (1951)-
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Where specific departmental regulations, other than ASPR

Section XV, applicable to contracts have disallowed interest

in repricing a fixed price contract, the Board has followed

such provisions. See Rainier Incorporated, 5 CCF par. 69, 519

(Army BCA No. 1733) (19L8); Swartzbaugh Mfg. Co. 6 CCF par. 61,

479 (4SBCA No. 792) (1952), motion for reconsideration denied,

1953). However, in a very recent decision of the Wichita Engineering
Company (ASBCA 2522) (December 1955), the Board in setting forth

the current policy of the Army (as set forth in Army Procurement
Procedure paragraph 7-152, and in Department of Defense Instruction
No. 4105.11 dated 23 November 1954, which applies to the administration
of all "Price Redetermination" articles) stated "We find no prohibition
against the inclusion of interest as a cost for the purpose of pricing
fixed-price contracts, including fixed-price contracts containing
'Price Redetermination' articles. in current regulations (4Armed
Services Procurement Regulation and Army Procurement Proceeding) and
the Government has cited us to none. Thus to the extent that the
decision in Rainier was based upon policy as 2t forth in procurement
regulations, it can no longer be relied upon to automatically exclude
the allowance of interest.¥ At another point in the decision the
Board stated "We see nothing in the above statement of policy that
requires that interest be 'disallowed,’ or permits it to be
idisallowed! merely because it is interest.t

In view of the above supplementary comments and our previous statement to
Secretary Wilson, it is respectfully requested that consideration be given to rede-
fining the position of the Department of Defense in this regard to a basis consistent
with that recognized for tax purposes, for renegotiation of military contracts, for
terminations of govermnment contracfs, and with generally understood and accepted
accounting principles and practices.

It is recognized that the allocation of interest to particular contracts
will pose certain accounting problems. This association will be pleased to send
several members of the Accounting and Auditing Committee to gfiy meeting you or your
staff care to hold in this regard.

' J. K. Richards
Executive Director

JXR:phw
cc: The Honorable W. J- McNeil
The Honorable Thomas P. Pike

Enclosure: NSIA Accounting and Auditing Committee
membership list.



ACCOUNTING AND AUDITING CCMMITTEE

W C. Armstrong

Finance Department

Hughes Aircraft Corporation
Culver City California

J. E Auchmoody

Comptroller

Simplex Wire & Cable Company
Cambridge, Massachusetts

E. G Bellows

The W. 1. Maxson Corporation
L60 West 3Lth Street

New York 1, New York

S E. Bostwick

Edo Corporation

13-10 111ith Street

College Point 56, New York

M. A. Buege

Allis~Chalmers Mfg. Company
Box 512

Milwaukee 1, Wisconsin

E. W. Clark

Comptroller

The Delaval Steam Turbine Company
Trenton 2, New Jersey

John R, Clift
Division Comptroller
Mechanical Division
General Mills, Inc.
1620 Central Avenue
Minneapolis, Minnesota

H H. Corydon

United Alrcraft Corporation
LOO Main Street

East Hartford 8, Connecticut

C. L. Covington

Texas Instruments, Inc
6000 Lemmon Avenue
Dallas, Texas

J. J. Douglas

Automatic Electric Company
1033 W. Van Buren Sireet
Chicago 7, Illinois

e ARS8 < 1 <

C. R Hoskins

Chief Administrative
Division & Asst Secretary
Aircraft Armaments. Inc.
Cockeysville, Maryland

Larry Hourihan

Ford Motor Company
3000 Schzefer Road
Dearborn, Michigarn

R L Hubbert
Westinghouse Llectric
Corporation

3 Gateway Center

P 0. Box 2278
Pittsburgh 20, Pa

W. T. Lake

Comptroller

Curtiss~Wright Corporation
Wood~Ridge, New Jersey

W E Lloyd

Controller

Engineer Products Division
Radio Corp of America
Camden, New Jersey

M. E Moulton

General Electric Company
570 Lexingion Avenue

New York, New York

William U, Wiss

Bath Iron Works Corp.
700 Washington Street
Bath, Maine

Carl G. Pansegrau

Federal Tel. & Hadio Corp.
100 Kingsland Road
Clifton, New Jersey

P A. Reck

Sperry Gyroscope Company
Division of Sperry Rand Corp.
Great Neck, Long Island

New York




JOHN A. HILL
Chairman, Bodard of Trusieos

NATIONAL SECURITY INDUSTRIAL ASSOCIATION R.L.MAXWELL

Presidont

N. B.MCLEAN
Chairnian, Fxeculive Commiltee

NATIONAL HEADQUARTERs: 1107 19th Street, N.W. - Washington 6, D.C. /REpublic 7-7474 T K/};:f,l,.(,;I,i';‘::"/l,)[:,,c;or

June k4, 1956

Mr. Loyd H. Mulit

Director of Requirements, Production and Distribution

Office of the Assistant Secretary of Defense (Supply and Logistics)
The Pentagon

Washington 25, D, C.

Dear Mr, Mulit:

The National Security Industrial Association greatly appreciates the oppor-
tunity granted to review the revised draft of the proposed revision of Part 2 of Sec-
tion XV - Contract Cost Principles - of the Armed Services Procurement Regulation,
dated April 20, 1956, applicable to certain cost-reimbursement type contracts. It
also appreciated the invitation which was extended to send selected industry represen-
tatives to the joint meeting which was held with the Department of Defense in the
Pentagon on May 21, 1956 for the purpose of reviewing this draft.

At your invitation, we are submitting below comments made at the meeting
supplemented by the detailed presentation in the attachment on major problem areas of
cost and recommendations for their correction. Because of time limitations in making
this presentation, attention has been directed to major issues only, although thers
are other areas existent where the problems encountered have a less broad industry ap-
plication, Comments were submitted on these in the statement filed with Rear Admiral
L, H, Thomas on June 20, 1955 on the draft of March 23, 1955 and are applicable to the
current draft. d

Our industry association is very much aware of problems existent in the
Department of Defense in terms of

(a) The development of a satisfactory set of cost principles which
will be acceptable both to the Department of Defense as well
as to Congress,

(b) The provision for proper and adequate reimbursement of costs
in connection with cost-reimbursement type contracting,

(¢) The development of uniformity of treatment by working level
personnel in the application of cost principles, and

(d) The prevention of abuses or their minimization to the
greatest extent practicable,

‘ In attaining these objectives NSIA is desirous to be helpful and construc-
tive, We have been appreciative of opportunities afforded us in the past to discuss
various major issues on other Sections of ASPR and believe that a joint government-
industry approach on the Cost Principles could result in a revision which would be
mutually satisfactory.
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In comparing the current draft of the cost principles with that submitted
to industry for comment, dated March 23; 1955, we believe that the new draft consti-
tutes an improvement in the follouwing respects:

(a) There has been eliminated the requirement for hindsight
Jjudgment of military audit persomnel and contracting offi-
cers in reviewing the "exercise of good business judgment
in incurrence of cost" by management. (See paragraph
15-201.2) Obviously such a provision should never be made
a part of a document used for cost determination,

(b) There has been eliminated the 25% Government business fac-
- tor on the allowability of Research and Development Costs
>// and Compensaticn for Personal Services which would have
arbitrarily discriminated against contractors with more
than 25% Government business,

(¢) There have been general language improvements throughout
the draft the cbvious intent of which has been to clarify
ambiguities existing in the previous draft as well as to
reduce the necessity for implementation,

Even on these points, however; we do not consider them a significant enough
improvement over the existing Part 2 of Section XV to warrant publication of the pro-

posed revisicn in the very near future, since the existing cost principles provide ..’

greater clarity and afford a basis for a more uniform treatment than is reflected in’
the new draft, The release of this proposal will multiply current contracting prob-
lams being experienced by the Government and industry by causing delays in contract
negotiations which would be cumbersome and administratively burdensome as well as
disputes on the reimbursability of various items of cost many of which will only re=-
sult in appeals %o review boards,

Principle shortcomings of the new draft; most of which have been carried
over without alteration from the draft of March 23, 1955 are:

(a) It fails to allow or it allows only in part some 29 items S

of cost which are true costs of doing business and which

cannot be aveided by contractors merely because performance

is under a cost-reimbursement type contract, (See Schedule

A attached) In this respect, the draft actually amounts to s
. & major expansion of the list of unallowable costs as stated ,
in the present Section XV, Marny of these provisions are not ¢
only inconsistent with current cost allowances which are

being experienced in the field by contractors but they are

also inconsistent with "generally accepted accounting prin-:
ciples and practices". This represents an unjustifiable
disinclination on the part of the Government to share in

normal costs of doing business through which the Government
derives clear and demonstrable benefits, Most of the "
expenses in the unallowable categories are normal regular L
costs of doing business and contribute to the productive

ability of any business enterprise,



In order to attain properly the objectives stated above, the following rec-
ommendations are presented:

(a) Any set of coat principles should recognize the true costs -
of performance under a cost-reimbursement type cohtract,

(b) The allowability of true vosts should not be subject to
shadings gradationé’ﬁ’special circumstances; nor should
allowability be conditioned on the ability of the contrac-
tor to negotiate speclal zost allowances into individual

contracts. L S
(c) The principle of cost-reimbursement type contracting is’
that the contractor will be reimbursed for all elements of
cost, DBecause the contractor is presumably guaranteed such
53§f=reimbursementy he is regarded to have assumed a limited
- risk and accordingly he receives a limited fee, In actual
Ao practice, however, fees of contractors in cost-reimburse-
AEREA ment type contracting are being diluted to an unwarranted
AT extent because of the feilure of the Govermment to recognize
' true costs, Contractors are therefore assuming risks of
performance which are much greater than those ever intended
under this type of contracting. The low profit rates ex-
perienced ares far from being commensurate with the skill and
engineering “"know-how" which industry has been contributing
to the overall Governmenti program, NI

(d) Uniformity of treatment is best achieved by having a simple
and clear cut statement of costs which are allowable and
those which are unallowable, Gradations for special curcum- -
stances and the requirements for negotiation of special
contract provisions tend to defeat the uniformity of treat-
ment afforded by a clear cut statement of cost principles, -

(e) Abuses can best be prevented by the application of the normal
tests of reasonableness and allocability, and the disallowance
of unreasonable or improperly alliocated costs,

We ars grateful for the opportunity of presenting these comments to you,
However, we believe that there is a fundamental problem of CGovernment relations in-
volved which results from the lack of general understanding and agreement betwesn the |
parties involved which will never be dissolved by an exchange of correspondence, i
Although it is recognized that to some degree this problem will always exist, we feel

strongly that a great deal can be done to narrow down its area and magnitude,

The basic ideas back of some of the cost principles are good., However, the
current draft has failed to accomplish the stated objectives because of the failure to
understand adequately the problems of both the Government and industry., It must be
pointed ouf that many of the items being treated in Part 2 of Section XV are items which
fall within the category of those which normally should be negotiated between the con-
tractor and the contracting officer on specific contracts, However, we recognize,
because of the magnitude of the problems and because of the desirability of handling
these items in a uniform manner where practical, such negotiations cannot be accomplished




(b)

(c)

(d)

(e)
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The new draft would alsec require the negotiation of specific
contractunal coverage or authorization as to some 19 items

of cost which should automatically be allowed to the extent
that they are reasonable in amount and allocable toc the con-
tract, (See Schedule B attached) This requirement would be
cumbersome, administratively burdensome and in fact would
not achieve the objective of uniformity as actual practice
would soon show some contracting officers willing and others
unwilling to negotiate these special provisions, Large com-
panies in a strong negotiating position would undoubtedly
achieve some manner of success in negotiating such allow-
ances while smaller companies and those in a weaker negotia-
ting position would not, Our small business membership has
exprassed particular concern over this requirement,

There are 20 provisions of the new draft which either dictate
the accounting system to be used by the contractor or spell
out such detail as to constitute an audit manual approach,
(See Schedule C attached) Indicative of the latter point

is a direction throughout the draft that the military con-
tract auditor take into account factors in addition to the
usual tests of reasonableness and allocability. These pro-
visions would alsc require the General Accounting Office to
second-guess the auditors in determining whether all of such
factors had been properly evaluated., These factors might be
made more properly a part of the Contract Audit Manual of the
Department of Defense provided they are accompanied by ade-
quate explanation of their limitations., In this respect, it
should be recognized that the contract auditor is essentially
one who performs a service for the military buyer rather than
one who polices the buyer's decisions or who holds an equal
position with the buyer in pricing negotiations.

In the attempt to "amplify the treatment of certain items of
cest® the draft has entered into a detailed treatment which
apparent.ly is an attempt to cover peculiar circumstances of
ispecial cases", While we favor the objective of providing
for a more complete treatment of certain items of cost within
the framework of the proposed draft of Section XV, the attempt
to cover peculiar circumstances of "spaecial cases" results in
arbitrary, unilateral and artificial determinations of allow=-
able costs which are not consistent with sound business prac-
tice and is very unfair te Government contractors. It would
be more logical and equitable to cover these special situa=-
ticns at the time cf negotiation of original contract terms.

Several paragraphs of the draft include data which are pro-
cedural in character rather than basic costs principles. The
inclusion of such data in Part 2 of Section XV will give rise
to seriocus negotiating problems which can better be avoided
by setting forth in a related part, such as Part 6, interpre-
tations and other material necessary for the guidance of
auditors or contracting officers.,
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on an individual contract basis; but this does not in itself give the Government the

right to take these items out of the category of negotiation and put them in an area

of policy without giving industry the same right to negotlate that _policy on an indus-

try basis. T

\} v Consequently, the revision of the cost principles should be based upon a

bilateral approach to the problems., In order to accomplish this, it is our firm belief
Q* .that a mutually acceptable and more efficient policy and procedure will be attained by
\t-\\ permlttlng industry to participate in the discussion with the Department of Defense of
g \\‘the objectives of each disputed paragraph of the proposed regulation and by permitting
\ ™ ﬁ'lndustry to re-present its views to final reviewing authority where differences remain
v _» unresolved. The National Security Industrial Association is prepared to render any

"  assistance in this respect,

If the problems in the current proposed revision of the cost principles can-
not be resolved by such mutual effort, then we believe that the present Part 2 of Sec-
tion XV should be retained, because it is a more clear cut and a more workable set of
cost principles,

Cordially,

- . | ;ka?vji, g ,‘:;ik’ ; -ﬂééilﬂwkf;:zgéggkllud—f

Frank L, Fuller
Committee Executive / for

- L o Paul A, Reck
' Chairman
National Security Industrial Assn,.
Accounting and Auditing Committee.

FLF/ jtm

Enclosures:
(1) Specific comment re DOD proposed draft dtd 20 Apr 56
(2) Ltr to Reuben B Robertson re Interest dtd 7 Feb 56







Proposed Revision of Part 2 of Section XV of ASPR

(Draft of April 20, 1956)

Areas in Which There is Failure to Recognize True Costs

15'203 04-

15~204.2(a)

15-204-02 (C)
20/4,2(d)
204.2{e)(11)
204.2(e)(4)
204.2(g)
204.2(1)(3)(11)
204,2(1) (3) (111)
204.2(1) (3) (iv)
204.2(1)(4)
204.2§k3(23
204.2(m) (2
204.2(m) (6)
204.2(0)
204.2(p)
204.,2(r) (3)
204,2(t)(3)
204.2(u) (3)
204..2(u) (5)
20442 (v)
204.2(w)(2) (11)
204.3(e)
204.3(d)
204.3(e)
20403 (g)
204.3(h)
204.3(1)
204.3(e)

Selling and Distribution Costa
Advertising Costs
Civil Defense Costs -~
Compensation for Personal Services
Depreciation

H

Food Service Costs and Credita
Insurance and Indemnification

n n n
" n n
n n 1]

Maintenance and Repair Costs
Material Costs

" "
Patent Costs
Pension Plans
Professional Service Costs
Rental Costs

Research and Development Costs
" 1 " n

Royalties and Other Costs for Use of Patents

Severance Pay

Contributions and Donations
Entertaimment Costs

Excess Facility Costs

Interest and Other Financial Costs
Iosses on Other Contracts
Precontract Costs

Reconversion Coats

Schedule 4



Proposed Revision of Part 2 of Section XV of ASFR
(Draft of April 20, 1956)

Schedule B

Areas in Which Specific Contractual Coverage er Authorization is Required

15=204.2(c) Civil Defense Costs
204.2(d) Compensation for Personal Services
204.2(e) (5) Depreciation
204.2{g) FPood Service Costs and Oredits
204.2(1)(3)(111) Insurance and Indemmification
204.2(1)(3) (1v) " " "
204'2(;{) (4) n " "
204.2(k) (2) Maintenance and Repair Costa
204.2 (n) Overtime, Extra~Pay Shift, and Multi-Shift Premiums
204.2(0) Patent Costs
204.2{z) (3) . Professional Service Costs
204.21t)(3) Rental Costs
204.2(w)(2) Research and Development GCosts
204.2(u)(5) " " " "
204.2(v) Royalties and Other Costs for Use of Patents
204.2(y) (2) Taxes
204.2(ee) (4) Travel Costs
204.3(3) Precontract Costs

204.3(1) Reconversion Costs



Proposed Revision of Part 2 of Sectlon XV of ASFR
(Draft of April 20, 1956)

Schedule C

Areas Dictating Accounting System to be Employed and/or Constituting Andit Mamual Approach

15-202,1 Direct Costs - General
202.3 Direct Labor Costs
203.1(b) Indirect Costs - Genmeral
203.1(e) n n n
203,.2 Indirect Manufacturing and Produetion Costas
203.3 Indirect Engineering Costs
203.4 Selling and Distribution Costs
203.5 General and Administrative Costs
204.2(b) Bidding Costs
204.2(f) Employee Morale, Health, and Welfare Costs and Gredita
204.2(m) Material Costs
204.2(n) Overtime, Extra-Pay Shift, and Multi-Shift Premiums
204.2(p)(3)(4v) Pension Plans
204.2(r)(2) Professional Service Costs
204.2(w)(3) Research and Development Costs
20442 (u){4) neoow " "
204.2(w)(2)(11) Severance Pay
204,42 (bb) Transportation Costs
204.2(cc) Travel Costs

204.2{(dd) (1) General



15-200 Scope of Part.

Comment: Thls paragraph should be amplified to establish
clearly that any item of cost may receive speclal treatment
through specjfic contract provision.

Suggested Revision:

15-200  Scope of Part. This Part sets forth principles and

standards for the determination and allowance of costs in con-
nection with cost-reimbursement type contracts and cost-reim-
bursement type subcontracts thereunder for procurement of
supplies, services, and research and development work, with
contractors or subcontractors, other than such contracts and

subcontracts to which Parts 3, 4, or 7 apply. This Part does

not prevent special treatment of any item of cost by contract

provision.

el (4]



15-201,4 Contractor's Accounting System.

Comment: The regulation should include a provision to demon-
strate that it is not the intent of the regulation to require
changes in acceptable accounting practices, This provision
is felt to be very essential because the proposed regulation
contains a great deal of instructional material which might
be used by auditors at the working level to require changes
in the contractor's established accounting practices. The
following new paragraph is suggested.

Suggested Revision:

15-201.4 Contractor's Accounting System. The requirements

concerning record keeping and approval of the contractor's

accounting procedures and practices are set forth in the

_Records Clause" (See ASPR 7-203.7). Failure to mention any

generally acceptable method of distribution ot cost does not

imply that such method 1s unacceptable. It 13 not the intent

of this Part to require the contractor to change its accounting

procedures and practices which have been previously accepted

for determining costs under Government contracts,




15-203 JL1ndirect Costs

15-203.1 General

Comment: Subparagraph (b) requires that the objective in selecting
a method of allocation of indirect costs should be to 'adopt a
method which will distribute lndirect costs in an equitable manner.
*The subparagraph, however, goes on to provide that the method used
must actually produce equitable results and also to prescribe
conditions under which an acceptable method shall be subject to
reconsideration., If a method has been adopted which is designed
to produce equitable results, it is considered improper to require
that each particular contract be examined to determine that equity
has, in fact, been achieved in the particular instance. The fol-
lowing revision is suggested,

Suggested Revision:

(b) The method of allocation of indirect costs must be
based on the particular circumstances involved. The objective should
be the selection of a methed which will distribute the indirect
costs in an equitable manner, The method used in connection with
Government contracts shall, in order to be acceptable, conform
with generally accepted accounting practices, provide uniformity
of treatment for like cost elements, be appllied consistently, and
produse equitable reswuita. A previousiy aeceeptabile methed shaii
be suﬁseot e reeonsideration when:

(1) any substantial difference eeeurs beisweer the eost
patserns of work under $he eontraets ard other werk
of Ghe Gonéraeser; eor

(11) any eignifieant ohange eoours in the nature of She
business,-the extent of aubeontraebing, fixed assetb
iNprovemens preograms,-the inventeries, $he verume of
saies, $the veiume of produetbion, marufacturing
proecsses, the eontracieris preodueisy P esher
reievant eireumsiances,

Individual categories of indirect cost are discussed in ASPR 15-203.2
through 15-203.5.



15-203.2 Indirect Manufacturing and Production Costs.

Comment: The requirement that premiums for overtime, extra-pay

shift and multi-shift work be excluded from allocation based upon
direct labor dollars is unwarranted as dictating the accounting
system to be employed by the contractor. Similarly, the statement
regarding departmentalization and the factors to be considered

in determining the necessity for departmentalizatlon 1s objectionable
as invading management's prerogatives., Accordingly, it 1s

suggested that the paragraph be revised as follows:

Suggested Revision:
15-203.2 Indirect Manufacturing and Production Costs. Indirect

manufacturing and production costs consist of ltems of cost which
are attributab;e to the manufacturing and productive process as a
whole., Allocation of indirect manufacturing and production costs
on a time basis, such as direct labor man-hours or machine-~hours,
i1s a method which generally produces accuracy and equity. Other

acceptable methods of allocation, in appropriate circumstances,

include direct labor dollars (exelustve—of—premtums—for—overtime,

extra=pay—shifir—and—mueiti=shtft—work) units processed, and prime
costs of units processed, Departmentallzatlion or the establishment

of cost centers may be neeeseary permissabie in order to allocate

the indirect costs equitably. #Faetera ie be-eonsidered in determining
$he Reoossity fer deparitmentalizatieon or establishment of eests eenters
2reiude variety ef produets, eemplexity of proeesses, and relative

2abor ard faeilisty requiremenss for $he wvarieous products,



15-203.3 Indirect Englneering Coats.

Comment: In this section also the exclusion of premiums is
objectionable as dictating the accounting system to be
employed by the contractor and should be deleted.

Suggested Revision:

15-203.,3 Indirect Engineering Costs. Indirect engineering

costs include such ltems as costs of englneering supervision,
engineering administration, and engineering supplies. Direct
engineering activities from which indirect engineering costs
may arise may lnelude product design, tool design; experl-
mental development, manufacturing and production development,
1ayoﬁt of productlon lines, determination of machine methods,
and related blueprinting and drafting. Indirect engineering
costs shall be allocated to the benefited contract and other
work of the contractor (see ASPR 15~204.2(u)(4)) on the basis
of direct engineering man-hours expended, direct engineering
labor dollars (exelusive of premiwms for evertine, extra-pay

shifté, and muibi-shif$é werk), or some other equitable basis,



15-203.4 Selling and Distribution Costs.

Comment: The sectlion as written 1s completely at variance
with the current practice as provided in the existing Section
XV, which allows selling and distribution activities which
are related to the contract products. The following revision
is suggested.

Suggested Revision:
15-203.4 Selling and Distribution Costs. The expenses in this

group consist of items which represent the cost of marketing the

contractor's products and may 1include such items as contract

or order administration, negotiation, llaison between Government

representatives and the contractor's personnel, advertlising,

distribution costs and other like services. Such expenses are

allowable as a charge to Government cost reimbursement typc

contracts where 1t can be shown that they are related to the

contractor's Government business and that the method of allo-

catlon is reasonable.




15-203.5 General and Administrative Costs.

Comment: This paragraph urges upon the auditor the use of the
"total cost incurred" basis of allocating general and admini-
strative expense, which method 1s not in general use in industry.
Also in the listing of other acceptable methods it falls to
include the "direct labor" method of allocation. In order to
prevent dictating a preferred method and tc¢ permlt the acceptance
of any recognized method, it is recommended that all but the
first two sentences of this paragraph be deleted.

Suggested Revision:
15-203.5 G@General and Administrative Costs. General and admini-

strative costs consist of items of cost attributable to the
overall management, supervisilon, and c¢onduct of the business.
Such costs shall be allocated to all work of the contractor,
using any recognized method of allocation 1f equitable results
are thereby obtalned, Aiieeasien ef general and administrative
60858 OR a Hetal eepé ineurred-basis (exeiusive-eof-generai-and
administrative-costs} is-a meshed whioh gorerally produces
equitabie resulse. Othor mebthods aceeptable-where the eireum-
8%anees arc apprepriateo iroiude allecation OR Hthe bhasis eof:
{4} proescssing-eests {(direet-laber, factery overhead,
and ether faestory productien e0Bts oxeiusive of direes
materials);
{i3) faetory inpub cests (precessing cests pius direes
maseriall;
(244} eent of goods cemplesed;
{iv) eoss of sales; and

{¥} sales {whepeuno more satisfaetory methed is availabie)



15-204,2 Costs Allowable in Whole or in Part.

(a) Advertising Costs

Comment: The draft of this paragraph falls to recognize certain
advertising expenses which contribute substantially to the con-
tractor's performance and should be allowable to the extent
allocable to Government business.

It is recommended that subparagraph (i1ii) be added to
the paragraph covering ingtitutional advertising where the
primary purpose is to prcomcte the name of the company rather
than an individual product. Such advertising is very similar
to help wanted advertising and 1s frequently used to attract
personnel and professional people such as englneers., Many
companies rely upon this type of advertising in recruiting
engineers rather than converntional help wanted advertising
in the classified columns.

It is also recommended that subparagraph (iv) be added to
cover other advertising from which the Government receives bene-~
fits, Such advertising under a regularly established program is
reasonable for creating in being and maintaining the company's
plants, facilitles, trained personnel and know-how on which the
Government relles for performance., Where advertising programs
have been consistent over a pericd of years, the Government
contracts should bear their falr share of the properly allo-
cated current costs of such advertising.

Suggested Revision:

15-204.2 Costs Allowable in Whole or in Part.

(a) Advertising Costs. Advertising costs include the

costs of advertlsing media and corollary administrative costs.
Advertising media include magazines, newspapers, radio and tele-
vislon programs, direct mail, trade papers, outdoor advertising,
dealer cards and window displays, conventicns, exhlblts, free
goods and samples, and sales literature. The following adver-
tising costs are allowable:
(1) advertising in trade and technical jurnals, provided
such advertising does not coffer specific products

or services for sale but 1s placed in journals which



(11)
(111)

(iv)

are valuable for the dissemination of technical
information within the contractor's industry; and
help wanted advertising, as set forth in (s) below.
institutional advertising, which is defined as

advertising the primary purpose of which is to

promote the name of the company rather than indi-

vidual products.

Other advertising directly cr primarily relating to

the advertising of the contractor's products in

accordance with a regularly establlished program

and to the extent reasonably allocable to Government

business.

Al obther andverbising eonts are unaliowabile.



15-204,2 Costs Allowable in Whole or in Part

(d) Compensation for Personal Services.

Comment: While this paragraph constitutes a substantial im-
provement over the draft submitted to lndustry a year ago,

it represents a substantial change from the present regulation

in terms of the limitaticn placed upon deferred compensation plans,
and in terms of the dlsallowance of reasonable compensation to
sole proprietors or partners, unless specifically provided for in
the contract., In crder to malntain the status quo in the

present regulatlion, it 1is recommended that the paragraph be
revised as follows:

Suggested Revisions
15-204,2 Costs Allowable in Wheole or in Part.

(d) Compensation for Personal Services., Compensation 1is

allowable. The term "compensation" includes all amounts pald

or set aside, such as pension, retirement, and deferred compen-
sation beneflts, salaries, wages, royaltlies, license fees and
bonuses. The total compensation of an individual may be questioned
and the amount allowed may be limited; and in connection there-
wlth, consideratlion will be given to the relation of the total
compensation to the scrvices rendered., 6GCempensatien $0 Beie
proprictors eor parsners, hRowevar, 8 aiiewabie oniy 0 the extens
speeifieally provided-feor-ir $he eontraet. Any plan upon which
deferred compensation benefits are based, other than pension plans
(see (p) below), shall meet the requirements of the applicable
provisions of the Internal Revenue Code and the regulations of
the Internal Revenue Service. Aisey~-the ameurt allewabie under
any¥ 8ueR pian for apportionmoné 40 eentrasts im ARY ORE year Bhaiil

not exeead:



{i)-the-ameunt-eontributed-under-the-piar-£fer
that years e#
{13} 15% of she vobal eompenBatien etherwise paid
o® aeerued n thabtb-year $9 the individuais
eoveraed under the pian;

whiehever is the ilewer,



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

15-204.2(e) Depreciation.

Comment: With minor revisions it is believed this section will adequately
handle most of the problems which have arisen on this subject. Suggested re-
visions would (1) provide in subparagraph 3 ii that depreciation for contract
costing purposes in the post-emergency period should De allowed on the unre-
covered cost of the facilities, (2) delete the reference to current and
immediately prospective production in paragraph 4 on the ground that this pro-
vision should include all such facilities reasonably necessary for standby
purposes for Government work in general and (3) to forestall misinterpretation
of subparagraph 5, provide that because an asset has been fully amortized it
should not be considered fully depreciated.

Suggested Revision:

(3)(ii) after the end of the emergency period, shell be computed by
distributing the remaining undepreeiasted-pertisemn-ef-the cost of the emergency
facility not so recovered over the balance of its useful life, (bub-see-{(4)
belew)g-grevide -the-remeining-undepreeiated-portion-of-such-ecst-shall-ned-in-
elude-aRy-ametkt-of -uAreeovered- "srue-depreeiatien.

(4) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necessary for eurrent-ard-immediately
preogpeedive-preoduetion. standby purposes.

(5) Unless otherwise provided for in the contract, no use charge
shall be allowed for assets still in use which have been fully depreciated on
the contractor's books or acquired without cost., Special amortization recorded
on the contractor's books in accordance with a certificate of necessity is not
to be considered as depreciation for the purposes of determining whether an
asset has been fully depreciated. Use charges for assets not fully depreciated
on the contractor's books are unallowable.

e e Lo



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

15-204,2 {g) Food Service Costs and Credits

Comment: This classification has become a widely used and generally accepted
cost of doing business. Such programs have been gemerally adopted where they
prove of direct benefit to the operations of the contractor. The expense of
conducting these operations, which is a form of fringe bemefit which employees
expect, should be clearly allowable and should not be dependent upon an intention
of the contractor to operate the services at either a profit or no loss. The
gains and losses should be allocated to all benefited activities and losses
should be allowable subject only to the test of reasonsbleness and allocability.
This class of expense should not be limited to operations conducted "at the
contractor's facilitles" because frequently cafeterias or diming rooms and similar
gervices are provided off the premises due to space limitations or the existence
of desirable facilities conveniently located nearby.

Suggested Revision:

Food services include operating or furnishing facilities for cafe-
terias, dining rooms, canteens, lunch wagons, vending machines; or similar types
of services for the contractor's employees, a%-5he-eentraeteoria-faeilities,
Profits (except profits irrevocably set over to an employee welfare organmization
of the contractor in amounts reasonably useful for the bemefit of the employees)
at-the-gite-or-giten-of-contracs-porformanse) accruing to the contractor from
the operation of these services, whether operated by the contractor or by a con-
cessionaire, shall be treated as a credit; and allocated, to all activities
served. Reasonable losses from operation of such services are allowable wken
3-ie-the-poliey-of-the-sentracior-to-operato-sueh-services-at-a-profit-or-ad
eesby provided, however, that such losses are allocated to all activities served.
Neren-ibt-itn-the-policy-of-the-eontractor-to-furnieh-eueh-servieca-at-a-loaay
leasen-en-sueh-eperation-ashall-net-be-atlewed-as-a-eost-unless-apeeifieally
provideod-for-in-the-eontrasts




NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

15#204.2(1) Insurance and Indemnification.

Comment: (3)(ii) Deletion of this subparagraph is recommended because such
insurance has become a recognlzed element in doing business and the entire cost
should be allowed,

(3)(ii1) These costs should be allowed unless the Government has
specifically relieved the contractor or his subcontractors of the risks by
contractual agreement,

(3)(iv) Provisions for losses under a self-insurance program should
be allowable if such provisions are established on an actuarial or hista ical
basis.

(k) It is recommended that this paragraph be deleted. It is
logical to assume that normally both the Govermment and the contractor will
desire to ingure that adequate coverage is obtained. It would appear that in
the absence of negligence on the part of the contractor indemnification by the
Government against liabilities not compensated by insurance would therefore of
necessity result from some totally unexpected occurrence which neither party
could reasonably anticipate. For this reason, it is patently unfair to make
the contractor responsible for insertion of express provisions to cover such
contingencies.

Suggested Revision:

(3)(1i) eesks-allewed-fer-use-and-eeeupaney-incuranee-shali-be-iimived
so-eNelude-eoverage-of-profisy-interasiy -Federal-ineone-saxesy-and-any-other
items-of -eost-uraliewsble~under-this-Pars;

(1iii) costs of insurance or any reserve covering the risk of loss
of or damage t0 Government-owned property are wmallowable except to the extent
that the Government shsali-hawve-approved-or-required-suek-insuranee-or-regerve;
has specifically relieved the contractor or his subcontractors of the risks by
contractual agreement.




NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

(iv) eests-ef-previding-a-reserve-fow Provisions for losses
under a self-insurance program established on an actuarial or historical basis
are wmallowable emiess-the-program-has-been-approved«by-she-Miltsary-Deparimest
soneevnedy-and subject to the tests of reasonableness and allocability under
paragraph 15«201.

(L) Uhe-Gevermments-is-ebligated-te-indemnify-the-eontraeter-enly-ve
$he-extent-expressty-provided-for-in-the-eentraety--Thereforey-exeeps-as-othew-
wise-eupressiy-previded-for-tn-the-eontraeby-aetunl-losses-nob-reimbursed-by
$wsuranee-{through-an-appreved-gelf-inguranee-program-or-othervise) -are-unaliow-
able,




......

NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

15.204.2(k) Maintenance and Repair Costs.

Comment: Tt is recommended that subparagraph 2 be deleted. In any operating
plant and machine there is usually some element of deferred maintenance, and a
combination of engineering and management skills is necessary if undue wear,
plant breakdowns or other undesirable results are to be avoided. Management's
decision as to when to repair is usually based on whatever action, or inaction,
as to maintenance will produce a minimum effect on cost. Deferred maintenance
arises from such causes as:

1. TInability to close a plant or part thereof, or remove a machine
for repair without interfering with a production schedule,

2. The scheduling of periodic repair periods during which accumulated
repairs and overhauls are made.

3. The relatively high cost of overhauling a single item as compared
with the collective overhaul of a group of items during or following an operating
period.

L. The lack of need for future efficiency as in the case of an item
which 1is to be disposed of.

Military auditors and contracting officers will not be able to deter-
mine (a) deferred maintenance arising out of abnormal operating conditions and
(b) when deferred maintenance has been delayed for a future period. It is be-
lieved that the retention of subparagraph 2 will cause an increase in the number
of "costs questioned™ and can only result in prolonged justification and argu-
ment and undue delay in settlement.

Suggested Revision:

(2) Gestc-ef-maintenanee-and-repairy-whioh-are-deiayed-frem-a-peried
prier-to-the-eontraet-for-gome-reason-sueh-as-abrormal - eperating-eonditions-ox




NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

2aek-of-funds-and-are-performed-during-the-eontract-peried;y-are-unallewabie
WRiess-epeeifiecally-previded-for-in-the-centraesvs--Likewisey-the-estimated-eosd
ef-maintensnee-and-repatv-nermaliy-reguired-but-net-acecmpiished-during-she
period-of-the-aentrags-are-unallovwable-nnless-saecifieally-provided-for-in-the
eentraas.



NSIA SUGGESTED REVISION TO
DOD DRAFT li/20/56 SECTION XV

(m) MATERIAL COSTS

Comments (1) No Comment
(2) No Comment
(3) No Comment

(L) The qualification contained in this sentence referring to
equitableness of results has been deleted. The criteria of reasonableness and
application of generally accepted accounting principles and practices, (paragraph
15-201~2 (i and ii) have already been recited and any further reference to reason-
ableness or equity seems needless and is at the same time undesirable. There can
be no sound reason to further impliment or qualify the factors effecting allow-
ability of cost since these factors in themselves will produce both reasonable
andequitable results.

(5) The exclusion under (i) relating to "write~downs" and "write-ups"
of value have been deleted on the basis that it violates the factor under 15-201.2
relative to the application of generally accepted accounting principles and practices.
It is an accepted accounting principle that owing to technological advances, engineer-
ing changes, defects, self-wear, etc. 100% utilization of stock inventories will not
be realized, and replacement value may be lower than the original cost. Where the
contractor can demonstrate that the methods used to reduce the values of inventories
are logical, and have been applied consistently over a period of years, and that
prudence was exercised in acquiring the stocks involved, such inventory valuations
should be allowed to the extent allocable to Government business.

(6) The proposed clause covering inter-company transfers in the
original draft of Section 15 issued March 23, 1955 was not wholly acceptable to
industry as evidenced by the revision submitted by NSIA on June 10, 1955, but it
was at least susceptible to application and administration to Government contracts.
This can not be said of the present proposed draft. The first part of this paragraph,
whereby a contractor is not permitted to collect all of his own costs is not only
unrealistic, but contrary to the concepts of a cost reimbursement type contracte.
Certainly, it is not the intent of the clause to deny reimbursement of the same types
of costs which are allowed, in fact in other sections of this regulation, From a
practical standpoint it would be placing an unfair burden on both the contractor
and the contracting officer in attempting to fulfill administrative responsibilities
which are inherent in the present wording. The inclusion of factors other than price
which would warrant allowance on the basis of cost to the transferor only compounds
the difficulties in administration of this clause and certainly places upon the
cognizant audit agency a responsibility for evaluation which we doubt can be fulfilled,

) The proposed redraft on this paragraph is based on the principle
that where a contractor has an established plan for pricing "inter-unit" shipments
and can show that such pricing is based on competition, he is entitled to such a
price as a part of contract costs. This is further borme out by the fact that the
Services will recognize purchases of the same or like items made from sources outside
of the contrgctor's business as a legitimate item of contract cost and which, of
course, include overhead, general and administrative expense and profit. There are
Yoo many instances at hand where the Contracting Officer has been obliged to refuse
to recognize the price of an article normally manufactured and sold competitively even
though that price is lower than any that could be obtained from outside sources. If
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the Government were contracting separately with each division or department of a
large Company for standard items of the kind this clause covers it would expect

to pay the going market price and not some lower amount because of the versatility
of the Company's organization. Therefore, it would appeur that such a Company
which is set up to manufacture numerous unrelated items is penalized as compared
to a Company which is not in a like position. It is felt that this is basically
wrong and must be corrected.

We have, therefore, recommended deletion of the entire paragraph
and substituted our proposed revisions.

Suggested Revisions:

(1) Costs of direct and indirect material, and collateral items such
as inbound transportationmd intransit insurance, are allowable, subject, however,
to (2) through (6) below. In computing costs of material, consideration will be
given to reasonable overruns, spollage, and defective work (for correction of
defective work, see the provisions of the contract relating to inspection and to
correction of defective work.)

(2) Costs of material shall be suitably adjusted for applicable
portions of income and other c¢redits, including available trade discounts, refunds,
rebates, allowances, and cash discounts, and credits for scrap and salvage and material
returned to vendors. Such income and othercredits shall either be credited directly
to cost of the material involved or be allocated (as credits) to indirect costs.
However, where the contractor can demonstrate that failure to take cash discounts
was due to circumstances beyond its control, such lost discounts need not be so
credited.

(3) When material is purchased specifically for and identifiable
solely with performance under a contract, the actual purchase cost thereof should
be charged to that contract.

(4) If material is issued from stock, any generally recognized method
of pricing such material is acceptable if that method is consistently applied. and
she-resuidp-ebbained-are—equibabiey Where materials in stock at the commencement date
of the contract have a provable replacement cost significantly higher than book cost,
the contractor may use a methods of pricing based upon the fair value of the materials
as of the date of the contract, but in excess of replacement cost on such date.

(5) Reasonable charges or credits arising from differences between
periodic physical inventory quantities and related material control records shall be
included in arriving at the cost of performance if such charges or credits (i) de meb
inedunde-writo~downsll-or-lwrite~upsll-ef$he-valuevr——and (ii) relate to the period
of performance of the contract. '

(6) Costs of-material-or-serviees-sold-er-transferred-betweon-plants,
aiwigieonsy-or—organi«abiongy-under-eopmon—-eeniroly—ghall—be—allewable—enly-te-ithe
exbenb—of+

- (i) ¢he-eosb-bto-the—sransfewors—or—
(ii) +he-prices-of-other-suppliers-Lfor-the-same-or—substantially
sdmdlar-ibenssy
whichever-is-the -lowery-unless-fachors-other-than price—warrant-atiowance—en—the-basts
of-the-cosb-bo—bhe-branaferors-previded-thet;-in~the-ecese-of-any-ttem~reguiariy
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mapufeebured-and-seld-by-any-sueh-transforor-threugh-eomnereiat-chanreisy-a-deparsure
from-thic-eost-baste-is-permispible-if -the-sharge-to-the-eontrast-doos-rob-exeocds
£i)-the-transfereris-pales-price-so-ita-nest-favored-customer
fer-the-pameo-item-in-1iko-quarbibys-ox
¢ii)-tho-priees-ef-ether-supplieons-fer-tho-sane-er-subsbantiakly
similer-itomes
whiekhever-ig-the-tevwery-unlese-faetora-ebher-then-priee-warrant-allewarea-or-she
basip-of-the-transfererle-ssle-price-te-ita-most-favered-custonory

(6) If a contractor has an established method for pricing sales or
transfers of materials, supplies and services between plants, divisions, or organi-
zations, under a common control, any such materials or supplies manufactured and sold
by any such transferor in the regular courses of its business may be charged to the
contract as materials and supplies at a price which does not exceed the lower of (i)
the transferor's price customarily charged to its most favored non-affiliated user
customer for the same item or service in like gquantity; (1i) the prices charged by
other suppliers for the same or substantially similar items or services.

All other sales or transfers between such plants, divisions or
organizations shall be charged to the contract on the basis of total cost to the
transferor.

Materials and supplies furnished by a contractor's prime location,
which are manufactured and sold in the regular course of its business may be charged
to the contract as materials and supplies at a price which does not exceed the lower
of (i) the prime location's price customarily charged to its most favored non-affiliated
user customer for the same item in like guantity or (ii) the price charged by other
suppliers for the same or substantially similar items,
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15-204.2(o) Patent Costs.

Comment: It is believed that all costs leading to the issuance of patents as
well as infringement, investigation and litigation should be regarded as allow
able costs. The wording in the proposed redraft is unduly restrictive inasmuch
as it implies that only those costs specifically mentioned are allowable. The
last sentence has been deleted since it appears unnecessary and in conflict
with the rest of the paragraph.

Suggested Revision:

All costs leading to the issuance of patents, the cost of infringe-
ment, investigation and litigation, costs of preparing disclosures, reports,
and other documents required-by-the-eerntraes and of searching the art to the
extent necessary to make such invention disclosures, are allowable, Uper-%he
written-authorigation-ef-she-eontraeting-officery-eosts-of-preparing-deeunenss,
end-any-ether-patent-eestsy-in-ecnneetion-with-the-filing-of-a-patent-applien-
tien-where-tisle-ig-eenveyed-so~-the-Governmenty-are-atlowable. (See also (u)
amd (v) below.)




15-204.2 (p) Pension Plans

Part 6 of Section XV heretofore set forth interpretations of the cost

principles applying to pension and retirement plans. Such interpretations

were guiding rather than mandatory. This proposed paragraph includes material
previously set forth in Part 63 if Part 2 is to be incorporated in contracts

as in the past this will result in the incorporation of procedural matter

rather than of basic principles, This can give rise to serious negotiating
p-oblems. It would be preferable if the material in Part 2 could be confined
to the basic principle that pension costs are allowable., Separately there could
be set forth in a related Part, such &s Part 6, interpretations and other

materlal necessary for the guidance of auditors or contracting officers.

In addition to the above gemeral suggestion the following commenta are offered

on this paragraph and have given rise to the suggested revisions

(1) Pemsion plans of commercial enmterprises (other than tax-exempt, non-profit
institutions) are already subject to the approval requirements of the Intermal
Revenue Service. Approval by the Military Departments could be an unnecessary
burden and expense since pemsion plans of individual firms are formulated with
the approval requirements of the Internal Revemue Service in mind.

(2) Pension and retirement plans may be established which are dependent

upon profits. Such plans, 1f approved by the Internal Revenue Sgrﬁice, should
be acceptable to the Military. |

(3) Allowable costs of pension plans should not be limited by the amounts
claimed and deductible in the current taxable perlod., Allocation of cost
between years on the basis of Internal Revenue technical limits, which may
disallow in one year and pick up in subsequent years, is impractical and should

not be required so long as a conslstent method of contribution is followed by




the contractor,

(4) Subparagraph 3(iv) has been revised to recognize that contractor's methods
of determining costs may already reflect reasonable provisions for the effect
of reversionary credits, in which event no special provision should be required.
Where special provision for such credits should be made, mo particular methods
should be prescribed since this i1s a procedural matter rather than one of basic
principles. Such cases should be handled by a method to be negotiated based on
individual circumstances involved,

Suggested Revisions

(1) A pension plan is a plan which is established and maintained by a
contractor primarily to provide systematically for the payment of definitely
determinable bemefits to its employees over a period of years, usually for life,
after retirement. OSuch a plan may include disability, withdrawal, insurance, or
survivorship benefits incidental and directly related to the pension benefits.
Such berefits, generally, are measured by, and based omr, such factors as years
of service and compensation received by the employees. The-determinatdionof-the
ARoMRL-oL- pessien-penefits-and-the- contributions tor previde-suck-benefite-are
not- dependeni-upen-profiias--Benefite- are-not-definitely-dederminable-4{-funds
ard sing-from-Lorfeidures-on-terninatieon of-gervizes- or-other reason way-be-ased
+6- provide-inereased-benefite- for-the- remaining- paridedpanto- dnetead-of-being-
ueed- to-reduse-ihe-aneuai- of-contributione-by-the-employer. A plan designed to
provide benefits for employees or their benefiglaries to be paid upom retirement
or over a period of years after retirement shall be considered a pension plan if
under the plan, eitherthe benefits payable to the employee or the required contri-
butions by the contractor can be determined actuarially, <{Reiirement-plams-whieh
are- based- on- profii- shadring-shadl- not-be-considored-$o-be- ponsion-plans-mdshia
thie-paragraph-{p)ey

(2) Genaideraiiony-and-approval-or-disapprevalsy-ef-all-peasion-plane
and-the-meihod-of-determination- of - the-eosie-thereof-shall- be-$he-rosponsdbididy
of-the-Deparimeni-$o-whish-audii-cognisanse-ia-agsignsd-and-gubssgueni-asiion
$aken-by-i1hat- Department-willy-gensradlyy-bo-acsepted-by-ihe- other Dopartnentise
Suoh- Pension plans must meet the qualification requirememts prescribed by
Section 401 of the Imternal Revemue Code of 1954 (P.L. 591, 83rd Cong., 2nd Sess.,
68A Stat. 134). Prior #e approvael of such plams by the eepnisami-Beperimenty
eppreoval-by-Internal Revenmue Service shall be obtained im the case ofs

(1) contractors who are subject to Federal income tax, amd

(i1) monprofit or tax-exempt comntractors who have submitted
their plans for approval by Internal Revenue Service;

howevery-approval- of-a-plan-by-ihe-Internsd-Revenue- Sexvice-does-aci-neceessaridy-
asgure-ishe-allowanee-of-the-costs-of- such-a-plan-by-ihe-Deparimeni-eonesrned.

In the case of all other plans, compliance with the qualificatiom requirements
of Section 401 of the Intermal Revemue Code of 1954 shall be determined by the




cognizant Department using, insofar as applicable;, the regulations, criteria,
and standards of the Internal Revenue Service,

(3) To-the-exbent-pemsien-plana-are-approved-by-the-eegninant-Military
Depariment, costs thereof of approved pemsion plang are allowable subject to
the following conditionss

(1) the requirements of ASPR 15-201,2 shall be satisfied;

{ii)-such-eostey-ineluding-execas-contributions-{see-Beetion
404} {1){D}~ef-the-Internal-Rovenue-Code-of-1964)-ahald
nod-axceed

{L)-the-amount-elnimed-and-deductible-for- Federal-ineome
te-purposce-in-tho-gurreni-tanabic~periedy—aw

{B}-in-the-ease-ef-nonprofit-or-tax-exonph-organisationay
the-ameuns-which-gouid-have-becr-alained-and-deduosed
for-Pederal-ineene-tax-purpesee-in-the-gurrent-saxrnble
period-had-sush-organtsatiens-been-aubjeaid~to-the-pay=-
nomb-of-ineome-taiy

{442} (ii) in cases where the Internal Revenue Service withdraws ap-
proval of a plan or in the case of plans not subject to
Internal Revenue Service approval where the cognizant
Department using, insofar as applicable, the regulations,
griteria and standards of the Internal Revenune Service,
determines that approval of the plan should be withdrawn,
an appropriate adjustment of contract costs eksil may be
made for contributions which previously have been allocated
to and allowed as contract costs and which

(A) are disalliowed for tax purpcses; or

(B) in the case of nonprofit or tax-exempt organizations
could have been disallowed for tax purposes had such
orgenizations been subject to the payment of income
tax; and

éiv} (133) in determining the med reasonablenmess of pension plan costs
allocable to military contracts, &a&n&ao&dditéen—te—makﬁng
epprepriate-adjustmenta-for-aresiis~or-gains-aricing-out-ef
nermal-empieyee-turnever, consideration shall be given, #&m
aecordanse-with-{A)-or-{B)-beleow, to possible future abrer-
mei termination credits or gains which may arise with respect
to individuals for whom pension plan costs have been or are
being incurred by the comtractor but whose employment will
terminate before they asquire a vested right to the benefits
under such plans, Waere the contractor can demonmstrate that
reasonable provision has been made for the effect of such
reversionary credits in his method of determining pemsion
contribution, no special provision for these credits is
required, Otherwise, it will be expected that am arrangement




e s

will be made which will result, as nearly as may be practicable,
in the Govermment's receiving the bemefit of thege credits to

the same extent as it originally participated in the related
costs,

{A)-Wheon-such-abnormal-termination-erediso-or-gains-are-foresceabie
ard-ean-be-eurrentiy-evatuated-with-reasonable-aceurasyy-an-
equitablo-adjustmeni-of-curreni-eeosgbe-te-give-affeat-to0-such
antioipated-fudure-eredits-or-gains-shali-be-nadeg-etther-by
redueing-the-curreni-coesss-othermiage-aliesabioy-or-by-ebbain-
ing-realistic-rocogrition-in-the-astuarylg-esieulation-eof-
eurrent-cgosday~ao-that-$he-aurrent-coads-doy-in-faeby-refleet-
the-redustien-for-the-abrcrmai-termination-eredita-or-gains
whieckh-are-arniteipaieds-and-sueh-adjustment-ghail-bo-refleated
in-the-sontrasiy-in-an-amondnent-theretoy-or-in-seme-other
writing-binding-on-the-Goveornment-and-the-eontrastiors-or-

(B)-Uhenssueh-abaeynainte?min&téen-eredits-er—gaine;—whether—er
not-foresecaablo--

{i)-sannot-be-eurrentiy-evaiuated-with-reasenable-aceurasyy-or-
{11}-have-net-beea-she-cubjees-of-adjustment-under-{A)-abevey

pension-plen-eeste-ineurred-under-the-eontraci-phaii-be-gubject-seo
retrespeciive-accounding-and-any-neseasary-adijustnend-for-aush
subsequend-termination-oredisa-or-gains-uniess-the-Government-and
the-oondrasier-agrec-upon-a-nesthed-of-dotermining-sush-adjusimens,
oP-agree-upon-an-eguitable-adjustmenty-any-sueh-agreoment-shatt-he
reflested-in-tho-asonizacts-in-an-amendnent-theretoy-or-in-a-separade
agreoement-binding-on-tho-Goverament-and-the-sondraabor.,

(4) The allowability of costs of lump sum purchases of annuities or of
lump sum cash payments or periodiz cash payments made to provide pension benefits
for retiring or retired employees other than such costs imcurred under approved
pension plans shall be subject to consideration on an individual case basis,
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15-204.2(r) Professional Service Costs - Legal, Accounting, Engineering and Other.

Comment: (1) This paragraph as written singles out the costs of professional
services rendered by members who are not employees of the contractor, and este-
blishes factors for determining allowability which are inequitable.. Whether or
not professional people are on the contractor's gtaff or separately engaged
should not be a factor in determining the allowability of the costs of their
services.

(2) 1In addition, the past pattern of such costs, the impact of Govern-
ment contracts on his business, the nature of his own organization, etc. should
also not be determining factors as to allowability. The scope and extent of
Government regulations, the changing requirements of contract clauses and peril
of loss in connection therewith make it necessary that the contractor avail him-
self of professional assistance. As a class, such costs should be allowable
subject to the application of the basic principles and standards set forth in
15-201 relating to reasonableness and allocability.

(3) The cost of successful defense of anti-trust suits and the
successful prosecution of claims against the Government should also be allow-
able, The last sentence appears unduly restrictive. Ratﬁer than restricting
allowability to those instances in which provision is made in the contract, it
is recommended that such costs be subject only to the test of reason and alloca-
bility. We suggest the clause be rewritten as follows:

Suggested Revision:

(1) Costs of professional services rendered by the members of a
particular profession whether as members of the contractor's organization or
separately engaged whe-are-neob-empioyees-of-the-econiraeter are allowable, sub-
ject to (2) and (3) below, when reasonable and allocable in accordance with the basic -
principles and standards of 15-201l. #n-velation-te-ithe-serviees-rendered-and
When-Res-ecntingent-upPeR-Feeovery-of-the-aeste-from-the~Covernment- {bus-see
ASPR-25-264+3(g5.
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(2) Paetors-to-be-eonsidered-in-determining-the-allewability-ef
eestB-in-a-parfieular-eace-ineiude:

(#49-%he-pasi-patbern-of-sueh-eestsy-parbienlarly-in-the-years
prior-to-the-award-of -Government-ecntraatss

{ii)-the-impaet-of-Covernment-eeontraets-on-the-contractorie
businessy

(2ii)-the-nature-and-seope-of-panagerial-services-expeated-of
$he-aontraeteoris-own-organigatioensy-and

(#v)-whether-the-propertion-of -Government-work-to-the-contraetoris
$eotal-business-is-suek-as-56-influenee-the-aondraesor-in-faver-of-ineurring-the
eesty-parsieulariy-where-the-serviees-rendered-are-not-of-s-ecentinuing-nature-and
kave-1iittle-relationship-$e-work-under-Governmens-contraess.

Retainer fees #e-b@ are allowable mugt-be when reasonably supported by evidence
of services rendered.

(3) Costs of legal, accounting, and consulting services, and related
costs, incurred in connection with organization and reorganization, unsuccessful
defense of antietrust suits, and the unsuccessful prosecution of claims against
the Government, are unallowable. Eests-ef-iegaly-acecuntingy-and-consulting
serviaeesg-and-related-eostsy-inenrraed-in-conneetionewith-patent-infringemens
1itigadieny-are-vnallewabie-uniess-otherwine-provided-for-in-the-eentraet,
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() RENTAL COSTS (INCLUDING SALE AND LEASEBACK OT FACILITIES

Comments (1) No Comment

(2) The deleted provisions would actually penalize contractors leasing
from common control as with the contractors who have conventional leases, even though
the rental charges are the same for both or where the charges under the formmer are
actually lower. It would be very rare indeed to find a conventional lease where only
the rental rate is equivalent to normal costs, such as depreciation, taxes, insurance
and maintenace expenses.

(3) It is recommended that Clause (3) be modified since Clause (1) seems
to provide adequate safeguards. This clause apparently seems to protect the Government
from a possible situation where rental under a leaseback was set at an arbitrarily high
value. The basic rule of reasonableness set forth in Clause (1) which indicates that
rates must be reasonable in light of the type, life expectancy, condition, and value
of the facilities leased, appears to give the Government complete protection. If this
clause is permitted to remain as is in the regulations, the Government would actually
be penalizing companies who have sale and leaseback arrangements as contrasted with
companies holding conventional eases. It would be very rare indeed to find a conven-
tional lease where the rental rate was equivalent to ™normal costs, such as depreciation,
taxes, insurance and maintenance expenses," attributable to the facilities leased.

Likewise, it appears the Government also has in Clause (1)
adequate protection against any situation where a contractor might arrange option
-~ terms under a leaseback, so as to permit re-acquisition of the property at a price
substantially less than its value as a result of high rental payments. Note that
Clause (1) provides for a check of option arrangements and other provisions of
rental agreements for the purpose of determining reasonableness.

Suggested Revisions:

(1) Rental costs of land, buildings, and equipment and other personal
property are allowable if the rates are reasonable in light of such factors as the
type, life expectancy, condition and value of the facilities leased, options available,
and other provisions of the rental agreement.

(2) Charges in the nature of rent between plants, divisions, or organi-
zations under common control are urallewablo-exeept allowable to the extent such
charges do not exceed the normal eess-of-ownership-such-as-depreeiationy-baxes,
incuPaneey-and-mainbtenaces-provided-that-no-parb-of-sreh-eoeto-chati-duptieabe—any
other-aitlewed-esgts. rental costs for similar property from other sources.

(3) Unless otherwise specifically provided in the contract, rental
costs specified in the sale and leaseback agreement, incurred by contractors through
selling plant facilities to investment organization, 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 rental costs sueh-as
depreoiationy-tae5y—iRSuUPRAEOy—-2RG-HatREORA00y-borRe-byF-the-Lossor-whieh-wendd-have
been-ineurred-had-the-eontraetor-retained tegal-sitle-te~she-Ffaeilisies for similar

.. property from other sources.
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15-20%,2(u) Research and Development Costs.

Comment: (2) General research covered in this paragraph should be allowable
subject to the application of the basic principles and standards set forth in
15-201 relating to reasonableness and allocability rather than being dependent
upon specific contract coverage. 1In addition, the last sentence of this para-
graph should be deleted. Agreeing to divulge results is a very unfair condition
for determination of allowability because general research is of benefit to all
business. By agreeing to divulge results of such research and with no protection
or guarantee that such information will not be made available to others, research
upon which a contractor may have devoted millions of dollars and for which the
Government is only a partial contributor can be forfeited to competitors at no
cost to them. This appears particularly inequitable in view of the fact that
the Government has no need for such information, since the results of general
research can be applied to Government production and the Government can be auto-
matically apprised and benefit from such results without it.

(3) In connection with related research on a product or product line
to which a specific research and development contract relates, there is just as
much benefit accruing to the research contract as would acerue to a production
contract. Therefore, no distinction should be made as to allowability of cost.
In addition, the last sentence of this paragraph should be deleted for the same
reasons as enumerated in (2) above.

(%) This paragraph requiring research and development projects to
absorb indirect costs should be deleted since it is inconsistent with the prin-
ciples and standards proposed in 15-201.4 which permits the consistent applica~

tion of accounting principles of the contractor.




;;;;;
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(5) Revision of this paragraph is necessary to preclude automatic
disallowance of research costs deferred from prior periods pending the deter-
mination of the proper accounting disposition of those costs when such costs
would otherwise be approved by the Contracting Officer as allocable research
costs at the time proper disposition can be determined.

Suggested Revision:

(1) Research and development costs (sometimes referred to as general
engineering costs) are divided into two major categories, for the purpose of
contract costing: (i) general research, also referred to as basic research,
fundamental research, pure research, and blue-sky research; and (ii) related
research or development, also referred to as applied research, product research,
and product line research.

(2) General research is that type of research which is directed
toward increase of knowledge in science, In such research, the primary aim of
the investigator is a fuller knowledge or understanding of the subject under
study, rather than a practical application thereof. Costs of independent
general research (that which is not sponsored by a contract, grant, or other
arrangement) are allowable if reasonable and equitably allocated to all work
of the contractor. #e-the-extené-speeifiaaliy-previded-in-the-eontvaete--The

eentraetor-chali-diselese-to-the-Government-the-purposes-apnd-results-of-sueh
independent-general-researehs

(3) Related 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 useful materials, devices,
methods, or processes, exclusive of design, manufacturing, and production engi-
neering (see (1) above). Costs of a contractor's independent related research
and development (that which is not sponsored by a contract, grant, or other
arrangement) are allowable under any cost-reimbursement type proddetien contract;
provided the research and development are related to the contract product line,

end-previded-further-shat-the-eontraetor-diseloses-£o-the-Government-the-purposes

ard-resulis-of-the-researeh-and-developmenty--Suekh-eostg-are-unallewabie-under
é¢est~reimbursement-type-researeh-and-developrent-contraess,

(4) ZIndependens-vesearch-and-development-projeets-shall-abseorb-their
appropriate-ghare-of-the-indireat-ecosts-of-the-department-where-the-work-ig-per-
formed,

(5) Research and development costs (including amounts capitalized),
regardless of their nature, which were incurred in accounting periods prior to
the award of a particular contract, shall not be allocated to that contract un-
less approved by the contracting officer or allowable as precontract costs (see
ASFR 15-204.3(j)).
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(v) ROYALTIES AND OTHER COSTS FOR USE OF PATENTS

Comments: Royalties and fees paid for the use of patents are normal expense
items and allowance thereof as a cost against Government contracts should not be
subject to specific advance approval. The Government is adequately protected by the
test of allocability and no further restrictions appear to be necessary or warranted.

Suggested Revisions:

Royalties on a patent or invention, or amortization of the cost
of acquiring a patent or invention or rights thereto, necessary for the proper perform-
ance of the contract and applicable to comtract products or processes, are allowable
to the extent expressiy-set-ferth-in-the-eoniraet-or-othervwise-aubtherised-by-the
eentraebing-effieers-provided-that-whero-tho-Government-hac-a-tieense-or-the-right
to-free-use-ef-the-patent-er-inventien-cueh-eoste-are-uraltlewabley-and-previded-furbthen
that-where-the-patent-hac-beer-adjudieated-+0-be-invalid-cueh-eeste-ineurred-thereaftor
are-uratiewabier such costs are allocable to Government contracts.




NSIA SUGGESTED REVISION TO
DOD DRAFT 1i/20/56 SECTION XV

" (w) SEVERANCE PAY

Comments: The proposed draft of item (ii) would make it mandatory that all
contracts provide in the.final release a reservation that abnormal severance payments
would be recoverable. This would create a lack of finality in Government contracts

Wthh nelther the contractor or the Government would find acceptable,

From an accountlng concept the proposed clause is both 1mpracticabie
and infeasible. The fact that employment periods of terminated employees extend back
over a number of years would make it impossible of administration.

Suggested Revisions:

(1) Severance pay, also commonly referred to as dismissal wages, is a
payment in addition to regular salaries and wages, by contractor to workers whose
employment is being terminated. Costs of severance pay are allowable only to the
extent that, in each case, it is required by (i) law, (ii) employer-employee agree-
ment; (iii) established policy that constitutes, in effect, an implied agreement on
the contractor's part, or (iv) circumstances of the particular employment.

(2) Costs of servance 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 sever-
ances 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 are allocated to all work performed in the :
contractor's plant; and ‘

(ii) abnormal or mass servance payments actually made upon cessation '
of work when there is no reasonable prospect of contiming
employment on otherwork of the contractor are allowable, shald
be-aseigned-to-the-enbire-peried-of-ompleyneni-of-the-torminated
employoes-and-equitably-alieested-to-all-work-porformed-in-the
eontractorls-plont—during-shab-periedv——-A-regervation-in-the
finsl-release-may-be-sade whon-ib-is-reasonable—iteo-assume-bhab
sevepanee—pey—alleeeble—%e-%he-een%r&et~w1l}-be—maée-in—the
future,

e .



NSIA SUGGESTED REVISION TO
DOD DRAFT L4/20/56 SECTION XV

e T e e - = s - . B - - . - m——————— L . e . F

(ce) TRAVEL COSTS

Comments (1) No Comment

(2) The provisions of 15-201.2 (i) and (ii) should be the criteria for
the allowability of such costs. No further restrictions are necessary or warranted.

(3) Comments in (2) above apply here as well.

(L) The burdensome and time consuming requirement of obtaining contracte
ing officer approval on personnel movement of a mass or special nature should be
eliminated. The proposed change gives the Government the protection required while
permitting quick contractor decision and action.

Suggested Revisions:

(1) Travel costs include costs of transportatlon, lodging, subsistence,
and incidental expenses. incurred by contractor persomnnel in a travel status while on
OfflClal company businesse.

O .— K
PR

(2) Travel costs 1ncurred in the normal course of overall admlnlstration
cf the business and applicable to the entire busiiess are allowable, and shall be
allocated consistent with the contractor's establ.shed practice. Suekh—ecebe—-shald
be-equitably—aiieeated-bo-ati-werk-of-the-eontraetor,

(3) Subsistence and lodging includinz tips or similar incidental costs
are allowable either on an actual or per diem basii. The-basis-seleeted-shali-be
oonpisbently—feilewedy The method or methods used shall be consistent with the
established practice of the contractor.

(4) Costs of personnel movement incluling those of a special or mass
nature are allowable enly-when—-aubherized-or-approvei-in-writing-by-the-eentracbing
effieew when properly allocated.




¥5-20kr3-fe) 15-204.2 (ee) Contributions end Donations

Comment: Contributions and Donations recognized for income tax purposes
should be allowable subject to the usual tests of reasonablemess and
allocability. These ltems are a necessary business expemse. Imdustry
is being looked to and has a civic responsibility to bear its share of

expenses related to local, state and national community activities as

represented by non-profit health, welfare and educational imstitutions.

Government policy has been t0 encourage industry in these regards and the

costs thereof have been recognized for income tax purposes.

d Rev




15-20k-3-¢d) 15-204.2 (ff) ZEntertainment Costs

Comment: Such costs should be allowable to the extent that it can
be demonstrated that such expenses are ordimary and necessary to the

business of a contractor.

Suggested Revision

Costs of amusement, diversion, soclal activitles and incidental costs
relating thereto, such as meals, lodging, remtals, tramspertatiom and
gratuities are umallowable. (but-see-ASPR-25-20k:2-{g}-{h}-and-{k}-).



15-g0k-3-¢1} 15-204.2 {gg) RECONVERSION COSTS

Comments: Where a contractor has made special plant changes in order to
introduce Government contracts into his production, the cost of these
contracts is not complete unless it includes both the cost of installation
and the cost of restoring the facility to its original condition. This
paragraph limits the allowable reconversion costs to the costs of re-
moving Government property and the costs caused by such removal if spe-
cificaliy provided for in the contract. This excludes the costs of
removing the contractor's own facilities which were converted to or
acqgired for the production of Government work and also excludes the
costs of reestablishing the facilities consistent with the demands of
his regular business. Both of these categorles of costs are occasioned
by the introduction of Goternmgnt business and should be allowed as
costs of Government contracts.

This section uses the term”"incur:ed", which has been inter-
preted by the Government to mean ﬁexpendgd". Actually the liability for
such costs is incurred at the time the facilities are converted to Gov-
ernment business. Generally reconversion costs are not paid for until
aftér completion of performance qf the Government contracts which
occasioned them. Furthermore,mmost of the costs may not be expended
until most or all of the contractor's Government business occasioned
by the Defsnce Emergency is completed. Unless accruals for such costs
are allowed as costs of the Government work which occasioned them vhile
the contracts are in process, thgrg is no effective way to recover the
costs. Accruals in this category are not‘in the nature of "Contingencies“

in that a definite liability has been incurred. While the emounts in-
volved may not be susceptible to exact determination in advance, reason-

able accruals should be allowed.

sk v A A




Suggested Revision:

Reconversion costs are those iIncurred in or gccrued for the
restoration of the contractor's facilities to approximate the same physical
arrangement and condition existing immediately prior to commencement of the
military contract work and-inciunde-the-cost-of-remorai-of-Govermment-property.
Reconversion costs are allowable. PBeeconverston-expenses-sre-ros-aiiowabie
excepb-that-the-cost-of-removing-Government-—propersy-and-the-resterstion
eoste-eaused-by-such-removat-are-allovable-if-specifiealiy-provided-for
in-the-contract,




isﬂeehra-(e} 15-204 .2(hh) Excess Facility Costs

Comment: kIndustry is contihuously faced with changing needs for plant
capaéity because of changes in production levels. Such fluc-
tuations may result from doing business with the Government.
To the extent that excess plant is reserved for Government pro-
duction the cost of such capacity should be recoverable as a
charge against current Government business or recovered under
a separate Government contract. Circumstances may not always
Justify a separate contract.

Suggested Revision:

Costs of maintaining, repairing, and housing idle and excess contractor-

owned facilities, except those reasonably necessary for current and im-

mediately prospective production purposes, are unallowsble. The costs

of excess plant capacity reserved for defense-mobilizetien Government

preduction shall be allowable unless the facilities are made the subject
of a separate contract.




15-26k-3-(g)} 15-20%.2 (41) Interest and Other Financial Expenses

Corment: NSIA viewé upon this subject were presented to the Honorable
Charles E. Wilson in a letter dated 3 September 1954 attached to which
was a statement entitled “Allowability of Interest on Borrowed Capital
in Military Contract Pricing“._ Supplementing these, a letter dated
February 7, 1956 was submitted to the Honorable Reuben B. Bdbertsoﬂ, Jr.
by Mr. J. K. Richards enumerating further reasons why these costs should
be allowed. A copy 1s attached.

Suggested Revision:

Interest (however represented), bond discounts, costs of financing and
refinancing operations, legal and professional fees paid in connection
with the preparation of the prospectus, costs of preparation and issu-
ance of stock rights, and costs related thereto are allcwable.umaiiew-
abie-excepb-for-interest-ansensed-by-Sotate-or-tocal-taxing-suthorivten
under-the-condibvions-neb-foreh-in-ASPR-15-204 :2(y}~{bub-see-ASPR-15~
Pokr2(ad}¢2}}.
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Dear Mr. Mulit:

On behalf of NAM!s Government Contracts Committee I should like to thank you for
having our representatives attend the May 21, 1956 meeting at the Pentagon to
discuss the April 20th Revision of ASPR Part 2, Section XV, Contract Cost Principles.
In my opinion, this exchange of views creates a favorable atmosphere for a better
appreciation between Government and industry representatives of the problems of each.

The NAM representatives at this meeting, Messrs. M. E. Moulton and Edward T. Whitehead,
advise that the Defense Department considers it essential to issue the revised set

of Cost Principles, with possible minor modifications, in the very near future. We
are informed, however, that careful consideration will be given to comments from
interested industry groups which are submitted no later than June 4.

Initially, it seems desirable to summarize the understanding reached at the May 21
meeting relative to research and development, compensation and the non-applicability

" .‘\\

of the new Cost Principles to current contracts. o

While industry representatives were given to understand that no change would be made
at the present time in the existing ASPR XV with respect to research and development
and compensation, it developed at the meeting that the language of the present draft
actually represented a material change. It was then agreed that these provisions
would be re-examined by your staff to determine whether revision was necessary to
avoid any misunderstanding or misapplication.

In view of these apparent discrepancies, we urge that such sections be amended as
follows to conform with present Section XV:

15-204.2 (d) Compensation for Personal Services.
Delete the following at the end of the paragraph:

"Any plan upon which deferred compensation benefits are based, other
than pension plans (see (p) below) shall meet the requirements of
the applicable provisions of the Internal Revenue Code and the regu-
lations of the Internal Revenue Service. Also, the amount allowable
under any such plan for apportiomment to contracts in any one yeer
shall not exceed:

(A
A
v




Mr. Lloyd H. Mulit -2 - June 1, 1956

(i) the amount contributed under the plan for that year; or

(ii) 15% of the total compensation otherwise paid or accrued
in that year to the individuals covered under the plan;

whichever is the lower.”

15-204.2 (u) Research and Development Costs.
Delete from paragraph (2) the last sentence which now reads:

"The contractor shall disclose to the Government the purposes and
results of such independent general research.m

Delete from paragraph (3) the last portion which reads:

"and provided further that the contractor discloses to the Govern-
ment the purposes and results of the research and development.
Such costs are unallowable under cost~reimbursement type research
and development contracts.™

It would also be necessary to change the preceding phrase of the draft so
that it would read ™are allowable under any cost-reimbursement type con~
tract™ instead of "under any cost-reimbursement type production contract®.
In other words, eliminate the word Mproduction®.

Furthermore, it appears that this latest revision may result in contractors absorb-
ing even more of their business costs than under present Section XV. Hence we feel
that the revision finally adopted should not under any circumstances be made appli-
cable to current contracts. During the discussion at the May 21 meeting, Mr. Pilson
of your office advised our representatives that & statement would be included to the
effect that the new Section XV would be applicable only in the case of contracts
entered into ninety days after its publication. This would, of course, cover our
objection.

We should like to emphasize and supplement the foregoing and are, therefore, enclos-
ing as Attachment A detailed views on a number of provisions which we consider to
be of extreme importance to industry. It is our hope that the Department of Defense
will be receptive to these recommendations which we believe would prove fair to both
Government and industry.

Generally speaking, our comments on the present revision of Section XV are the same
as those submitted with respect to the draft circulated about a year ago. These
views were forwarded to Admiral Thomas by letter dated June 20, 1955, a copy of which
is also enclosed as Attachment B.



Mr. Lloyd H. Mulit -3 - June 1, 1956

We know, of course, that careful consideration will be given to our suggestions and
shall be glad to discuss them further at your convenience. In this connection, our
representatives advise that the desirability of even more discussions between those
drafting policies and industry members affected thereby, was emphasized at the
meeting. By so doing, we believe considerable progress could be made toward arriv-
ing at statements of principles agreeable to Govermment and industry.

Sincerely yours,

T% §mit

George P. F. Smith, Chairman
NAM's Government Contracts Committee

GPFS:rce
Enclosures

NO INCLOSURES RETAINED
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ATTACHMENT A

SUGGESTED CHANGES TO ASPR SECTION XV, PART 2
PROPOSED REVISION (April 20, 1956)

15-203,1 General,

(c) The base period for allocation of indirect costs is the period during
which such costs are incurred and accumulated for distribution to work per-
formed in that period. The base period shall be representative of the period
of contract performance and shall be sufficiently long to avoid inequities in
the allocation of costs, but normally no im-ne-everb longer than the contractort's
fiscal year. 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.

COMMENT
The second sentence in this paragraph includes the provision that
the base period for determining overhead would be "in no event
longer than the contractorts fiscal year.® This arbitrary re-
striction seems unnecessary and we would recommend that the
wording be changed to read as indicated.

15-203., Selling and Distribution Costs. Selling and distribution costs arise
through marketing the contractorts products and include the costs of sales
promotion, advertising, distribution, and other related activities. Gewreraiiy,
sush-soste-are-net-atliewable-as-a-eharge-to-bovernmeont-cost-reimbursement-type
eenbpacts-{but-see~ASPR-15-204+2{b}}. Hewewer, Subject to the other provisions
of this Part, costs in this category, including supervisory and clerical costs,
which relate to technical, consulting, and other beneficial services, and
which are for purposes such as application and adaptation of the contractor's
products, rather-tharn-pure-eeiling, are allowable if a reasonable benefit to
Government contracts is demonstrated. Such costs shall be allocated to the
contractor?s commercial work and its individual Govermment contracts on an
equitable basis. Because of the special problems that arise in this area, the
contractor should identify in its records, by means of sub-accounts or other-
wise, the items of selling and distribution cost considered properly allocable
to Government contracts,.

COMMENT

Before revision, this paragraph states that these expenses are
unallowable unless a "reasonable demonstration of benefits to
Government contracts™ can be shown. Our suggested rephrasing
switches the emphasis from generally unallowable to generally
allowable. Since bidding expenses are recognized as allowable
items of cost in 15-204.2(b), we believe that other types of
selling and distribution expenses should be treated in a like
nanners.

15-2042 Costs Allowable in Whole or in Part.

(a) Advertising Costs. Advertising costs include the costs of advertising
media and corollary administrative costs. Advertising media include magagzines,
newspapers, radio and television programs, direct mail, trade papers, outdoor
advertising, dealer cards and window displays, conventions, exhibits, free goods
and samples, and sales literature. The following advertising costs are allowable:




prE—

(1) Advertising in trade and technical Jjournals, provided such adver-
tising does not offer specific products or services for sale but
is placed in journals which are valuable for the dissemination of
technical information within the contractor®s industry. aré

(ii) Help wanted advertising, as set forth in (s) below.
(iii) General institutional and educational advertising should be evaluated

as to allowability in the light of direct and indirect benefits to
Government business.

{iv) Product advertising is a selling and distribution expense and should
be allowable in accordance with paragraph 15-203.4 to the extent
properly allocable to Government business.

All-ether-advertieing—eesbs-are-unaliewable,

These changes will permit consideration of cases where advertising
charges are part of Government contract costs.

(c) Civil Defense Costs. Civil 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 sup-
plies, fire fighting training and equipment, posting of additional exit notices
and directions, and other approved civil defense measures) umdersaken-ea-the
eentracteris-premises pursuant to suggestions or requirements of civil de-
fense authorities are allowable when allocated to all work of the contractor.
Costs of capital assets acquired for civil defense purposes shall be depre-
ciated in accordance with (e) below. Bxcept-as—speeifiearly-provided-£for-in
the-eontmaeby-eontribubtions-te-toeat-etvil-defense-fundsy—or-to-projeets—nes
sn-the-esntraeterls-premisesy-are-unattewabie,

COMENT

In the public interest, many contractors enter actively into
civil defense programs of their community, even to the extent
of loaning equipment and personnel to take part in the over-—
all program. As a matter of public policy, the Goverrnment
encourages support of these programs by industry. Disallow-
ance of such costs cannot fail to discourage this active
participation by manufacturing companies. At the very least,
provision should be made to make this the subject of special
negotiation in the light of all attendant circumstances,
without the need of negotiating a special contract provision.




(d) Compensation for Personal Services. Compensation is allowable. The
term ‘'compensation” includes all amounts paid or set aside, such as pension,
retirement, and deferred compensation benefits, salaries, wages, royalties,
license fees and bonuses. The total compensation of an individual may be
questioned and the amount allowed may be limited; and in connection therewith,
consideration will be given to the relation of the total compensation to the
services rendered. Compensation to sole proprietors or partners, however, is
allowable only to the extent specifically provided for in the contract. Asry
pran-upen—whieh-deferred-eomponsation-benefits-are-basedy-other~than-pensien
prans-L{see-{p)-botew)y-shall-meet~the—reguiremenis-ef-the-applieable-provioions
of-the-Intornal-Revonue-Code—and~tho~-peguteticns—ef -the-tnternal-Revenue
Sepvieev-——ditsey-the-ameunt-allewable-undor-any-such-plan-fer—apporiionment-te
eentraess—in-any-ene~year-shalld-net-oxeececds

&iy-tho-ameunt-eontribubed-under-the-pran-for-that-yoari—or

£33)-152-ef-the-tobal-compensabion-ebherwice-paid-or-acorued-in
that-yeap-te-the-individuals-oewered-under-tho-plans

whichewep-is—the-lewery
COMMENT

In general, the revision appears to recognize that compensa-
tion of necessity must be adjudged on the basis of reasonable-
ness., However, an arbitrary limit of 15% is used in deter-
mining the allowability of deferred compensation. This
limitation nullifies the reasonableness test and should be
deleted.

(e) Depreciation.

(5) Unless otherwise provided for in the contract, no use charge shall
be allowed for assets still in use which have been fully depreciated on the
contractor?s books or acquired without cost. Special amortigzation recorded on
the contractor®s books in accordance with a certificate of necessity is not to
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be considered as depreciation for the purposes of determining whether an asset
has been fully depreciated. Use charges for assets not fully depreciated on
the contractorts books are unallowable,

COMMENT
To forestall an interpretation by Government personnel
to the effect that an asset which has been fully amortized
should be condidered fully depreciated, it seems that it would
be desirable to insert in this paragraph after the first sen-
tence the additional sentence included above.

(g) Food Service Costs and Credits. Food services include operating or
furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons,
vending machines, or similar types of services for the contractor's employees
at the contractor’s facilities. Profits (except profits irrevocably set over
to an employee welfare organization of the contractor in amounts reasonably
useful for the benefit of the employees at the site or sites of contract per-
formance) 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., Reasonable losses from
operation of such services are allowable when it is the policy of the contrastor
to operate such services at a profit or at cost; provided, however, that such
losses are allocated to all activities served. When-it-is-ithe~-poiiey-of-the
eentraeter-to-furnich-cueh-services-at-a-1essy-tosces—en-sush~eperation-shatd
not~be-allewed-as-a-eest-unless-spesifiaaliy-provided-for-in-the-esntrast.

COMMENT
Cafeterias, dining rooms and other food services are in the
category of 15-204.2(f), "Employee Morale, Health, and Welfare
Costs and Credits." It should not be necessary to negotiate
a special contract provision to cover this item of expense.
Notwithstanding the intent of making a profit, loss or merely
to break even, the net cost or profit of operating cafeterias,
dining rooms and other food services should be allowed in the
same manner as health and welfare activities incurred for the
improvement of working conditions, of employee-employer rela-
tions and of employee performance.

(i) Insurance and Indemnification.

(3)(iv) costs of providing a reserve for a self-insurance program
are wnallowable uniess 1f the program has been approved by the
Military Department concerned; and

COMMENT
It is recommended that the present wording be revised as shown
to eliminate the emphasis on the unallowability of such reserves.

(4) The-Gowernment-is-obligatod-to-indemnify-the—contractor-only-se
tho-oxtont-oxprossiy-provided-for-in~-tho-eontroots--Thereforey-oxecepb-an-othor-
wige~oxpressiy-previded-fer-in-the-eontrasty-actuat-lossaes-net-reimbursed-by
incuranee-{threugh-an-approved-self-insurance-program-or-othorwise}-are
uraldewabie,




COMMENT
Although we are not certain of the exact meaning, it appears
to us that Paragraph 4 should be deleted. It is logical to
assume that normally both the Government and the contractor
will desire to insure that adequate coverage is obtained. It
would appear that in the absence of negligence on the part of
the contractor indemnification by the Government against
liabilities not compensated by insurance would therefore of
necessity result from some totally unexpected occurrence
which neither party could reasonably anticipate. For this
reason, it is patently unfair to make the contractor respon-
sible for insertion of express provisions to cover such con-
tingencies.,

(k) Maintenance and Repair Costs.

(2) Geste-of-maintonanso-and-pepainy—whiock-are-delayed-£frem-a-poried
priop-be-the~eeniraet-for-gcono-roasen~cueh-ao-abrerpat-operabing-eenditions—or
1aok-of-~funds—and-are—perferned-daring-tho-eontraet-periody—are—unaliowablie-un~
1ees-speeifieatiy-provided-for-in-bheo-eonbrasty--Likowisey-the-ostimated-eest
ef-maintenaneo—and-yopair-popmally-required-bub-net-aeecmpiished-during-the
peried-ef-the-eenirast-are-unallowable-untess-opeeifieally-previded-fer-in~-the
eenbraet,

COMMENT
The allocability of deferred maintenance expenses to Govern-
ment contracts should be a matter of negotiation between
the contractor and contracting officer. The stipulation
that these expenses are allowed only if they are covered by
a specific contractual provision is unduly restrictive.

(m) Material Costs.

(6) Costs of material or services sold or transferred between plants,
divisions, or organizations, under common control, shall be allowable only to
the extent of:

(1) the cost to the transferor; es

{ii)-the-prices-of-othen-suppliors-Lfor-the~same—er~sub-
sbanbially-sinilar—ibemse

whtehever-io-the-tewery—untess—fasters-sther-than-price-warrant-atiewanee~on
the~-basis—of-the-eest~te-the-bransferers provided that, in the case of any item
regularly manufactured and sold by any such transferor through commercial
channels, a departure from this cost basis is permissible if the charge to the
contract does not exceed:

(i) the transferor's sales price to its most favored customer
for the same item in like quantity; or

(ii) the prices of other suppliers for the same or substantially
similar items;
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whichever is the lower, unless factors other than price warrant allowance on
the basis of the transferorts sales price to its most favored customer.

COMMENT
It is recommended that the deletion indicated should be
approved in consideration of the administrative burden
involved in its implementation.

(r) Professional Service Costs - Legal, Accounting, Engineering, and Othen

(3) 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 Government, are
unallowable. GCesbo-ef-legaty-aeeounbingy—and-eonsulbing-cervieesy-and-retatod
eesbey~-tneurpod-in-oonneobion-with-patent-infringemont-titipationy-are-unallow-
able-unless-etherwise-provided-£fon-in-the-sentrast.

COMMENT
The last sentence appears unduly restrictive. Rather than
restricting allowability to those instances in which provision
is made in the contract, it is recommended that such costs be
subject only to the test of reason and allocability.

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

(1) Rental costs of land, buildings, and equipment and other personal
property are allowable if the rates are reasonable in light of such factors as
the type, life expectancy, condition, and value of the facilities leased,
options available, and other provisions of the rental or leaseback agreement.

(3) Unless-ethenwise-speeifieally-previded-in-tho—oentracty-rental
eosto~apeeified-in-sate-and-teaseback-agresnonbay-tneurred-by—contrasters
theeugh~gediing-prant—Ffasilibios-be-invostrenb—erganisationsy-sueh-as-inguranee
eempaniesy—er-te-private-investorsy-and-eeneurrondiy-teasing-baek-tho-same-faeit~
#tiegy—ane—-allewableo-enty-teo-the-extent~that-such-roniate-do~-net-oxeeod-normat
eestoy-cuch-as-depreeiatieny-taxesy-inourancey—and-natntenaneoy-berne-by-she
lessery-whioh-would-have-boern-insurred-hed-the-eeniraetor-retained-togal-sitie
to-the~faeilities.

COMMENT
We recommend the above changes on the basis that clause (1) pro-
vides adequate safeguards. Clause (3) apparently seeks to pro-
tect the Government from a possible situation where rental under
a leaseback was set at an arbitrarily high value. The basic
rule of reasonableness set forth in clause (1), which indicates
that rates must be reasonable in light of the type, life ex-
pectancy, condition and value of the facilities leased, appears
to give the Government complete protection. If clause (3) is
permitted to stand, the Government would actually be penalizing
companies who have sale and leaseback arrangements as contrasted
with companies holding conventional leases. It would be very




rare indeed to find a conventional lease where the rental rate
was equivalent to normal costs, such as depreciation, taxes,
insurance, and maintenance expensesi attributable to the facil-
ities leased. Likewise it appears the Government also has in
clause (1) adequate protection against any situation where a
contractor might arrange option terms under a leaseback so as
to permit re~acquisition of the property at a price substan-
tially less than its value as a result of high rental payments.
Note that clause (1) provides for a check of option arrange~
ments and other provisions of rental agreements for the purpose
of determining reasonableness.

(u) Research and Development Costs.

(2) General research is that type of research which is directed toward
increase¢ of knowledge in science. In such research, the primary aim of the
investigator is a fuller knowledge or understanding of the subject under study,
rather than a practical application thereof. Costs of independent general re-
search (that which is not sponsored by a contract, grant, or other arrangement)
are allowable to the extent specifically provided in the contract. The-eer-~
traeteon-shati-diselese-te-the-Government-the-purposes—-and-vresutis~ef-sueh-2nde-
pendent~gonorat~roseareh.

(3) Related research is that type of research which is directed toward
practical application of science. Development is the systematic use of scien-
tific knowledge directed toward the production of useful materials, devices,
methods, or processes, exclusive of design, manufacturing, and production
engineering (see (1) above). Costs of a contractor's independent related
research and development (that which is not sponsored by a contract, grant, or
other arrangement) are allowable under any cost-reimbursement type predustiern
contract; provided the research and development are related to the contract
product line and the costs are allocated to all production work of the con-
tractor on the contract product line; ard-previded-fumiher-that-the-eentraoter
diseleses-te-the-Gevornment-tho-purposes~and-reaults-ef-the-researeh-and-dovolep-
menbe——Sueh-eesbs—are-unatlowable-under-eest-reoimbursencnb-btype-researeh-and
develepmenb-aentraets.

COMMENT
Agreeing to divulge results is a very unfair condition for
determination of allowability because general research is of
benefit to all business. By agreeing to divulge results of
such research and with no protection or guarantee that such
information will not be made available to others, research
upon which a contractor may have devoted millions of dollars
and for which the Government is only a partial contributor can
be forfeited to competitors at no cost to them. This appears
particularly inequitable in view of the fact that the Govern-
ment has no need for such information, since the results of
general research can be applied to Government production and
the Government can be automatically apprised and benefit from
such results without it.



In connection with related research on a product or product line
to which a specific research and development contract relates,
there is just as much benefit accruing to the research contract
as would accrue to a production contract. Therefore, no dis-
tinction should be made as to allowability of cost.

(cc) Travel Costs.

(4) Costs of personnel movement of a special or mass nature are allow-
able. erly-when-autheriged-er-appreved-in-writing-by-the-eoniraeting-offieen,

COMMENT
Under this sub-paragraph the Government is denying recovery of
personnel transfer costs, except as specifically authorized in
writing by the contracting officer, when such transfer is of a
’special or mass nature’, First, ‘ispecial or mass nature’ is
a matter of opinion and is not clearly defined. Secondly, if
contractors were to accept such a restriction, CPFF contracts
would not carry a fair share of these costs which represent
present-day normal costs of doing business. Furthermore, dis-
persion of activities is in accordance with Defense Department
recommendations. In summary, we believe the cost of such
personnel movement should be allowable, without specific
authorization by the contracting officer.

15-204,3 Unallowable Costs.

(c) Contributions and Donations. &enbwibubiens-and-denatiens—are
unallowable.

Contributions and donations to established nonprofit charitable
scientific and educational organizations are allowable provided that such costs

are reasonable and asre properly allocated to all work.

The propriety of the amount of particular contributions and donations
and the aggregate thereof for each fiscal period must be judged ordinarily in
light of the pattern of past contributions, particularly those made prior to the
placing of Government contracts. The amount of each allowable contribution must
be deductible for purposes of Federal income tax, but the deductibility of the

contribution for income tax purposes does not in itself justify its allowability

as a contract coste.

COMMENT
The necessity for supporting charitable and educational institu-
tions, etc. is as normal a cost of doing business as is, for
example, the payment of local taxes. Continuing support by
industry of the countryt's privately financed educational
institutions is of paramount importance to the nation's welfare.
No one derives more benefit from such support than does the
Government through its research and development contracts.




ATTACHMENT B

COPY WESTON ELECTRICAL INSTRUMENT CORPORATION
NEWARK 5, NEW JERSEY

June 20, 1955

Rear Admiral L. H. Thomas, USN
Office of the Assistant Secretary
of Defense (Supply and Logistics)
The Pentagon
Washington 25, D. C.

Dear Admiral Thomas:

Attached is a statement of comments prepared by the Government
Contracts Committee of the National Association of Manufacturers upon
the draft of a proposed revision of Part 2, Section XV, Armed Services
Procurement Regulation.

We compliment you and your staff for developing this draft for
industry?s consideration. We are all well aware of the difficulties
encountered in its preparation and though we have certain serious objec-
tions to it, we consider the development of this new draft a major step
toward finalizing a substantially better set of contract cost principles
than those in effect today.

We firmly believe, too, that the Office of the Assistant Secre-
tary of Defense (Supply and Logistics) is the proper organization within
the Department of Defense to have primary responsibility for improving
the existing contract cost principles inasmuch as the basic issues have
a procurement policy character, overriding in importance the related
technical accounting aspects.

We also want you to know of our appreciation for having the
opportunity to submit these comments and our readiness to be of assistance
to you whenever you may wish. We would welcome the chance to discuss the
whole subject with you at your convenience.

Sincerely,
(s) Ross Nichols
Ross Nichols, Chairman

Government Contracts Committee
National Association of Manufacturers




NATIONAL ASSOCIATION OF MANUFACTURERS
GOVERNMENT CONTRACTS COMMITTEE

STATEMENT RE MARCH 23, 1955 DRAFT OF
PROPOSED REVISION OF PART 2, SECTION XV,
ARMED SERVICES PROCUREMENT REGULATION

Our views are broadly divided into General Comments and

Specific Comments. In the former category, we consider the following

two fundamental issues:

1.

Proper Application of the Proposed Contract Cost
Principles. Contract cost principles are an
important tool in contract administration, but
instructions for the use of this tool are lacking.
Past and present experience with the misuse of the
cost principles indicate the need for firm ground
rules governing their use.

Extent to which the Department of Defense Will Pay
Its_Fair Share of the Ccntractor'!s Costs. Arbitrary
disallowances by the Department of Defense of some
of the contractor's true costs are not consonant
with sound business practice.

In our judgment, these two issues override other considerations. They

should be faced up to and clearly disposed of as a matter of first

priority in the total undertaking of revising the existing contract

cost principles.

Our views on these two issues underlie the observations which

are set forth in the second part of this statement under the heading

of Specific Comments. Here we indicate our thoughts on specific

paragraphs and language of the proposed revision.




GENERAL COMMENTS

Proper Application of the Proposed Cost Principles

The merits of contract cost principles cannot be weighed apart
from the manner in which the cost principles are used. The question of
what cost principles say is, to be sure, logically distinct from the
question of how they are used. The reality of the matter, however,
demands that the two questions be treated as inseparable. For years now
Part 2, Section XV, ASFR has asserted that the cost principles therein
are for use in cost reimbursement type contracts, and for years the cost
principles have been applied to fixed price contract situations so as
virtually to transform fixed price contracts in many instances to cost
type contracts.

A bulwark against this undesirable trend in contract admin-
istration has been established by Department of Defense Instruction
4105.11 (November 23, 1954). However, this single instruction is not
enough by itself to reverse a long-standing practice of treating price
revision negotiations as though they were on a cost basis. Military
auditors, for example, are still under Joint Letter No. 12, which
occasions the treatment of fixed price contracts as cost type contracts
by emphasizing the use of Part 2, Section XV cost principles in fixed
price contract situations.

The point is that no matter how sound these cost principles may
be, they should not be used to derogate contract pricing negotiations to
a formula basis whereby price is essentially determined by adding together
allowable costs and a profit allowance. There is need for specific in-

structions delimiting the use of these principles, distinguishing between
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two entirely different kinds of contracts--the fixed price type and the
cost type. In the absence of such instructions, there is inadequate
basis for assuming that the cost principles—-regardless of their content--
will not continue to be misused in pricing proceedings pertaining to fixed
price contracts.

These instructions must not only be controlling over the pro-
curement line of command, they must also be binding upon the audit line
of command. Indeed, the whole issue of the proper use of cost principles
is wrapped around the relationship between military buyers and military
auditors. The proper relationship is one where the buyers have the freedom
of decision for determining when and the extent auditors are needed and
how their findings are used. Similarly, as auditors are in a service role
to buyers, they should not be placed in a position of dominating or second
guessing the very ones whom they are supposed to serve. It is submitted
that if the buyer-auditor relationship were better defined, much of the
misuse of contract cost principles would be corrected.

Our recommendation, therefore, is that the revised statement
of cost principles should be accompanied by well-defined instructions
delimiting their applicability. Such instructions, which should reflect
the above considerations, might be set forth in an expanded Paragraph 15-200
or in Part 1, Section XV. In any event, the cost principles should not be
released without adequate guide lines as to how they should and should not
be used, otherwise the same old abuses of the past may be expected and the
opportunity for accomplishing a major improvement in contract administration

will not be realized.
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Extent to Which the Department of Defense Will Pay Tts Fair Share
of a Contractorts Costs

Our standard for measuring the validity of the several paragraphs
reciting allowability or non-allowability of contractor costs is stated
briefly as follows:

Unless there is overriding public policy to the

contrary, the Department of Defense should pay all

of a contractorts costs which are allocable to

Department of Defense business in accordance with

generally accepted accounting principles as may be

reasonably applied to such business,

This is simply recognizing that the Department of Defense should pay its
fair share of the contractor?s costs. Anything less is unsound business
practice.

General rules arbitrarily classifying legitimate costs of a con-
tractor as unallowable for purposes of contract pricing are by and large
inimical to the proposition that the govermment will pay its fair share
of costs. Whereas under a reasonable allocation of costs to government
contracts the government may very well not share at all or share to only
a very limited degree in certain costs, the absolute disallowance of
legitimate costs from any consideration regardless of their allocability
to government contracts is detrimental to the full and proper use of cost
type contracts. The revised cost principles should shift the emphasis
from the question of what is allowable to the question of what is reason-
ably allocable,

Since varying circumstances defy the application of inflexible
rules and since sound accounting practice is open to differing judgments,

appropriate allocability of certain costs in a given set of circumstances

might very well be expected to be a subject about which reasonable men
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might disagree. The resolution of differing opinions in such circumstances
should be regarded as a matter of negotiation between the contractor and
the contracting officer within a broad framework of good accounting
practice and fairness. This approach toward handling cost allocation
questions is in keeping with the reality that cost allocations in many
instances cannot be determined with scientific exactitude and are not

properly the subject of arbitrary rules.

SPECIFIC COHMENTS

15-201 - BASIC PRINCIPLES AND STANDARDS. Reference to the
exercise of good business judgment as a factor in determining the allow-
ability of costs is repetitive of the test of reasonableness and invites
second guessing. Accordingly, the reference should be deleted.

Provision should be made to recognize standard costs and
associated variances whenever their use is consistent with the contractorts
accounting practice. Such costs are the equivalent of actual costs.

15-202.1 - DIRECT MATERIALS. Costs of reasonable overruns,
spoilage and defective work should be provided for.

15-202.2 - DIRECT LABCR. Use of average or standard rates if
such is in keeping with the contractorts established practice should be
provided for.

15~203.3 ~ SELLING AND DISTRIBUTION EXPENSES. The broad state-
ment that these expenses are not generally allowable is unfair. The
proper approach is to indicate that the government should pay its share
of these ordinary business expenses to the extent that they may be

reasonably allocable to government contracts.
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15-204.1 ~ ADVERTISING. The severe limitation upon allowable
costs of advertising is unfair. The proper approach is to indicate that
the government should pay its share of these ordinary business expenses

to the extent that they may be reasonably allocable to government contracts.

15-204.2 - BAD DEBTS. The flat prohibition of allowing bad
debt expenses is unfair. Again, the norm of reasonable allocability
should prevail. This is particularly pertinent to bad debts in connec-

tion with subcontracting.

15-204 .,y -~ CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES.
The limitation upon the allowability of these ordinary business expenses
when the subject services are intentionally furnished at a loss is

unwarranted.

15-204.5 - CIVIL DEFENSE. The exclusion of contributions for
projects not on contractor?s own premises is unreasonable. Effective civil

defense cannot be localized to individual plant sites.

15-204 .6 ~ COMPENSATION FOR PERSONAL SERVICES. The arbitrary
percentage limitations provided as tests of allowability of certain costs

should be eliminated in favor of the standard of reasonableness.

15-204 .7 - CONTINGENCIES. The blanket disallowance of contin-
gencies is unrealistic. When a liability exists, a reasonable estimate

thereof should be permitted.

15-204.9 - DEPRECIATION. As a matter of consistent accounting
procedure and good business practice, depreciation recognized by the Inter-

nal Revenue Service should be allowed. Double standards are undesirable.




-7 -

15-204.11 - ENTERTAINMENT EXPENSE. Unless there is an overriding
publie policy to the contrary, entertainment expenses reasonably allocable

to government contracts should be recognized.

15-204 .12 - EXCESS FACILITIES., The proposed basis for allowing
costs of maintaining and housing idle and excess facilities is too narrow.
The government should share an allocable portion of the contractorts costs
for carrying idle and excess facilities which are reasonably necessary to

his operations.

15-204 .15 - INITIAL PRODUCTION COSTS. Provision for possible
disallowance of excessive initial production costs should be deleted.
If the government does not choose to pay costs of a contractor under the

indicated circumstances, it should terminate the contract.

15-204,16 - INSURANCE AND INDEMNIFICATION. Intrusion of procure-
ment agencies into areas which are management functions through approval
requirements should be discouraged. The test of reasonableness of coverage

and of rates is sufficient.

15-204.17 - INTEREST AND OTHER FINANCIAL EXPENSES. To the extent
that these expenses are reasonably allocable to government contracts, they

should be accepted.

15-204.20 - MAINTENANCE AND REPAIRS. The allocability of ce-
ferred maintenance expenses to government contracts should be a matter of
negotiation between the contractor and contracting officer. The stipulation
that these expenses are allowed only if they are covered by a specific

contractual provision is unduly restrictive.
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15-204 .25 - OVERTIME, EXTRA PAY SHIFT AND MULTI SHIFT PREMIUMS.
Contractor should have reasonable freedom of judgment with respect to
premium pay to indirect labor. The unqualified requirement for government

approval is needlessly burdensome.

15-204.27 - PENSION AND RETTREMENT PLANS. This paragraph, which
now contains material beyond the requirements of a statement of cost prin-
ciples, should be confined to the proposition that the government should
pay such portion of the expense of Internal Revenue Service (IRS) approved
pensions and retirement plans as may be reasonably allocable to government
contracts. When these plans are not subject to IRS approval, the usual

test of reasonableness should apply.

15-204.30 - PROFESSIONAL SERVICES - LEGAL, ACCOUNTING,
ENGINEERING AND OTHER. Subparagraph (c) should be dropped. The cost of
professional services in connection with organization and reorganization
matters and with patent infringement litigation is covered elsewhere
{15-204.23 and 15-204.26), and the cost of professional services for the
other purposes indicated in subparagraph (c) is an ordinary business

expense of which government contracts should bear a fair portion.

15-204.33 - RECRUITING EXPENSE. Costs of special benefits or
emoluments should be subject to the contracting officer's approval. Their

unqualified disallowance is unwarranted.

15-204 .34 - RENTALS OF PLANT AND EQUIFMENT. As the general rule
of reasonableness applies, the special regulations on sale and leaseback

agreements should be dropped.
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15-204.35 ~ RESEARCH AND DEVELOPMENT. Arbitrary percentage
limitations provided as a condition of allowability of costs should be
eliminated. The rule of reasonableness should apply.

Similarly, the requirement for a contractor to divulge
to the government the results of his independent research should be

stricken. The requirement is unfair.

15-204 .36 — ROYALTY PAYMENTS., To the extent allocable to
government contracts, royalty payments should be recognized without

special approval action.

15-204 .38 - SEVERANCE PAY. It is impractical to establish in
advance a fixed method of allocating to government contracts the costs of

mass severance pay. The basis of allocation should be open to negotiation,

15-204 .42 -~ TRAINING EXPENSES. The provisions are unnecessarily

restrictive. The rule of reason should apply.

15-204 .4, -~ TRAVEL EXPENSES. The central point should be more
explicitly stated; namely, that the government should pay the portion of
the contractor's reasonable travel expenses allocable to government
contracts. Reference to entertainment expenses should be deleted as this

subject is covered elsewhere (15-204.11).
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June b, 1956

Mr. L. H. Malit
Director of Requirements, Procurement and Distribution
Office of the Assistant Secretary of Defense
(Supply and Logistics)
The Pentagon
Washington 25, D. C.

Degar Mr. Mulit:

We are glad to have this opportunity to comment
on the recently proposed revision of Part 2, Section XV, of
the Armed Services Procurement Regulation. We appreciate
particularly your courtesy in extending the deadline for
submission of such comments in order to permit & more rep-
resentative expression of views on this important subject by
the Institute, in behalf of capital goods manufacturers,
and by other organizations.

Bacgground

Before addressing ourselves to a detailed review
of the proposed regulation, we should like to consider briefly
certain larger issues which concern the history of contract
cost principles, the present status of those principles,
end their probable future scope and application.

During most of the period of effectiveness of the
present Part 2, Section XV, ASPR, contracting officers have
been permitted not only to employ these principles in the
administration of cost-reimbursement type contracts but to
use them as a "working guide" in the negotiation of prices
under fixed-price contracts. Largely as a result of indus-
try objections that contract cost principles were being
frequently misapplied to fixed-price contracts, this per-
mission was revoked by DOD Imstruction 4105.11. We have,
as you know, already expressed our approveal of that
directive and we desire to reaffirm our stand.

In revoking this permissive authority to .use con-
tract cost principles as a working guide in fixed-price
contract negotiations, there was sn evident lack of
coordination between procurement and audit. As we under-
stand it, military euditors have continued, notwithstand-
ing the provisions of DOD Instruction 4105.11, to follow
an internal audit instruction (Joint Audit Regulsation

MACHINERY & ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION, COUNCIL FOR

TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GOODS ET;H
(THE FACILITIES OF PRODUCTION, DISTRIBUTION, TRANSPORTATION, COMMUNICATION AND COMMERCE) m
IN ADVANCING THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES w0

s e b e o e it U B



Mr. L. H. Mulit -2 - June 4, 1956

No. 12, August 5, 1949) which authorizes application of ASPR XV cost
principles in the preparation of advisory audit reports and segregation
of costs without regard to the type of contract involved. The result
would seem to be a negation of the intent of procurement by the practice
of audit.

General Comments

We are now commenting on the second draft of a proposed revision
of Part 2, Section XV, ASPR, the first draft baving been circulated for
industry comment about a year ago. We understand that the Department of
Defense is determined to proceed with early publication of the current
proposal--in substantially its present form--subject to an ex post facto
review of contributions to profit-sharing plans, charitable contributions
and donations, and expenses of general research. We are aware of the
considerations prompting such publication by the Department of Defense but
we have serious misgivings about the project on at least two grounds.

First, the current proposal is a far more precise and definitive
document than the regulation which it would replace and its very definitive-
ness may be more of a defect than a virtue because of the very nature of
costing questions. If it does not in fact enlarge the list of unallowable
items of cost, then it does, at the very least, tend toward arbitrary dis-
allowance of contract costs in situations of the widest possible variabil-
ity and in which, we believe, some ares for special negotiation should
remain.

In addition, we are informed that the early publication of this
proposed regulation anticipates the promulgation of a comprehensive set
of cost principles applicable to all contracts. Almost certainly, the
publication of the present proposal will upset in some measure the whole
complex of pre-existing contractual relationships in this area between
the government and its cost-type contractors. And these same relation-
ships face similar and further confusion in the planned publication
within the next few months of the over-all set of contract cost principles.

It would be improper, of course, o prejudge a comprehensive set
of cost principles not yet in being. But we cannot fail to express our
general apprehension at a prospect which appears to us to represent a
step backward. Having freed fixed-price contract negotiations from the
narrow limits of Part 2, Section XV, of ASPR, by its publication of DOD
Instruction 4105.11 noted above, the Department of Defense appears now
to be preparing for a retrograde movement.

Assuming, without admitting, that a generally acceptable set of
fixed-price contract cost principles could be developed, we are inclined
to question the wisdom of its adoption. The effect might well be to im-
pose a strait jacket of predetermined allowebility and unallowability
upon contract situations the character of which cannot possibly be pre-
dicted.

Within this context, let us consider directly the recent draft
of Part 2, Section XV, of the Armed Services Procurement Regulation.
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ASPR cost principles versus generally accepted commercial
accounting principles.--The current draft of proposed contract cost
principles makes frequent reference to generally accepted accounting
principles. The application of such principles is, of course, a factor
directly affecting sllowability of costs. We cannot fail to reiterate
that cost principles here proposed do not agree in many important re-
spects with general commercial accounting practices.

Inasmuch as our remarks which follow deal at length with indi-
vidual items of cost, it will suffice at this point to maske the general
observation that the proposed cost principles disallow categorically a
variety of business expenses generally accepted in commercial practice--
and by tax authorities--as pormal costs of doing business. In our
opinion, this incompatibility of military contract cost principles with
commercial accounting practice is very often inequitable, uneconomic
from the over-all standpoint of the government and, in many cases, wholly
unjustified.

Items for special consideration.--As in the past, this latest
draft of Part 2, Section XV, ASPR, expressly disallows a number of cost
items, the character of which may vary widely as between individual con-
tracting sitvations. Examples which come to mind immediately are general
advertiging, charitable contributions and donations, selling and distri-
bution expenses, and entertainment expenses.

We shall have more to say with reference to each of these items
of cost at an appropriate place in our detailed comments but we should
like to register at this point our general observation that the allow-
ance of these costs--and quite possibly certain others--should be made
a matter of special negotiation depending upon individual circumstances
in each case.

Specific Recommendations

Our suggestions which follow epply to pertinent subject and
paragraph headings of draft regulations, as indicated below. As to
those items on which we have not commented, the views expressed in our
letter of June 20, 1955 (reproduced in MAPI Bulletin 3286, copy attached)
still apply.

Direct costs (paragraph 15-202).--The language of subparagraph
15-202.2, "Direct Material Costs", does not specifically include spoil-
age, defective work, etc., although we assume that such items of cost
would be regarded as allowable within the intent of the phrase “which are
directly consumed or expended in the performance of a contract". We are
not necessarily suggesting that these items be specifically included, but
we should like some confirmation or assurance that spoilage, defective
work, etc., are not excluded.

Indirect costs (paragraph 15-203.1).--Under the terms of the
new regulation, the base period for allocation of indirect costs can 'in
no event" be longer than the contractor's fiscal year period. We submit
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that this arbitrary restriction seems unnecessary and we recommend that the
language of subparagraph 15-203.1(c) be changed to indicate that the base
period will not normally be longer than the contractor's fiscal year.

Indirect manufacturing and production costs (subparagraph
15-203.2).--If "units processed" cannot be construed to include "weight
processed”, then the latter standard should, we believe, be included
since many industiries use weight processing as a basis for indirect cost
allocation.

Indirect engineering costs (subparagraph 15-203.3).--This sub-
paragraph of the proposed regulation indicates that indirect engineering
costs shall be allocated on the basis of direct engineering (by dollars
or hours). It is entirely conceivable that a contractor may have a con-
tract covering items procured commercially, in which case no direct Vv
engineering, as such, would be directly applicable to the contract. Under
such circumstances, would the contractor be denied a normal apportionment
of engineering expenses as a contract cost? If this is the effect of the
proposed language, we believe the regulation should be revised to recog-
nize this situation.

Selling and distribution costs (subparagraph 15-203.4).--We
disagree with the proposition--necesgsarily implicit in this proposed
section--that selling and distribution expenses are unnecessary in ob-
taining government business. As in the case of advertiising, these ex-
penses are customary costs of doing business and are especially related
to the continuing growth and vigor of the business enterprise and, as such,
contribute materially to the whole of the company's productive capacity.
Although not perhaps directly allocable to any contract work, the govern-
ment mey nevertiheless be the beneficiary of substantially lower production
costs made possible by the volume and scale of operations that the con-
tractor has attained through the incurrence of such expenses.

It is, of course, true that the subparagraph as now written
would allow as contract costs certain selling and distribution expenses
"if a reasonable benefit to government contracts is demonstrated". The
whole emphasis of the section, however, is in the direction of disallowing
such items of cost; indeed, the contractor must assume the affirmative duty
of accounting separately for all items of selling and distribution expenses
"considered properly allocable to government contracts" and must thereafter,
presumably, be prepared to demonstrate to contract auditors direct benefit
to the government from any distribution and selling expenses which he mey
claim.

We suggest that the emphasis which this language places upon
disallowance should be eliminated. At the minimum, we recommend deletion
in its entirety of the second sentence as well as the phrase "rather than
pure selling".

General and administrative costs (subparagraph 15-203.5).--We
should like to suggest for possible inclusion in this subparagraph--as an
additional method of acceptable allocation--the relation of the actual or
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estimated time of individuals engaged under the contract to total genersl
and administrative expenses.

Advertising costs (subparagraph 15-204.2(a)).--This is one of
the cost items to which we have made special reference in our introductory
comments. The proposed revision to ASPR, as in the past, would restrict
the allowance of advertising costs to institutional advertising in trade
and technical Journals and to help-wanted advertising.

We feel it necessary to reiterate the consistent position of
the Institute with reference to the allowance of advertising costs.
Institutional advertising, regardless of the media employed, is & real
cost of doing business and the pro rata share of such costs should be
allocated under cost-type government contracts along with other general
and administrative expenses. At the very least, this item of expense
should be allocable to government contracts on the baslis of a showing of
benefits to the government, direct or indirect, in accordance with the
standard established by subparagraph 15-203.4 for the allowance of sell-
ing and distribution costs. Again, the narrow restriction which this
proposed regulation places on the allowance of advertising costs appears
to ignore the situwation of the menufacturer who furnishes military items
at the expense of his normal civilian business and who, during an emer-
gency period, must resort to institutional advertising for the retention
of his normal markets.

We have already outlined our views with reference to the allow-
ability of selling and distribution expenses under cost-type government
contracts. Those views apply with equal force to the categorical dis-
allowance by the proposed regulation of product advertising costs which
are, of course, a form of selling and distribution expenses, and from
which the government has long derived demonstrable benefits in the form
of enhanced productive capacity and lowered product prices. Such costs
should be sllowable subject to normal allocation and subject to the fur-
ther safeguard of individual negotiation as an item of selling and dis-
tribution expenses.

Civil defense costs (subparagraph 15-204.2(c».--We must con-
fess that we are completely unable to undergstand the restriction on
allowability of civil defense costs to expenditures made on the contrac- e
tor's premises and the inclusion of an express prohibition against
reimbursement for contributions to local civil defense funds. Clearly,
the government desires the widespread support by industry of civil
defense programs. This we think is a wholly desirable policy and one
which is of special importance in smaller communities.

Numerous government contractors enter into the c¢ivil defense
programs of their respective communities, their participation including
not only direct fimencial contributions but the loan of company equip-
ment and personnel. This active participation by menufacturing compan-
ies in local civil-defense programs cannot fail to be discouraged by
disallowance of contributions to local civil defense funds or to
projects not on the contractor's premises. As a minimum and, in
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accordance with the general observation included in our introductory
comments, we recommend that items now generally disallowed by the pro-
posed subparagraph be made the subject of special negotiation in the
light of all attendant circumstances and without the necessity of nego-
tiating special contract provisions in advance. We are taking the
liberty of bringing this matter to the attention of Governor Val Peterson,
Federal Civil Defense Administrator.

Compensation for persomal services (subparagraph 15-204.2(d).--
This section of the proposed revision represents, we believe, an improve-
ment over the language of the proposed revision circulated last year.
In general, the revision recognizes that the allowability of compensa-
tion for persomal services is to be judged on the basis of reasonableness
under all the circumstances. This, we believe, is the proper test.

Unfortunately, the subparagraph retains the l5-per-cent-of-
totael -compensation restriction to which we objected in our earlier
statement. The effect is substantially to negate the test of reasonable-
ness upon which the newly drafted subparagraph appears to be based.
Moreover, this restrictive test appears unnecessary, in the light of the
wholly proper statement that 'the total compensation per individual may
be questioned and the amount allowed may be limited; and in connection
therewith, consideration will be given to the relation of the total com-
pensation to the services rendered".

As we have indicated in an earlier statement, there is the
widest variation in industry as among profit sharing and bonus plans and
their relationship to straight selaries. Hence, the imposition of an

and inequitable results.{ The determinstion of compensation for personal
ervices is a ma or executive judgment and we believe that the
reasonsbleness of total compensation, in the light of the current labor
ket and genersl business practice, is the proper criterion for the .j
jallowance of costs for personal services. e

M

No mention is made in this subparagraph of contributions to
profit sharing plans although such contributions were msde allowable
subject to certain restrictions in the earlier draft of this regulation.
We believe that the present draft should be amended to affirm the allow-
ability of contributions to profit sharing plans subject only to the
general test of reasonableness of such contributions.

The cost of stock bonus plans was also made allowable by the
earlier draft of this regulation but no mention of the allowebility or
unallowability of such costs appears in the current draft. Again we
suggest a reinstatement of appropriate language making clear that the
costs of stock bonus plans are, subject to the test of reasonableness,
allowable under cost-reimbursement type contracts.

Finally, the earlier draft of this regulation specifically dis-
allowed as a contract cost the value of stock options. No mention of the
subject is made in the currently proposed regulation. We believe that

arbitrary percentage limitation would almost certainly producgnerratic~“'\“
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this form of compensation should be made generally allowable in final
regulations and we repeat below our earlier statement on the subject.

"The disallowance as a contract cost of the value of
stock options to contractor persomnnel is contrary to
& growing practice in American industry that is, in
many cases, of benefit to the government as well as

to the corporation involved. Clearly such options are
intended to induce the continuous employment of key
corporate employees, the retention of whom may materi-
ally affect productivity, efficiency and cost reduc-
tion. The cost of such options is recognized as a
business expense for tax purposes, and although we are
not suggesting that such costs be allowed indiscrimi-
nately for government contract purposes, we do believe
that such items should be made the subject of special
negotiation in individual cases."

Depreciation (subparagraph 15-204.2(e)).--We note that this
section authorizes the use of any system of depreciation accounting rec-
ognized by Section 167 of the Internal Revenue Code of 1954. We commend
this addition to the prior draft.

It appears that the term "fully depreciated" as used in the
proposed regulation may be interpreted to include thoge assets which are
fully amortized under a certificate of special amortization, thus ex-
cluding recoveries on any substitute basis after five years for certified
facilities.

The proposed regulation indicates that no use charge is to be
ellowed for assets still in use which have been fully depreciated unless
such cost is allowable by virtue of a gpecial contract provision.
Recognizing that such charges are not deductible for tex purposes, they
are, we believe, perfectly legitimate charges in the costing of a product.
We recommend, therefore, that consideration be given to allowing a rea-
sonable use charge for such facilities without the necessity of resorting
to individual contract negotiations on the point.

Finally, we urge that subparagraph 15-204.2(e)(5) be further
amended to include as the second sentence the following statement:
"Special amortization recorded on the contractor's books in accordance
with a certificate of necessity is not to be considered as depreciation
for the purposes of determining whether an asset has been fully depre-
ciated."

Food service costs and credits {subparagraph 15-204.2(g)).--In
the abgence of a special contract provision, losses on food services
provided by the contractor are unallowable as a contract cost where it
is the policy of the contractor involved to furnish such services at a
loss. The employee benefits of cafeterias, dining rooms and other food
services fall, we submit, within the category of "Employee Morale, Health
and Welfare Costs and Credits" covered by subparagraph 15-204.2(f) of the
draft regulation.
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Alternatively, they may be regarded as a type of fringe bene-
fit covered by proposed subparagraph 15-204.2(h). It seems to us
unnecessary for a contractor to negotiate specially in order to recoup
allocable expenses of supplying food services to employees notwithstand-
ing the presence or absence of an intent to meke a profit by the opera-
tion of food services. The net cost of operating such services should be
allowed as a contract cost in the same manner as the costs of fringe
benefits or of health and welfare activities incurred for the improvement
of working conditions of employee-employer relations and of employee per-
formance.

Insurance and indemnification (subparagraph 15-204.2(i)).--The
costs of providing a reserve for a self-insurance program are declared
to be unallowable unless the program has been approved by the military
department concerned. We suggest that the regulation be amended to
authorize generally the allowance of such costs subject to the restric-
tion that they should not be reimbursed in an amount exceeding rates
charged for similar coverage by commercial insurance companies.

Maintenance and repair costs (subparagraph 15-204.2(k)).-- v

Allowability of maintenance expenses deferred from a prior period or to
a later period should, we believe, be a matter of individual negotiation
between the contractor ard the contracting officer. In our view, the
present stipulation that such expenses are to be allowed only as they
are covered by a specific contractual provision is unduly restrictive
and should be appropriately modified.

Overtime, extra-pay shift and multishift premiums (subparagraph
15-204.2(n}). --Expenses of this type are ellowable only to the extent ex-
pressly provided for in the contract or otherwise authorized by the gov-
ermment. While the language of this section is generally unobjectionable,
we feel that it may ignore a situation which we believe it should con-
sider. We have in mind the case in which the menufacturer's production
lines contain identical products intended for both civilian and military
customers. Under this type of operation it seems wholly impractical to
require a separation of overtime premiums on those items intended for
delivery under military contracts. If the lenguage now proposed in this
subparagraph does not contemplate this type of situation, then we recom-
mend appropriately amendatory language.

Pension plens (subparegraph 15-204.2(p)).--We believe that dis-
allowance of contributions to pension plans where benefits are not
actuarily determinable must be reconsidered in the light of the Comptrol-
ler General's Decision B122489, dated March 8, 1956, and which is con-
cerned with allowance for contract purposes of the costs of a similar
retirement plan of the Rheem Manufacturing Company.

We note that approval of a pension plan by the Internal Revenue
Service does not necessarily assure the allowance of the costs of such a
plan by the military department concerned, although the rationale under-
lying this rule is entirely unclear. The regulation should be amended to
provide that approval of a pension plan by the Internal Revenue Service
will authorize reimbursement of the costs of such a plen under cost-reim-
bursement type contracts.
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Rental costs (including sale and lease-back of facilities)
(subparagrapn 15-204.2(1)).--We urge the deletion Of subparagreph (3)
appearing in this section of the draft regulation. We think it unneces-
sary in the light of the test of reasonableness laid down by subparagraph
(1). Teken together, the effect of subparagraphs (1) and (3) as now
written is to penalize companies which have sale or lease-back arrange-
ments, as contrasted with companies holding conventional leases.

We think it would be rare indeed to find a conventional lease
where the rental rate was equivalent to "normal coste, such as deprecia-
tion, taxes, insurance and maintenance expenses" attributable to the
facilities leased. Moreover, it appears to us that the govermment has
in subparagraph (1) sufficient protection against any situations where a
contractor might arrange option terms under & lease-back s0 as to permit
reacquisition of the property at a price substantially less than its
value as a result of high repntal psyments. We believe that the general
test of reasonableness appearing in subparagraph (1) is adequate and we
repeat our suggestion that subparagraph (3) be deleted from the regula-
tion.

Research and development costs (subparagraph 15-204.2{u)).--As
we have suggested in our earlier statements on this point, we believe
that general research on the part of industry should be encouraged by
the government as a matter of public policy and that the allocable por-
tions of cost so incurred should be reimbursed under cost-type contracts
without requiring as a condition of such reimbursement an agreement that
the contractor divulge to the govermment the results of independent
general research. As a condition of contract cost allowability, a gov-
eroment contractor may be required to forfeit under the terms of this
proposed regulation immensely valuable rights to the government and,
through it, to competitors, at no cost whatsoever to the latter. 1In
this respect, the proposed regulation is, we submit, both inequitable
and shortsighted.

If thnere are cases in which the government feels obliged to
require a complete divulgence of the results of research, we recommend
that such disclosures be made invariably a metter for special contract
negotiation. We recommend further that the last sentence of subpara-
graph (2) be deleted in its entirety or appropriately modified in
accordance with these suggestions.

On this same theory, we see no purpose in distinguishing between
the allowability of costs of & contractor's independent related research
and development under a cost-type production contract and under a similar
research and development contract.

Travel costs(subparagraph 15-204.2(cc)).~-The meaning of the
phrase "personnel movement, special or mass nature", is by no means clear
from the language employed in this subparagraph and would appear, in any
cagse, to be a matter of opinion. Costs of such personnel movement are
made allowable only when authorized or approved in writing by the contract-
ing officer.
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This restriction, if we understand it clearly, is another
example of the government's disinclination to accept a fair share of the
normal cost of doing business. The dispersal of defense activities is
in accordance with general govermment policy and specific Department of
Defense recommendations. We believe, therefore, that the cost of such
personnel movements should be allowable without special authorization
from the contracting officer but subject, of course, to the general
test of reasonableness under all the circumstances.

Contributions and donations (subparagraph 15-204.3(c)).--We
are completely unable to understsnd the reasons which underlie the
categorical disallowance of contributions and donations. Industry re-
gards the cost of supporting established nonprofit charitable, scien-
tific and educational organizations as a normal cost of doing business.
Government encourages such charitable contributions as a matter of
national policy. Moreover, the federal revenue laws recognize the pro-
priety and desirability of such contributions as a matter of public
policy.

Although we do not suggest that any diminution of charitable
contributions will necessarily result from this aspect of the proposed
regulation, the fact remains that the policy here proposed cannot fail
to act as a deterrent to such contributions by manufacturing companies.
This is of special importance in smaller communities where failure to
contribute to charitable funds would almost certainly result in higher
local taxes--which would, of course, be deductible under this same set
of proposed cost principles.

The timing of the aunouncement that contributions and donations
are unallowable could not be less propitious. At the very moment that
industry is being enjoined by authorities on every hand to assist finan-
cially in the improvement of technological education, the Pentagon rules
that no portion of such contributions is to be considered reimbursable
as a contract cost. Accordingly, we are taking the liberty of bringing
this phase of contract cost principles to the attention of the Presi-
dent's National Committee for the Development of Scientists and Engineers.

At the risk of unnecessarily lengthening this discussion, it
should be pointed out that govermment--federal, state and local-~-is in
fact the principal beneficiary of contributions and donations not only
in the form of lower taxes as the result of a lessened charitable bur-
den, but through an enlarged and improved system of higher education.

We strongly urge, therefore, that allocable portions of con-
tributions and donations be made allowable items of expense under cost-
type contracts subject, of course, to the general test of reasonasbleness
which applies to the reimbursement of any cost item.

Interest and other financial costs (subparagraph 15-204.3(g)).-~
The express disallowance of interest and other financial charges is
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consistent with long-standing Defense policy on the subject. Moreover,
this policy has for a number of years been consistently applied to costs
incurred under all types of government contracts.

The recent decision of the Armed Services Board of Contract
Appeals--Appeal of Wichita Engineering Company--ASBCA No. 2522, holds
that interest is no lcnger automatically excludable as an allowable cost
under a fixed-price contract subject to price redetermination. This
decision of the Board, confirmed in part by the subsequent Gar Wood Cese,
would appear to represent a reversal of earlier ASBCA decisions, notably
the Rainier Case.

Although we recognize that the Wichita Engineering Company Case
is not directly in point, since the cost principles here under considera-
tion apply to cost-type contracts only, we believe that the decision re-
gquires a further consideration of the gquestion. Not only does the case
represent a significant reversal of the policy heretofore applicable to
all types of contracts but it requires legal hair-splitting of the high-
est order to hold that interest under a cost-type contract is any less of
an actual expense than that incurred under a fixed-price type contract.

GENERAL CONCLUSIONS

The Institute's letter of June 20, 1955, on this subject empha-
sized three basic propositions implicit in our approach to the proposed
revision of contract cost principles. We have reviewed that earlier
statement of general conclusions on this subject, in the light of the
current revision of Part 2, Section XV, ASPR, and we believe that our
observations in that letter apply with equal force todey. They are,
accordingly, reproduced in full below.

"In the first place, we consider it exceedingly important
that this revision be completed in the light of the pro-
curement problems existing today end in the foreseeable
future. Procurement continues at a very substantial mag-
nitude even though it is nowhere near the wartime point.
There is, of course, a continuing problem in connection
with the procurement of aircraft, guided missiles, etc.,
although no unigue purchasing problems are raised by the
procurement of the great majority of military supply
items. Presumably, we are in the midst of a long period
of procurement of goods which has leveled off at approx-
imately $18 billion per year. The same emergency
characteristics of procurement which are incident to an
all-out war effort or sudden defense build-up are not
present. Many corporations upon which the country must
rely for great engineering know-how; imaginative, crea-
tive research; and down-to-earth production results are
now engeaged, for the most part, in strictly commercial
lines. The goveroment is therefore in competition for
the best brains, the best know-how and the best facili-
ties available in the public interest. Thus, the
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problem is different than that obtaining in an emer-
gency situation. The problem must be placed in its
long-term perspective and we must not permit any part
of procurement negotiation to be reviewed, revised or
extended without addressing the problem in its long-
term perspective.

"Having in mind this quick look at the problem, we
believe that the cost principles revision should be
oriented to a basic criterion or series of criteria
which are fair to the government and to industry. We
suggest as a principal criterion that the government
should bear a fair share of the normal cost of doing
business.

"Equally as important, however, as the basic criterion
we have suggested is the procedure for negotiation or
implementation of that criterion. Some of the con-
tract costs with which we deal here are, in our Jjudg-
ment, clearly allowable or disallowable by any reason-
able man's standard and without too much debate. On
the other hand, there is a body of costs which are

not clearly definable because thelr character changes
somevhat from case to case. We submit that in this
area...the tool of individual contract negotiation
should be employed rather than regulatory fiat which
will almost certainly produce erratic and inequitable
results."

* % * XX

This concludes our observations and suggestions on the currently
proposed revision to Part 2, Section XV, of the Armed Services Procurement
Regulation. We should like again to express our appreciation for this
opportunity to offer our comments on such an important section of basic
procurement regulations. If we can be of any further assistance or if you
should desire to aiscuss these matters directly with representatives of
this office, please do not hesitate to call upon us.

Cordially,
Presiid nt

CWS:nrh
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WALTHAM S4 MASSACHUSETTS

ERNEST F. LEATHEM

ASBISTANT TO THE PRESIDENT

October <1, 1744

Hon., E. Perkins MeGuire
Assistant Secretary of Defense (S&L)

The Pentagon
Washington 25, D. C.

Dear Mr. Secretarys:

As you regqnested at the end of our
luncheon meeting on October 16, I am writing to confirm
the matters about which we talked, These were as follows:

1, The proposal of the National Security Industrial
Association of a set of Comprehensive Cost Principles,
forwarded to you with its letter of April 29, 1958,

In the meetings held on October 13 and 1 amcng
repregentatives nominated by eight industrial or
professional associations, in preparation for the
neeting with you on Cctober 15, it was found that

the [SIA proposals of Cost Principles were acceptable
to all present, with the possible excention of one or
two relatively minor points, In view of this wide
acceptance, I recormend to you, therefore, that you
again study these carefully prior to making decisions
in the various matters discussed at the Jctcober 10
meeting, I understand that vou have rrad tae 074
pronosals nastily, but have not had the opportunity
to study them cumpletely,

2. Disposal of items not included on the Uctcber 15 agenda
but to which industry took exceptions or recommended

changes,

I reported to you that it was the feeling of the industry
repregentatives that several of these points are of cun-
siderable importance, and ttuat it was believed a line-
by-line review would be desirable, It is my understanding
that you agreed that Commander Malloy would work perscnally
with a limited group of people selected from industry to
make such a line-by-line review, At the sare conference

ve can point out several technical or grarmmatical vevisiong

-
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necessary in the outstanding araft. % will obviously

be more efficient if this review is made “n us small

a group as possible, and by persons not wedded to the
lanpuage presently proposed, I an sure that

Jommander Malloy completely fulfills these gualifications.

‘3. Necessity for establishing guide lines to negotiators
and auditors.

We discussed whether the framework of Cost Principles
proposed in the present DOD draft needs to be preserved,
especially in view of the fact that they ermbody aot cnly
some statements of principles but alsu many specific
instructions comparable to those tnat woulc be in an
audit manual. Anything contained in ASPE will probably
be incorporated by reference in contractunal clauses,
Industry helieves, therefore, that such cuntractual
inclusions should be limited to principles and not to
specific allowances or disallowances. Thus industry and
Government would be free to negotiate on any point when
circumstances warran.ted it, whereas under the proposed
Cost Principles format industry would be foreclosed trom
negotiating on more than thirty items of cost., I under-
stand from yoi, however, that you felt it is too late to
change the framework of the Cost Principles, but that you
might call them by some other name to indicate that they
S are not all intended to be "Principles",

L, DOD commitment for issuance of Cost Principles.

We discussed what commitment, if any, the DUD has made
to issue a set of Comprehensive Cost Prineciples by a
given date, I understand that no formal commitment
for this has been made, but that informally it is

felt that the Department is obligated to issue

Cost Principles before January 1, 1999,

5. Time for industrv comments,

We discussed whether itwould be acceptable to have the
15~-day period, mentioned by you in the Cctober 15 meeting,
begin when the transcript of the Uctober 15 meeting has
been received rather than beginning at once, You con-
firmed that it would be satisfactory to submit informatiun
15 days after the transeript is issued, and I have your
letter this moming advising that you have so instructed
Commander Malloy.

Thank you Very much for your continued
interest and personal attention to this most important subject.

Cordially yours,
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Meeting with Industry Representatives

Moderators: Cdr. J. M. Malloy
Mr. E. Leatham

Time

0900-0930

0930-1015

1015-1050 o

Subject

Introduction

Applicability

“"All Costs" concept

(Intermission 1050-1100)

Contract Cost Principles

October 15, 1958

Government Spokesman

Mr. E. Perkins McGuire
Assistant Secretary of Defense
(Supply and logistics)

Cdr. J. M. Malloy

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 (Financial Manage-
ment )

1100-1130 ~ Reasonableness and Mr. K. K. Kilgore
J Allocability Office of the Ass't. Sec. of
Defense (Comp)
1130-1200 t/ Advance Understandings Mr. M. E. Jones
Office of Naval Material
1200-1230 Advertising Mr. A. J. Racusin.
Office of the Ass't. Sec. of
Air Force (Materiel)
1230-1300 (, Compensation Mr. G. A. Middleton

Navy Comptroller, Contract
Audit Division

Industry Spokesman

Mr. E. Leatham

Mr. J. Marschalk
Strategic Industries
Association

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

Mr. E. G. Bellows
Nat'l. Security Industrial
Association, Inec.

Mr. Geo. Hogg, Jr.
Electronic Industries
Association

Mr. M. Moulton
National Association .
of Manufacturers ( T

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



Time

(Lunch 1300-1400)

1400-1500
1500-1530
1530-1600
1600-1620
1620-1639
1630-1640

1640-1700

7

g

A

Subgect

Research and Development

Contributions and
Donations

Interest

Training and Education

Plant Reconversion Costs

Overtime

Closing Remarks

Government Spokesman

Mr. W. Munves
Office of Counsel
Air Force

Mr. A. C. Lazure
Ordnance Corps, Army

Mr. F. E. Hall
Army Audit Agency

Mr. A. Kay
Office of the Ass't. Sec. of
Defense (M,P&R)

Mr. J. Ruttenberg,
Navy Comptroller, Contract
Andit Division

Lt. Col. W. W. Thybony
Office of the Ass't. Sec. of

Army (Materiel)

[

Industry Spokesman

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

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

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

Mr. Prank Kipp
Automobile Manufacturers
Association

Mr. FPrank Kipp
Automobile Manufacturers
Association
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Fenruary 24, 19860

Mr. G. C. ZBannerman

Jirecior for Procurement Policy

Office of the Assistant secretary of vefense
(supply and wogistics)

Nashington 25, 0 C.

Dear Mr. Bannerman:

Thank you for your courtesy in mall-
ing the press release and memorandum on contract
cost principles implementation.

fhis office, in turn, will duplicate
these documents so that the memoers of this
organization will have the osenefit of these im-
portant guidelines.

Sincerely,
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Dosr e, Haeachalk:

T am incloving an advaypws cogy of Doviedon o, 50 to
AZPR vhich comiains ths fomtrm:t Cost Primciples. I eam sloo
fmcloaing & cupy of the Pross Release whick we bave issued
todey on thiz subject.

The incloged ssterial is, for all prectizal purposes,
identical o (he dreft Which vas furnished you o8 29 July 1956,
{ost Principies, the atiaciwd setewisl may e uned Y you
without reatricticn.

Again, sey I oxpress my thapks to you forr your helpful
mmmmmmmmmmwn
puclasion. I am sure thet you renlize Umi efber some
mmumummwmmmw
will be receptive to amy suggeetioms for changes which you
sy chre o make.

Hpcerely yors,

Prepered by: JMMallioy/ki
23 et 59 - T2026
Cocexlimmted by Mr. Baonerman

Rewritton by: TAPilson/jm/26 Oct 59
orTh T939L

¥, K. ¥. daymes Mr. Herbert T. MeAnly Mr. E. 6. Bollowms
MMMMO@ uﬁmmm k75 « 10th Ave,
Seattle, Washington Cleveland 1h,0hic Eov York 18,8.%.
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UNION COMMERCE BUILDING

CLEVELAND 14,0HIO

ACCOUNTANTS-AUDITORS OFFICES IN PRINCIPAL CITIES

MANAGEMENT SERVICES ASSOCIATES IN FOREIGN COUNTRIES

November 4, 1959,

Mr. G. C. Bannerman,

Director for Procurement Policy,

Office of the Assistant Secretary
of Defense,

Washington 25 D. C,

Dear Mr. Bannerman:=
Your kind letter of 2 November 1959 addressed
to me in care of the American Institute of Certified
Public Accountants has been forwarded to my office
here in Cleveland.
I quite agﬁge with you that this is of a
highly controversial”nature, I will look forward to

any opportunity for discussions with you and your
associates as the program moves along.

Sincerely yours,

AT e 2h_

HTMcA/rl General Partner,

" Mg s, it G Fnad g Bt oo
a /QAAF&éztﬂéﬂl 74:/ g ¢4P“*Vzi?’
s,
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R. C. PALMER
Chaiman, Board of Trustees

NATIONAL SECURITY INDUSTRIAL ASSOCIATION R. C. SIMMONS /

President 7o i

R. M. AKIN, Jr.
Chairman, Executive Committee

R. N. MCFARLANE

. _NATIONAL HEADQUARTERS: 1107 19th Street, N.W. - Washington 6, D.C. Executive Director r~
Telephone : REpublic 7-7474 \\‘
RN

4 November 1959

; ,02 L

Mr. G. C. Bannerman

Director for Procurement Policy

Office of the Assistant Secretary
of Defense ( Supply and Logistics)

The Pentagon

Washington 25, D, C.

Dear Jims:

Well, at long last we have Revision No. 50. Thank you for your
letter and the advance copies. We've already notified our members
that the release has been made and that copies may be received
from the Government Printing Office.

I've hurriedly looked over the new Principles and I think they are
much more readable than before, and I'm sure some of the provisions
will certainly be more acceptable to industry. However, my guess

is that it won't be long before we are knocking on your doors asking
for a revision of this or that.

Thanks again - I'm going to drop in to see you sometime.

Sincerely,

~

// Eirector of Committees
/

JDB:cs

S i B Bt 44 s |t kb b e 2 e e e e St e e 210 i 2 s i et i SR M.,M.__;.‘......A.—-—-J
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R. M. AKIN, Jr.
Chairman, Executive Committee
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' R. N. McFARLANE g
NATIONAL HEADQUARTERS: 1107 19th Street, N.W. - Washington 6, D.C. Executive Director gl

Telephone: REpublic 7-7474 /J‘;“"‘

i
L

24 February 1960 C K'

Mr, G. C. Bannerman

Director for Procurement Policy

Office of The Assistant Secretary of
Defense

Room 3E822, The Pentagon

Washington 25, D, C.

Dear Graeme:

Thank you very much for your letter of February 23, together
with the two enclosures.

I certainly can agree with you that the problem of the shifting
over to the revised contract cost principles is going to give a
good many people a large-size headache, We certainly will
give out a bulletin which will include the February 10th Memo-
randum from The Assistant Secretary of Defense and will use
the News Release, which you sent, in our next Newsletter.

It might well be that we will ask you for a conference on the
general subject of conversion to the new cost principles. I
agree with you, on a contractor-by-contractor basis, you
would have some job.,

Sincerely,

irector of Committees

JDB:ih
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August 12, 1957

0
W

Dear luar. L.eathem:

inis will acknowiedge your letter of August 5, 1957,
your iile 57-45Mc on the subject of contributions and donativns,

It is aot clear from your letter what draft of the proposed
section XV of ALFR you are commenting on. As you knuw, thus
section has been cast in several diffiersnt versions, including at
least two changes, since the last time it was submitted for :ndus-
trial comment. It now appears probable that st:ll another version
will go out for commeant at some time in the future. I suggest,
therefore, that the views expressed :n your letter b2 mads knewn
at that time.

siacerely yours,

SIGNED

G, C., BANNILRMAN
D.rector for Frocurement Folicy

Mr. rnest ¥. Leathem Prepared by:

Assistant to the President GCBannerman/kh
Raytheon Manufacturing Company August 12, 1957 - 78177
vialtham 54, Massachusetts




RAYTHEON MANUFACTURING COMPANY

Law Department
Waltham Sh, Massachusetts

Telephone: TWinbrook 3=-5860
Cable Address: Raythecn

57-L5Me
August 5, 1957

My, Graeme Iannermsn

Director of Frocurement Folicy

Office of Assistant Secretary of Defense (Supply end logistics)
The Pentagon

Washington, De Cs

Dear Mr, Bannermant

Res ASFR Section XV, Subsection (e), Contributions and Donations

We would like to make the following comment on the proposed Seection
XV of ASFR, Subsection (e) "Contributions and Donations®, It is our
opinion that this cection does not clearly indicate whether a corporstion
such as Raytheon Manufacturing Company can charge as a cost on Govermment
contracts contributions which it makes to a charitable organization of
its creation, the Raytheon Charitable Foumndation.,

This Foundation was organized on March 31, 1954, before organization
it was subjected to close investigation and serutiny by the Massachusetts
Commissioner of Corporations % Taxation and by the Massachusetts Bureau of
Incorporated Charities of the Department of Public Health. An open hearing
was held, in accordance with the requirements of Massachusetts General Laws,
Ch, 180,§ 6, before incorporation was accomplished,

The section referred to provides that before the Commissioner of
Corporations and Taxation may approve the articles of organization of any
charitable corporatlion whese purposes are such that its personal property
will be exempt from taxation, the Commissioner shall refer such articles
to the Department of Publiec Welfare which, in the words of the statutes






¥r, Uraeme bannerman -2 - August 5, 1957

tghall immediately make an investigation as to the applicants for
incorporation, the corporation, or the petitioners as the case
may be, and the purposes therecf, and of all materisl facts, ine-
cluding facts tending to show that the probable purpose is to
cover any illegal business, or that the applicants, certifiers

or petitioners are not suitable persons, from lack of financial
ability or from any other cause, and facts as to the present need
for an organization with such purposes at the time and place and
with respect to the special circumstances set forth in such
articles, certificate or petition,"

The following persons are presently acting as Trustees of the
Foundationt
Charles F. Adams
Faul F, Hannah
Ernest F, lLeathem
4llen E, Reed
David Fiower, Jr,
Charles H, Hesnick

The primary reason for the establisiment of the Foundation was the
achievement of a stable level of contributions by the Company to charitable
organizations over a period of years without having those contributions
subjected to the variations in earnings to which the Company might be
subjected from year to year, This result can be achieved by making large
contributions to the Foundation during profitable periods, thus obviating
the neceasity of making any contributions during unprofitable perioda, yet
still enabling the Foundation to satisfy requests or pledges for contribu-
tiona from funds already on hand,

The Foundation is exempt from Massachusetis tax both on income and on
perscnal property.

By a tax ruling issued December 5, 1955, the Foundation was ruled to
be exempt from federal income tax as an organigzation described in Section
501 (c)(3) of the Internal Revenue Code of 1954, as organized and opersted
exclusively for charitable purposes. The purpose of the Foundation is
stated in its articles of organization to be:

"to aid by contribution or otherwise any corporation, community chest,
fund, or foundation organized and operamted exclusively for religious,
charitable, sclentific, literary, or educational purposes no part of
the net earnings of which inures to the benefit of any shareholder or
individual and no substantial part of the activities of which is
carrying on propaganda or otherwise attempting to influence legislation
provided such corporation, community chest, fund, or foundation was
cereated or organized in the United States or any possession thereof
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or under the law of the United States or of any state or territory
or of the District of Columbia or of any possession of the United
States and provided such contributions or gifts are to be used with-
in the United States or any of its possessions exclusively for such
purposes and further provided that no part of the net earnings of
the corporation shall inure to the benefit of any private member of
the corporation or individual and that no part of its activities
shall consist of carrying on propaganda or otherwise attempting vo
influence legislationsoet, "

0ifts are made by the Foundation only to those charitable organizations

which are themselves listed as exempt organizations by the Commissioner of
Internal Revenue, Fxamplzs of such organizations to whom contributions have
been made arei

The Oreater Boston Community Fund

The American Hdational Red Cross

American Cancer Society

Newton~iellesley Hospital

Mount Auburn Hospital Bullding Fund

Magsachusetts Heart Assocliation

Boys' Club Foundation Endowment Fund

The Age Center of New England

Although the wording of Subsection (e) referred to above would seem to
incilude the type of contribution made by the Foundatlon to such organisations,
it does not appear that the source of those contributions, namely the cone
tributions of the Company to the Foundation, are within the terms of the sube
section, On the contrary, they seem to be by clear implication excluded,
since only contributions made directly to the ultimate charitable organization
to be benefited is mentioned as chargeable as a cost, The procedure followed
by the Company ims that, when the Company is solicited directly for funds by
charitable organisations, it refers such solicitations to the Foundation and
any contributions made by the Foundation are in lieu of contributions by the
Company, Were such contributions not made, the loss of prestige referred %o
in subdivision (iii) of Subsection (e), for example, would just as certainly
result as if the Company refused to make such contributions directly to the
charitable organization seeking the funds,

e would like to point out that the arrangement, found suitable by Raytheon
for the administration of charitable contributions is also preferred by a
large number of other concerns, among which, to name only a few, are:

Standard 0il Co, (H.Je)(The Standard 01l Foundation, Inc,)
Yestinghouse Electric Corp, (Westinghouse Educational Foundation)

nd Steel Co, (Inland Steel Foundation, Inc,)
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Monsanto Chem, Co, (Monsanto Charitable Trust)
B, F, Goodrich Co, (The &, F, Goodrich Fund, Inc,)
International Harvester Co, (International Harvester Foundation)

Sincerely yours,

&, —.-Z ““““““““ #

Ernest F. Leathem
Assﬂistant to the President

RMMidea /

cct Chairman, ASFP Committee
National Security Industrial Association
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May 18, 1959

The Honorable Perkins McGuire
Assistant Secretary of Defense
(Supply and logistics)
Department of Defense
Washington 25, Ds C.

Dear Mr. McGuire:

You will recall our conference on April 30. I have
since been advised by a member of your stalf that there may
be no further opportunity for the Machinery and Allied Prod-
ucts Institute to review the current draft of proposed com-
prehensive contract cost principles. In addition, I understand
that you and your staff are making every effort to coordinate
the current draft with the individual military services and to
publish the document in final form at an early date.

We are of course altogether sympathetic with your
very understandable desire to issue the so-called comprehensive
set of cost principles as soon as possible.

Even though it appears that we may have no opportun-
ity to study the current draft of comprehensive cost principles--
and having in mind the hazard involved in making further comment
without being in a position to relate it to specific current
language--we should like nevertheless to re-emphasize in brief
our view that the issue of first importance is the scope of
applicability of comprehensive cost principles. We are proceed-
ing on the assumption that any change in the Pentagon point of
view on this question, as expressed by government in the confer-
ence with industry on October 15, 1958, is simply a matter of
degree and that the bvasic position remains substantially un-~
changed.

Applicability~-The Overriding Issue

It is our concern over the possibility that no sub-
stantial change has been made in the scope of the proposed
regulation's applicability that prompts us gratultously to add
this supplemental note o prior Institute comments on the sub-
Ject.

MACHINERY & ALLIEO PRODUCTS (NBTITUTE AND ITB AFFILIATED ORGANIZATION. COUNCIN. FOR
TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GODDS
(THE FACILITIES OF PRODUCTION, DISTRISUTION, TRANSPORTATION, COMMUNICATION AND COMMERCE) —

IN ADVANCINDG THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES

e " . PR N e b e o e R 1 2t i i B A
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Attempts to cure the applicability problem.--Past statements of
MAPT and other industry organizations have iterated and reiterated the
suggestion that promuigation of a comprehensive set of cost principles
(which is essentially a catalog of unallowable and allowable items) with
general applicability would serve to convert fixed-price contracts--in
varying degree--into cost-reimbursement agreements. In response to these
industry representations Pentagon draftsmen have attempted to so distin-
guish between the applicability of cost principles to fixed-price contracts
and cost-reimbursement type contracts as to prevent the eventuality which
industry generally has predicted. These changes in drafting the so-called
comprehensive cost principles would seem clearly to reflect a recognition
on the part of your staff that industry's suggestions were well taken and
that the problem to which our past comments applied was a distinct possi-~
bility.

Fundamental fallacy of the approach.--Freely acknowledging the
sincerity and the artfulness of Pentagon draftsmen in attempting to dis-
tinguish between the effects of applying a single set of cost allowance
standards to both fixed-price and cost-reimbursement type agreements, we
remain convinced that the approach is fundamentally unsound and that the
probable result of across-the-board applicability will be to transfer the
disadvantages of cost-type contracts to those of a fixed-price character.
This is a matter in which a compromise, a straddle, is impossible. As
long as the catalog of allowable and unallowable costs is applicable in

way to fixed-price agreements there is the inevitable tendency toward
conversion into cost-reimbursement contracts.

We should add by way of emphasis that the unfortunate result
which we have so frequently predicted will not and cannot be avoided by
mere rearrangement or reorganization of textual material; or by paying lip
service to the eminently sound policy and philosophy to be followed in
fixed-price contract negotiation as set out in Section III of the Armed
Services Procurement Regulation; or by suggesting that as to fixed-price
agreements the catalog of allowances and disallowances be employed in a
somewhat different fashion than when applied to cost-reimbursement contractse.

As a footnote to this discussion we cannot fail to take note once
agaln of arguments advanced by the Pentagon spokesman on this subject at
public hearings conducted by your office on October 15, 1958. At that time
the Department of Defense seemed to argue that the issue of applicability
is somehow separable from the content of the regulations to be applied.

It seems to us obvious that you cannot discuss applicability without exam-
ining that which is being applied., This is not only good law; it is plain
commuon sensee.

The Effects of Across-the-Board Applicability of Cost Principles

Without attempting to reargue the c¢ase in detail, we should like
once again to re-emphasize our principal objections to an across-the-board
application of comprehensive cost principles. These arguments are covered
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in detail in our statements of November 14, 1956 (pp. 1-12), and December
16, 1957 (pp. l-lO), extra copies attached. We are most strongly convinced
that application of cost principles as now proposed to fixed-price and
cost-reimbursement contracts alike will result in serious injury to the
public interest.

Our reasons for thinking so can be very simply stated. Fixed-
price contracts will be effectively converted into cost-reimbursement type
contracts; pricing will be by formula, working from the catalog of specific
allowances and disallowances. This result will almost inevitably bring in
its train a whole serlies of consequences disadvantageous both to government
and to industry.

1. Incentive for gain-~the most powerful single force in our
whole economy--by which costs are reduced and profits en-
hanced will be virtually obliterated.

2. The costs of contract administration will, in our Jjudgment,
be necessarily increased in substantial amount by reason of
the necessity for additional audits, and the whole process
of contract administration will be burdened with endless
niggling vexations. And this, 1t should be noted, comes at
8 time when responsible men are demanding simplification
and acceleration of the procurement process.

In general, procurement will be by audit. You will have
expanded audit activity--substantially less procurement
efficiency.

3¢ It will tend in our judgment to reduce further the base of
responsible contractors available to the government ser-
vice, particularly in the field of standard commercial art-
icles or those which require only slight modification for
military service. Many such companies~-to whom government
business is a very minor percentage of their sales total--~
prefer, as a matter of policy, supply contracts on a fixed-
price basis.

4, It will impose upon contract terminations for the conven-
ience of the government a standard of cost and profit
allowance which is altogether inequitable under such cir-
cumstances.

5. It will focus attention almost exclusively--and we think
most unwisely--on questions of cost and profit to the
virtual exclusion of total price. Price obviously is not
the sole consideration. Insofar as the expenditure of
government money is concerned, however, price is of vastly
greater importance then either cost or profit.



The Honorable Perkins McGuire -4 - May 18, 1959

The effect of the proposal on subcontracts.--An examination of
the most recent draft of comprehensive contract cost principles available
to the Institute seems to make clear that such principles apply to sub-
contracting as well as prime contracting. Again, we have no desire to
reargue completely the Institute's position with reference to this possi-
bility but, inasmuch as the total dollar value of the defense subcontracts
very substantially exceeds the dollar value of defense contracts retained
by prime contractors, the question of the applicability of so-called
principles to subcontracts becomes a matter of the foremost importance.

In our judgment, such application would have all of the undesir-
able consequences identified above in connection with our discussion of
the proposal's applicability to prime contracts and would, in addition,
have at least two other unfortunate results that deserve mention in this
statenment.

By extending--at least to larger subcontracts--the same enlarge-
ment of over-all cost and administrative difficulty, which we foresee for
prime contracts, the application of comprehensive cost principles to the
subcontracting area will tend to aggravate and multiply these not inconse~
quential problems. In addition we think an even more serious effect may
be a serious disturbance--perhaps in some cases a rupture--of normal com-
mercial relationships.

The Exclusion of Advertised Bids

We have been assured and reassured that it is the intent of the
Department of Defense to exclude contracts let as a result of advertised
bidding from the applicability of these newly proposed cost principles.
At the minimum, in connection with applicabllity, we trust that this ex-
clusion will be clearly stated so that there will be no ambiguity on the
point.

The exclusion of advertised bids from the application of cost
principles raises an interesting question. Assuming that the exclusion i1s
correct as to advertised bid contracts--and this 1s a judgment on which we
think there can be no question--vwhy is advertised bid contracting given
this treatment exclusively as distinguished from other types of fixed-
price contracts? What is the theory which underlies the distinction?

What are the characteristics of advertised bid contracts, insofar as appli-
cabllity of a set of cost principles are concerned, which make them essen-
tially different on this issue from other types of fixed-price contracts?

We fall to see the distinction implicit in the differing cover-
age and we think it might be a useful exercise for Pentagon draftsmen to
conslder again the reasons for the exclusion of advertised bld contracts
and to consider further if the reasons Justifylng this excluslion would not
apply in the vast majority of cases to other types of fixed-price contract-
ing., We believe this reconsideration will point up a number of matters
very clearly--that in many situations where the end result is a fixed-price
contract and where negotiation is employed with or without the taking of

bids there may be a substantially equal amount of competition present, a
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firm and irrevocable price may be just as susceptible of determination,

the govermment interest may be fully protected, and what the government
gets for its dollar may be just as good a bargain as in the case of a
formally advertised bid contract. This is not to say that these circum-
stances will prevail at all times but they certainly will obtain if the
government procurement officers do their job in the great majority of fixed-
price situations. So the exemption of advertised bid contracts in a sense
is an admission of the principle which we advance, and we therefore call
your attention particularly to it and suggest its logical extension.

The Attitude of Congress and the General Accounting Office

We are aware, of course, of the continuing interest expressed by
certain Congressional. committees and subcommittees and the General Account-
ing Office in early publication of a couprehensive set of contract cost
principles.

We cannot belleve, however, that either Congress or the Comptroller
General would support a system which in the long run--in our judgment--prom~
ises to be so disadvantageous to the national interest. We are, therefore,
constrained to raise the question as to whether or not the very serious dis-
advantages so briefly summarized above, and repeatedly identified in the past
by MAPI and other industry spokesmen, have ever really been pointed out in
these terms to appropriate Congressional committees or to responsible admin-~
istrative officials of the General Accounting Office. As a matter of fact,
we are absolutely confident that a full exposition of the case before both
agencies would result in agreement that there must be a fundamental distinc-
tion between cost~reimbursement type contracts and other defense procurement
agreements and that this necessary distinction cannot be achieved by proceed-
ing with the action now proposed. Indeed, it seems to us that recent Con-
gressional emphasis on enlaxgement of the fixed-price contracting area, and
particularly the area of advertised bids, is altogether inconsistent with
the philosophy which underlies the applicability provisions of the compre-
hensive contract costs proposal.

We enclose additional copies of our statements presented on November
14, 1958, and December 16, 1957. They cover in detall a variety of matters
other than the one which this letter is intended to emphasize; we should make
it clear that we do not wish by implication to withdraw in any way from the
position which we have taken on these other points. On the contrary, the
Institute stands on its entire presentation but is anxious to emphasize the
overriding issue of applicability, and we have taken the extraordinary means
of writing this letter in order to so emphasize it.

I am taking the liberty of addressing a copy of this letter to the
Secretary, the Assistant Secretary responsible for materiel, and the General
Counsel of each military service. 3Beyond that, having in mind that other
departments and agencies of the government may be interested in this issue
of tremendous significance, the officers of the Institute will be glad to
confer with the Comptroller General or any other interested agency.
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I hope you will understand the spirit in which these suggestions
are offered. I understand completely why you and your associates in the
Department of Defense feel a sense of urgency in issuing as soon as possible
a document which has received so much careful study and on which so much
time and effort have been expended over a long period of time. On the
other hand we are convinced that the issue of applicability is of such cru-
cial importance to procurement efficiency that we have risked "shooting in
the dark" to some extent in order to record this further expression of our
views.

It goes without saying that if the Institute can be of any further

assistance to you or your staff on either a formal or informal basis we are
at your service.

Respectfully,

President

CWS:c
Enclosures



MACHINERY AND ALLIED PRODUCTS INSTITUTE
1200 EIGHTEENTH STREET, N. W.
WASHINGTON 6, D. C.

CHARLES W. STEWART

PRESIDENT

May 18, 1959

Deaxr Mr. McGulre:

I think the enclosed further statement on the pro-
posed comprehensive contract cost principles is self-explanatory
as to substance but I did want to add this personal word.,

When Commander Malloy telephoned me indicating that
he and his associates were recommending to you that no further
examination of a current draft be permitted we were of course
disappointed--not for any reason of organization prerogative,
but rather because we feel that at least on the issue of appli-
cabllity the Institute is in a position to make a unique con-
tribution based on long experience with fixed-price contracting.
We naturally defer to your judgment and that of your staff on
the decision to move ahead without soliciting further industry
comment. And, as I stated in the principal letter, we are
guite sympathetic with your wishing to maintain a reasonable
schedule of publication.

Cn the other hand, we have fundamental convictions
which we think are in the public interest as well as industry's.
We have, therefore, with some reluctance because of your great
patience and cooperation with industry on this matter, decided
to presume further upon your time by filing this additional
statement. We have also taken the liberty of furnishing copies
to the individual military services. This is done not for the
purpose of pressing you in any way but again in the interest of
achieving broader understanding of what we think is an issue of
fundamental principle which should not be compromised in any way.

With thanks again for your interest and splendidly
open-minded attitude,

Respectfully,

Aok, P

The Honorable Perkins McGuire
Assistant Secretary of Defense

(Supply and Logistics)
Washington 25, D. C.




MEMORANDUM FOR THE ASSISTANY SECRETARY OF DEFENSE (COMPTHOLLER)
SUBJECT: Revision, Part 2, Section IV, ASPR

Regarding our recent discussion pertaining to cost principles,
attached hereto is a copy of the proposed revisiom of Part 2,
Section XV, ASPR, for applicetion of cost-reimbursement-type
contracta,

This revision reflects consideration of commeuts made by
industry during the past yeer cn an earlier proposed revision. In
response to reguests of representatives of eertain industry
associations, at a meeting of 21 May 1956, it was agreed to delay
finalisation of the attached revisiom, pending receipt anmd evalua-
tion of written statements of points raised during the meeting and
any additional comments on the revision. Final date for reseipt of
comments has been established as 4 June 1956. It is hoped that
revision will be ready for print early in June,

As you know, cur staffs jointly bave currently underway a
related projest -- undertaking the development of a “Comprehensive
Set of Coet Principles.®

Incl: Propd Rev, Part 2,
Sec. XV, ASPR,
atd 20 ipr 56 Prepd by BGen Ghormley/apo
3D774/74912/31 May 56

Coordinated withs:
FD Mr, Mulit

AS Cdr.Robtson

(for sign., Mr. Pike)






November 7, 1958

The Honorable E. Perkins McGuire

Assistant Secretary of Defense
(Supply & logistics)

The Pentagon

Washington 25, D. C.

Subject: Comprehensive Cost Principles

Dear Mr. Secretary:

Pursuant to the suggestion made by you at the joint DOD~Industry con-
ference on Cost Principles held at the Pentagon on 15 October 1958, this letter
is submitted to amplify and explain further the industry views expressed at the
conference, and to comment also in some cases upon contrary views expressed by
government spokesmen. It has been prepared after the receipt of written comments
from each industry spokesman, and after a detailed review at a conference on
6 November among industry spokesmen or representatives of the associations who
participated in the preparation of the industry statements on 15 October. This
document represents the unanimous views of these people.

You and the other Assistant Secretaries have before you the task of
deciding upon issues on which wide differences seem to exist between govermment
and industry viewpoints as expressed at the 15 October conference. In preparing
the industry statements for the conference, the views of the conferees (which
included managers, controllers, and professional accountants) were remarkably in
accord with each other. It is difficult to believe that this consensus of so
many different interests and viewpoints can be as wholly wrong as the government
spokesmen would lead one to believe, for these industrial and professional views
are based upon years of actual experience. We shall, therefore, try to show you
where we think we are truly apart, where implementations negate apparent intentions
with which we are in accord, and why we think a complete and exhaustive review of
the proposals outstanding are essential. In considering these, we know you will
show the same thoughtfulness and patience which has characterized your handling
of this complex problem to date,

The responsibility which you and the other Assistant Secretaries bear
in making these decisions is of the utmost gravity, as they affoct the cost
recoveries and profit potentials of every company engaged in defense contracting -
not, as in the past, just those which undertake cost reimbursement type contracts.
At the same time, however, this obligation to decide also provides a unique
opportunity - to cut through past disputes, to reassert principles basic to our
economic system, and to reaffirm that the prime objective of our Government is to
be fair and equitable in carrying out its business transactions. We feel that
you agree with us in this fundamental principle. For example, the definition of
allocability included in the latest draft (paragraph 15.201.4) does in fact
express a fair and reasonable approach. The problem lies, however, in that much
of the remainder of this draft of "Cost Principles® completely negates this
definition. To correct this defect, you must make "*fairness™ a concept more
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fundamental than f'reasonableness,’ or than "applicability,™ or than "allocability,™
even though each of these three is of real importance and significance. You must
also be ready to separate principle from interpretation, and to require the clear
subordination of interpretation to policy. This can be done, we submit, without
taking precipitate action, without conclusively binding the DOD or contractors
finally as to any specific element of cost, and without now attempting to perfect
every interpretation. This is, we sincerely believe, the only fair and practical
way to issue comprehensive cost principles soon which will not evoke a storm of
protest, criticism and bitterness from many sources.

There are other compelling reasons for such a reconsideration of the
general aspects of these proposed regulaticns even at this late date. When they
are made effective, they will have virtually the same effect as the enactment of
new legislation, for they will change the ground rules from what they have ever
been before. If made applicable to current contracts to any extent, the regulations,
as proposed, would materially revise the basis under which every present contractor
agreed to perform his obligations. Undoubtedly they would also cause greatly
added costs of administration and of audit and negotiation both to contractors
and to the Government, and would force extensive delays in placing original con-
tracts or definitizing necessary actions under other contracts. Any regulations
must;-therefore; deal fairly with the entire spectrum of types of contracts,
whether now in existence or placed in the future. They may well become a precedent
for later extension to all non-defense Government procurement. Surely, then, a
self-imposed time schedule must yield to the necessity for being right.

We strongly urge that the whole body of general principles of cost
determinations be stated separately and apart from any official interpretations or
detailed instructions. We recognize that interpretations and instructions are
essential in the management and control of Government personnel, but these personnel
should all perform their work within the framework of policies and principles
determined at the Secretarial level. Thus the general would govern the specific,
whereas in theproposed document, the specific governs the general. A clear way
to draw this distinction, and to enforce it, would be to leave interpretations
and instructions out of ASPR, confining it to principles and vpolicy - and making
this the limit of a contractor's cbligation through incorporations by reference
into specific contracts. Auditors?! manual would be an adeguate place for detailed
interpretations or instructions, provided these were approved by a central source
to assure conformity to prineciple and policy, and uniformity among the several
Services.,

While many particular differences between Lovermment and industry were
disclosed at the 15 October conference, and others remain which were not discussed
there, the fundamental differences relate to the basic approach to be taken,
mentioned above, and to seven other factors, which are: 1) recognition of all
normal and legitimate costs, 2) reasonableness and allocability as adequate tests
and controls, 3) applicability, 4) effective date, 5) requirements of public
interest, 6) advance understandings, and 7) individual items of cost. We believe
that all differences as to particulars would be readily resolvable if ways can be
found to reach agreement on the first five of these points. We shall, therefore,
devote most of the balance of this statement to them.

I. RECOGNITION OF ALL NORMAL AND IEGITIMATE COSTS

Industry bslieves that the Government should start from the proposition
that it is willing to accept any cost which has been incurred or accrued in good
faith by a responsible contractor exercising its best management skills in the

e
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conduct of its business. Then the Government might properly say that although

it will accept such costs, they must be appropriately and fairly allocated among
the contracts in question and other work of the contractor, in accordance with
accepted principles and an established method of accounting; that the Government
will accept such costs only in so far as they are not unreasonable in amount, and
are not objectionable from the established standards of public policy. This
would provide a uniform and positive approach to the problems of cost analysis,
in marked contrast to the proposed regulations, which confuses principle with
practice, and policy with instruction.

Contrast this, however, to what has been actually done. The Govern-
ment¥s draft, in Section 15-201.1, shows that the Government starts from the
premise we have proposed above (if one word - "allowable" - is eliminated), but
then the balance of the proposed regulations whittle away at this to such an
extent as to render Section 15-201.1 meaningless. This, we believe, is because
that in the proposed regulations, some costs are dealt with according to their
functions, and others according to their objects. The distinction here is as

between, one the one hand, the purpose of the goods or services purchased, and,

on the other, the kind of goods or services purchased. This distinction is
considered to be as between the function of the cost (its purpose) and the object

of expenditure (the kind of thing purchased). Among professional accountants, it

is a basic principle of cost determination that all costs incurred by a contractor
should be judged for wvalidity according to the function performed by the goods

or services they represent. It is unfair to disallow reimbursement of cost incurred
for a valid function merely because they are costs of an Mobject of expenditure™
which Government auditors or other critics deem to be generally objectionable by

its nature.

A single example of the distinction being drawn is illustrated by the problems
of advertising. If costs incurred to buy advertising may fairly be associated with
performance of a Govermment contract because of the nature of the results sought
or achieved by the advertising, then these costs should not be deemed invalid for
reimbursement merely because of the tradition that '7it is not necessary to advertise
to get Govermment business,™

The Govermment?®s own internal accounting practices, developed since the
endorsement by the Hoover Commission in 1948 of the accounting distinctions
between 'functions™ and *objects,' are utilizing more and more the approach we
advocate. An example is "performance budgeting.™

It is axiomatic that contractors must recover all of the costs they incur
somehow and somewhere. If they do not, it is only a question of time when their
funds, capital and credit will be exhausted, their business insolvent and closed,
and the employment they have provided lost forever. This is why management must,
and always will, exercise judgment in incurring costs. Obviously, if fairness is
the overriding consideration, the Government should bear its fair share of all of
these costs - not just of some of them. To the extent that it fails to do so, it
is not only seeking or demanding special favors for itself, but is asking its
suppliers to handicap themselves when they go out in the market place to compete
with other companies for commercial or other non-Government business, because
they would have to recover Government-disallowed costs from commerical prices.

To what extent is the Government, in these proposed regulations, refusing
to bear its fair share? It would disallow 23 items entirely, of which only 18 are
disallowed by the provisions of the present Section XV of ASPR. It would partially

3
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disallow 20 other items, of which only 6 are disallowed by the present ASPR. It
would subject 19 other items to special tests or reviews (not "prineiples®) which
would, by definition or tests applied, lead to still more partial or total dis-
allowances. Of these 19 items, 3 are disallowed and 7 are subject to "special
consideration’ under the present ASPR. The proposed new regulations also suggest
advance negotiation of 9 items of which 7 are on the list for ™special consider-
ation” under the present ASPR. Elsewhere in the document, however, advance
negotiation is stated as a requirement of cost allowance in 6 additional cases.
The identification of the above statistics are included in the attachment hereto.

These figures demonstrate conclusively that the new regulations would
not only subject cost data to substantially more detailed and lengthy analyses and
reviews, with added costs to both Government and contractors, but that the negotiatior
process would likewise be lengthened. They also show that contractors must expect
to recover substantially less.of their costs_than they have heretofore obtained
tunder cost reimbursement type contracts, and to the extent ‘the proposed regulations
“are applied to other types of contracts, contractors must expect dlsallowances of
cost equivalént to the new measure of disallowances under cost type contracts. _If
_applied to terminations, the allowable recovery would 8186 be much less than under
“the provisions of Section VIII of ASPR. It is impossible to predict the measure
of such non-recoveries under the new regulatlon, but they would aggregate a
substantial portion of profits.

At the 15 October conference, the propriety of industry¥s position has been
recognized from time to time by Govermment spokesmen, but thess sixty-two departures
from "principle® into "instruction,™ from ""function” into "lobject,™ were justified -
to the extent they were specifically discussed - on one or more of the following
grounds: statutory prohibition, public policy (whether expressed officially,
unofficially or merely implied), or unallocability to Government contracts. Implicit
also were disallowances or limited allowances provided for solely because of
supposed difficulties in measuring reasonableness, allocability or equality of
treatment between competing contractors.

An examination of the disallowed or partially disallowed items, howsver,
discloses only one - ftcontingent fees for securing government orders,™ which is
forbidden by statute governing expenditure of DOD funds. Statutory prohibitions,
therefore, have created none of the disagreements.

Public policy is a subject we shall discuss more fully later. Allocability
should be a wholly separate question from allowability. If no allocability can be
shown or reasonably implied, industry does not expect recovery from the Government.
It does not, however, wish to be foreclosed from even the opportunity to prove or
show allocability, and any disallowances on a premise of total unallocability are,
therefore, objectionable, It is the height of accounting by "object® rather than
by "function.®

Equality of treatment among competing contractors is, of course, required
by the paramount test of fairness. It is not accomplished, however, by total or
partial disallowance. Rather it must be realized through a recognition of all
normal and legitimate costs and judicious price negotiations. One company is not
superior to another because it may not have incurred a cost that the other company
has - the test should be, what is the best overall price to the Government for
what it is buying? Competition is hampered - not encouraged - by arbitrary cost
disallowancese.
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Neither is disallowance a solution to difficulty of measurement or con-
trol. Ways acceptable to both industry and government can be found to provide
equitable measurements for allowing the costs of such things as contributions,
the maintenance of excess facilities, interest, grants to educational institutions,
advertising, civil defense, reconversions, applied research and development, and
many other kinds of costs proposed to be disallowed or specially reviewad. ILet
us recall Commander Malloy's admonition at the start of the 15 October conference
that "any problem can be solved by reasonable men who are in possession of the
facts and who are motivated to a common purpose®s So far as we know, a specific
joint effort to agree on such measurements has rnever been undertaken, face to face.
If the concept advocated at the outset of this statement were adopted, these
determinations need not be made before cost principles are issued - because they
would each be interpretations and instructions for auditors and not a portion of
the %principles® in ASPR.

In concluding discussion on this point, let us be sure that the Government
does not conclude that industry is seeking a blank check. If such an impression
has been left, please re-read the first paragraph of this Section I, and consider
the tests and limitations therein suggested.

II. REASONABLENESS AND ALLOCABILITY AS ADEQUATE TESTS AND CONTROLS

Government spokesmen at the 15 October conference, on several occasions,
justified specific instructions, limited allowances or disallowances on the grounds
that "reasonableness and Mallocability" are not sufficient, definable or usable
tests. Such a position is not only contrary to the experience of industry, the
opinions of every professional accountant who certifies to the accuracy and
propriety of corporate books and records, the history of Anglo-Saxon and American
jurisprudence, but also to the words of the proposed regulations themselves.
"Reasonableness® or '"allocability" as tests are used 49 times throughout the 10
September 1957 draft, as amended by the 21 August 1958 draft. They were also used
by almost every Government spokesman at the 15 October conference.

One Government spokesman at the 15 October conference quoted excerpts
from an article by Dr. Howard Wright in THE FEDERAL BAR JOURNAL of April-June,
1958 as proof that “generally accepted accounting principles” are not a suitable
base for cost determination. This was curious, however, because this phrase or its
equivalent was used 19 times throughout the DOD draft. He failed also to quote
Dr. Wright's conclusion and recommendation, in the same article, as to what the
primary cost accounting principle applicable to Government contracts should be.
This is quoted from pages 167 and 168 of the JOURNAL, as follows:

e ¢ o o Cost principles used in contract pricing if they are to
apply in many situations should, in my opinion, be based on the
following assumptions:

{1) Cost is something to be determined, not negotiated;

(2) Competition in the market place will create equity;

{(3) The Government should recognize its share of the
operating costs of the supplier;

(4) The Government will not exercise its sovereign rights
in a contractual situation.




The Hon. E. Perkins McGuire -6 - November 7, 1958

Based on these assumptions, the author would propose the following
as the primary cost accounting principle applicable to Government
contracts:

?A11 costs incurred solely for the benefit of the
Government contract shall be charged directly thereto;
all cost incurred solely for the benefit of other
classes of work shall be charged directly te such
classes of work. Other costs incurred benefit both
classes of work and shall be allocated to each in
proportion to the benefits derived or reasons for
incurring. %

Obviously, Dr. Wright®s position is much closer to that of industry than it was
portrayed to be.

These are, therefore, usable tests recognized by all parties to the
present discussions. All that remains to resolve these differences, then, is to
agree on the kinds of tests to be applied in utilizing such terms as ‘'reasonableness",
"allocability®!, 'standard accounting principles®?, and f'consistently applied." We
believe a joint effort can also resolve these problems. As requested, there is
included in the attaclments hereto recommended tests of Vreasonabieness®. This
has been drafted carefully and has recognized agreements with much that is contained
in the DOD proposed definition (Section 15-201.3).

The use of "'reasonableness®, "allocability® and like concepts as tests
are wholly consistent with accounting by “function", and the separation of "principles
from interpretations and instructions, as heretofore recommended. When recognized
as adequate tests, they also go far to justify the recognition of all normal and
legitimate costs, as we have urged.

III. APPLICABILITY

In preparing a single set of comprehensive cost principles and providing
that they will be applicable clear across the procurement spectrum from cost
reimbursement type contracts on one side to price analyses submitted with bids for
firm fixed price negotiated contracts, including termination or change order
repricing claims against any type of contract, however placed initially, the
Department of Defense has made the fundamental assumption that cost allowability
is an identical problem throughout this spectrum and in each of the covered types
of transactions, We agree that a cost is a cost wherever incurred. Because the
proposed regulations arbitrarily exclude certain normal or legitimate costs from
consideration, the Governmentt®s proposals of areas of applicability become
impractical and patently unjust.

If "fairness™ is the ultimate test, as we have recommended, then it must
be conceded that there is nothing fair about both retaining the unilateral right
to cancel a contract for the Government®s convenience, and then - when that right
is exercised - changing the ground rules of allowable costs of termination even
though the initial contract may have been placed through advertised bidding, or on
a negotiated firm fixed price, or at a time long before the new regulations were
even promulgatedd Yet in the absence of language to the contrary, this is a sure
result of the presently proposed language. Similarly, it is not fair to require
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a contractor to certify that something less than legitimate costs, actually incurred,
are total costs.™ Such costs do not become a "profit' merely because they are
"disallowable® under arbitrary Goverrnment regulations. This is another inevitable
result of blindly accepting these proposed regulations.

It is also interesting to contemplate the regulationts effects upon the
'growing-in-popularity® incentive type contract. Consider the incentive contractor
who, against a $1000 target cost, is to be paid $100 profit, or a total of $1100.
It actually performs the contract with total costs of $950 but which, under these
regulations, might well result in allowable costs of only $900. If the incentive
profit division is 80% to the Government and 20% to the contractor, the contractor
would receive a price of $1020, thus being required to give $80 of the Msavings™
back to the Government, even though he had already actually paid out $50 of that
$80 as costs incurred. On his basis of costs, he would have received a price of
$1060 and a profit of $110. Thus his absolute and actual profit is reduced from
the target of $100, or from the deserved profit of $110, to $70, but the Government
would report to a Renegotiation Board that he had received a profit of $1201 This
simple example, we submit, clearly demonstrates the unfairness of applying to
incentive contracts any cost principles which do not recognize all normal and
legitimate costs of doing business.

We cannot emphasize too strongly that experience of the last decade
indicates that to the extent that costs are rigidly decided to be allowable or
unallowable, formula price fixing is automatically involved. Despite the sincere
instructions in this draft that costs shall be only one factor of pricing, the
draft actually requires that many costs called "funallowablef' be eliminated from
the submission from the outset. Thus such costs will never be considered in
negotiation, and will never become a factor in pricing. To this degree, formula
pricing has already occurred. In this atmosphere, an increased use of formula
pricing will be an inevitable result of putting regulations out in this format
and of this character. The Hoover Commission, in 1955, recognized this in its
recommendations for revisions in ASPR, Section XV, when it recommended cost
principles only for cost reimbursement type contracts, and that there only be
"gzuidelines for auditors™ as to everything else.

Are costs a factor® in any negotiation before such costs are incurred?
They are not then costs,; but only estimates of what costs will be - and one may
argue, but never decide, as to which is the most accurate of different estimates.
A final meeting of the minds occurs on price, not on costs - and this necessitates
each party taking a risk of being wrong. This, however, is nothing to fear, or
to be ashamed of, for this has been the trading technique of centuries, and has
provided the highest incentives to efficiency. To go to or toward rigid formula
pricing is to diminish or remove such incentives.,

Implication exist that these proposed regulations may broadly apply to
subcontractors and vendors. There is no privity of contract between the Government
and a subcontractor on any tier below the prime contractor itself. There can be
no assurance, therefore, that a prime contractor can, even in the best of faith,
in all cases obtain necessary goods or services from subcontractors under contracts
containing Government clauses or incorporating by reference Government cost or
other regulatiions. Nor can it always require its subcontractors so to contract
with their vendors and suppliers. This has been the repeated experience in many
instances where such attempts have been mades Also it is impossible to predict



The Hon. E. Perkins McGuire -8 - November 7, 1956

or anticipate at the time of initial negotiations, all such problems which may
arise with subcontractors. Thus, if applied to subcontractors? costs, this
regulation would appear in some cases to have the effect on the prime contractor
of forecing it to accept not only the disallowances of some of its own costs, but
also of some of its subcontractors? costs. In other cases, it would deny the
availability of subcontractors to primes, thus forcing the use of second-best
sourcess

For these reasons, and those advanced at the 15 October conference, we
strongly urge, at the very least, that this regulation not apply to fixed price
negotiations, or to the preparation of cost estimates or price analyses in
negotiated procurements or terminations, and that its use in such circumstances
be specifically negated; and that it not apply to any determinations of costs
or prices under any contract or subcontract in which it is not specifically
accepted by the contractor. If, however, the regulations are redrafted on the
principle of recognizing all normal and legitimate costs, reasonable in amount
and fairly allocated, then their applicability could be expanded. We opposes in
principle, however, any use of cost data as a formula basis for negotiating
prospective firm fixed prices.

IV. EFFECTIVE DATE

The regulations as proposed are completely silent on when and how they
will be made effective. This is a matter, however, which cannot be left undecided.

If the regulations are applied, in any way, to contracts in being, the
Government should be prepared to negotiate equitable adjustments of price. This
applies to contracts placed by advertised bids as well as by negotiation, for the
applicability to termination settlements and pricing change orders affects these
contracts, too. We see no other way of being fair in making these regulations
effectives To say that they shall apply only to contracts negotiated after a
certain date, or executed after such a date, will not suffice - for then a con-
tractor is left with two different sets of cost accounting rules to apply - one
a8 to old contracts, and one as to new. This would continue until all present
contracts are run out, which could be years ahead. Experience under ASPR, Section
XV has shown that auditors and negotiators would try to apply the new regulations
to existing contracts, whether the contractors had agreed to accept them or note.
This would only cause confusion, more delay, and more friction between Covernment
and business.

To be fair, then, the Government must be prepared to pay for taking
away rights to cost recovery. Parenthetically, but also of importance, it must
also be prepared to accept and pay indefinitely for materially longer times for
cost and price presentations, audits, and negotiations, and substantial delays
in completing procurement and pricing actions. It just takes longer to isolate,
review, audit, discuss and decide about over 60 elements of cost than it does 18,
or none. This will cost money to both the Goverrment and the contractor in
higher administrative costs and time delays.

,,,,,,,,

V. REQUIREMENTS OF PUBLIC INTEREST

At the 15 October conference, it was pointed out that Government officials
"must weigh rather carefully and rather heavily the public interest factor.? Several

-
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spokesmen alluded to this, and to "public policy™ or such phrases, directly or
by implications For example, one said, "are based not necessarily on public
policy stated in law, but on public policy which we derive from many sources,
from committee hearings, for example, personal conversations, and formal memos
from the various members of the legislative branch.‘

We are sure that few of us in industry can appreciate the extent or the
nuances of pressures of many kinds which must be placed upon you and your staff,
directly or indirectly - including those from industrialists? As citizens, we
want the public interest protected, and public officials placed under pressure to
protect them. At the same time, however, we want to be sure it is public interest,
or that it ig public policy - and not merely some individual?s concept of it, that
causes a decision to be made adverse to the interests of industry, and ultlmately
to the Government itself.

In this area of cost principles, of allowable or unallowable costs for
contracts, etc., we do not know of any official or clearly identified legislative
expression of publie policy. We do know of an expression of policy by an agency
of Congress - the Hoover Commission - which we have already quoted and endorsed.
We know of some individual rulings of the General Accounting Office on cost
allowability ~ but each of necessity is narrowly restricted to the facts of the
particular case, and is not unchangeable, overriding policy, nor should these be
deemed to be the establishment of policy. The same is true of rulings by the
Boards of Contract Appeals.

The proposed regulations depart from and are more restrictive then all
of these, in one way or another. Where, then, is the public policy or public
interest dictating such action? We fear that it is in the minds of staff personnel,
overly concerned with the attitudes or expressions, however well considered or not,
of vocal or powerful legislators or other Government officials. Let us recognize
that public policy in this field does not exist, and will not exist until you
and the other Assistant Secretaries make your decisions identifying the official
public policy of the Defense Department on which you are relying. It is our
belief that you have not been restricted in your decisions by any official of
the Government, even though certain members of Congress and of the Administration
may be impatient to have you reach decisions. This is why we have put forth,
successively, such efforts to try to apprise you of industry?s sincere and objective
views on these problems.

We may be considered by some to be biased, but we believe very deeply
that the welfare of our country’s 20,000 defense contractors, large and small,
is important not only to defense, and maintaining our armed might, but alsoc to
the overall economy and welfare of our cities, towns, states and nation. These
will be hurt by these proposed regulations - not vitally, but significantly - and
their profits, already below those of other industry, will be still less. Before
the action is taken, therefore, we request that you weigh very carefully whether
any public policy requires or makes desirable the infliction of this hurt.

VI. ADVANCE UNDERSTANDINGS (Section 15-204.1(b))

Industry welcomes any opportunity to agree in advance on cost principles,
cost allowances or any other points of potential controversy which might arise
during or after contract performance. If the intentions of this section as we
were given to understand on October 15 is truly to make available to contractors

-
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the privilege of taking up questionable items in advance and will not be deemed
to be a requirement, we believe it to be desirable., However, the language of
the section does not make this sufficiently clear and we are fearful that the
good intentions at the Secretarial level may not be carried out in the field.

Such agreements to be practical, can be on a contract-by-contract basis
as to only three of the cost elements listed. These are: (v) pre-contract costs
(ASPR 15-204.2(dd)); (vii) royalties (ASPR 15-204.2(j3)); and (ix) travel
costs, as related to special or mass personnel movement (ASPR 15-204.2(ss)(5)).
All others must of necessity be treated uniformly and on an overall basis. No
forum is provided for such overall negotiations; nor is any basis provided for
effecting agreements binding for all Govermment end-use work, whether as a prime
or subcontractor. The latter is especially burdensome for small businesses doing
business as subcontractors to many large primes.

Comparisons to custom under Part 5 of the present ASPR, Section XV are
invalid, as such discusssions have cften been with auditors and not contract
officers, and not always embodied in formal contracts or agreements., Nor are
such overall agreements favoritism to contractors, for no special advantages are
sought -~ only uniform treatment of these kinds of indirect costs.

This section, then, should be deleted in its entirety, for the reasons
outlined at the 15 October conference. If retained, however, it should affirm
that failure to negotiate in advance does not lead to disallowance, that initially
negotiated amounts or clauses may be reopened on showing of necessity or changed
circumstances, and it should provide a forum in which contractors might negotiate
these factors on an overall basis,

VII. INDIVIDUAL ITEMS OF COST

We could extend our remarks at the 15 October conference and debate
further on each individual item discussed, This would be unnecessary if you accept
our basic premises, as heretofore outlined, for then you would not issue, as an
ASPR, any statement on allowances, disallowances, or review requirements for
individual elements of coste If, on the other hand, you should decide to continue
the present format and approach implicit in ths outstanding drafts, then, though
in overall disagreement, and in addition to the comments herein above expressed,
we would want to be heard on individual items as completely as possible. Towards
this purpose, we have prepared and attached an illustrative list, with only a
minimum of justification, stating industry®s position both on those items discussed
at the 15 October conference, and on those items not discussed but as to which
disagreements still exist. We shall, of course, be glad to amplify these in
writing or in person to any extent you or the other Assistant Secretaries may wish.

Apart from these items, it was apparent at the 15 October conference that
considerable redrafting of the proposed regulations is necessary to clearly express
the matters on which there is no disagreement except as to semantics. When your
overall decisions are reached, we hope that their implementation, as well as these
corrections, can be made the basis of a joint drafting effort by a very few persons
from Govermment and industry who are not committed to the old words and the old
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cliches., Such a procedure has been expeditious on other subjects - it should be
on this one, too.

In conclusion, may we express again our appreciation for your sincerity
and patience in hearing us out on these difficult issues, You have an opportunity
to make a unique and lasting contribution to the health and welfare of our defense
effort and the industries which are participants in it. We hope that we have
helped to show you how that can be done.

Sincerely yours, .

7 //// )
St LTS
: - A

K;'“L?;f_ . L e )
Ernest F, Leathem
Associate Chairman

October 15, 1956 Conference

ENC.
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I. TEST OF REASONABLENESS

We propose the following:

(a) In evaluating estimates or actual costs of performance of specific
contracts, the application of the test of reasonableness rsquires a flexibility
in understanding and the exercise of sound judgment in dealing with the specific
item after consideration of all influencing or related factors.

(b) Evaluations of reasonableness, of necessity, involve consideration
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances
under which it was incurred.

{c) These elements may then be tested against one or more of the following
factors as appropriate:

1) Whether the cost is recognized as an ordinary type of
expense in the conduct of the contractor®s business.

2) Whether the cost makes a functional contribution to
the conduct of the contractorts husinesse.

3) Whether the cost was incurred in accordance with
established policies and practices of the contractor.

4) Whether the level of the cost is consistent with the
prior history or experience of the contractor with
regard to the cost;, adjusted for changed conditions.

5) Whether the cost is compatible with the prevailing
level of comparable costs incurred in similar concerns,
in the same geographic area, or in industry in general,

6) Whether the cost exceeds that which would be incurred
by an ordinary prudent person in the conduct of
competitive business giving recognition to the
circumstances under which it was incurred.

(d) In the negotiation of fixed price contracts, the presumption of
reasonableness, of costs, as such, is not applicable inasmuch as the controlling
element in such negotiation is the overall price,

(e) As to allowability of costs under cost reimbursment type contracts,
the presumption of reasonableness shall be accepted unless the cost is patently
unreasonable either as to type or amount when measured by applying the appropriate
factors of those listed in {c) above. Prior to making a determination of unreason-
ableness, the contractor shall be given the opportunity to submit data sustaining

e the reasonableness of the cost. The burden of proof shall be regarded as having
been met if the evidence submitted sustains the reasonableness of the cost under
the circumstances in which it was incurred.
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IT. ADVERTISING - Section 15-240,2(a)

Industry recognizes that some forms of advertising are seldom, if ever,
properly allocable to Government contracts, but these are far narrower than the
areas of advertising, and other types of costs, absolutely excluded and maqe
unallowable by this section, It protests, therefore, such absolute exclusions and
wants the right to present its case in negotiations to show whether and to what
extent its advertising is of benefit to the Government, is reasonable in character
and amount, and is fairly allocable to Government contracts. This is especially
necessary in view of the breadth of definition given to advertising in this section
and the artificial distinction drawn among varying advertising media.

Here, as in all specific elements of costs, we recommend that there be
no exclusions by definition, and that the tests of allowability should be defined,
and not the tests of unallowability., This would relieve cost elements cf the
stigma of unallowability in general.

IIX, COMPENSATION FOR PERSONAL SERVICES - Section 15-204,2(f)

The 21 August 1958 revisions to this section are a great improvement,
but a few needs for clarification remain, as pointed out specifically by the
industry spokesman at the 15 October conference. As no serious disagreement
seems to have evolved at the 15 October conference, this seems to be purely a
drafting problem. It would be helpful, however, to reduce the quantity of needless
reviews by shifting the burden from the contractor (to prove reasonableness) in
part to the Government (to allege unreasonableness).

IV. RESEARCH AND DEVELOPMENT - Section 15-204.2 (ii)

We propose the following specific language to substitute for this
clause:

1, Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller
knowledge or understanding of the subject under study, rather than
any practical application thereof. Applied research, for the purpose
of this regulation, consists of that type of effort which 1) normally
follows basic research, but may not be severable from the related
basic research, 2) represents efforts to determine and expand the
potentialities of new scientific discoveries or improvements in
technology, materials, processes, methods, devieces, and techniques,
and 3) represents efforts to fadvance 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.

"2. Development is the systematic use of scientific knowledge which

is directed toward the production of or improvements in useful products
to meet specific performance requirements, but exclusive of design, -
manufacturing, and production engineering. N

3. A contractorts costs of independent research as defined in (1)
above (not sponsored by a contract, grant or cther arrangement,) shall
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be allowable as indirect costs, provided they are'incurred pursuant
to a broad planned program reasonable in scope, with due regard to
expansion when justified by changes in science and technology, and
which is well managed. Such costs should be charged off as incurred,
and not capitalized, and shall be equitably allocated to gll the work
of the contractor, but in appropriate cases, such a%locatlons may be
made separately for each of acontractorts organizetional segmentse

,, Cost of contractorts independent development, as defined in
paragraph (2) above (which are not sponsored by a contract, grant,

or other arrangement), are allowable to the extent that such
development is related to the product line for which the government
has contracts and provided such costs are reasonable in amount and are
allocated as indirect costs to all work of the contractor on such
contract product lines. Such costs may either be allowed as incurred,
or capitalized and amertized over a reasonable period, but the method
of recovery chosen by the contractor must be uniform and consistently
applied.

n5, If provided for under the contractor's accounting system, indepen-
ent research and development costs may, but are not required to include
amounts representing appropriate shares of indirect or administrative
costs.™

This supports the basic industry position that applied research should
be grouped with basic research, and not with development (which Mr. Holaday's
comments supported)s These costs should be recoverable against the base of all
contracts of any type to the proportion which Government business bears to total
business or in accordance with other acceptable methods of allocations. Development
should be recoverable against all types of contracts, included within the product
line toward which the development is directed.

On study we believe this clause will be seen to provide the overall con-
trols sought by Messrs. Munves, Golden and others at the 15 October conference. On
the other hand, the proposed language in the 21 August 1958 draft would exclude
entirely all applied research cost recovery unless it was related to production work
in contract product lines. This is impractical because such research begins long
before such a relationship can be identified. Also it excludes any recovery of that
portion allocable to research and development contracts. This is manifestly unfair,
especially to those companies whose Government work is largely, but not wholly, on
that form of contract. Moreover, the requirement for applying departmental overhead
to R&D Jobs should be permissive and not mandatory since the proposed draft would
force a contractor to perform his accounting in a prescribed way.

V. CONTRIBUTIONS AND DONATIONS - Section 15-204.2(h).

It is contrary to every instinct of humanity and fails completely to
recognize industry's public and community responsibilities to deny acceptance .of its
expenditures for contributions and donations as normal and legitimate costs.. :The
fear of the.Government seems to be excessive gifts or .improper.objects of givings
These certainly can be defined, and tests of reasonableness established which are
acceptable to both industry and Government, Every other branch of the Government
recognizes such expenditures as costs, except the Defense Department and GAO.
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This is a very small percentage of total costs for most contractors, but
is a very vital one in maintaining external and community relations.

VI, INTEREST - Section 15-204.2(a)

The Government spokesman at the 15 October conference took a position
contrary to all fact when he said that interest #is not a price paid for something
used in production," It is incredible for anyone to think that a business can ?e
run or a Government contract produced without money, and that there is not a price
to be paid for money. The simple fact is that interest is a vital 095t of doing
business. Indeed, this cost of capital ranks with the cost of material, Fhe cost
of labor, the cost of overhead, etc., as the fundamental costs of conducting any

business operation.

The most frequently presented arguments against interest recovery hinge
primarily upon the thesis that the Government should not favor those companies which
engage in substantial borrowing over those companies which rely primarily upon
equity capital. The proponents of such a thesis are ignorant of the peculiar set
of economics in military business as opposed to the acceptable economics of ordinary
commercial business. This separate set of economics must dictate to the sophisticatec
and competent management of a military company that the best interests of their
stockholders are served by engaging in an optimum amount of borrowing to finance
the working capital requirements of military sales. This "leverage approach?® is not
used for the purpose of pyramiding the earningson stockholders! equity, but rather
because of the cyclical, expandable and contractible, nature of military business.
Since most borrowings are of the short-term or V-Loan nature, which too is expandable
and contractible, management can to some extent insulate the company®s financial
status against the cyclical hazards inherent in military business. To do otherwise,
i.e., to rely solely or primarily upon additional stockholdersf? capital for the
financing of military sales, would, by an professional investor standards, represent
poor management policy. Very simply, to have committed the corporation to a broadened
stockholder capital base and to be faced subsequently with a contraction in its
military sales would result in a diluted and weakened corporate status. Indeed,
the corporation would at that time look like an "uninvested® investment trust.

If, however, the financing of this business was pursued intelligently
via optimum borrowings, rather than additional stockholder capital solely, the
corporation would have its stockholder capital reasonably undiluted after both the
military sales and the aforementioned borrowings have been contracted and its
financial status, although reduced, would still be one of a going business. It is
for the Government's protection that these military contractors remain going
businesses, following any contraction periods, since it might have to call upon these
contractors again in the event of a sudden outbreak of hostilities, Financing solely
through stockholders? capital will result in the virtual destruction of these
companies following a contraction period because stockholders will have descended
upon these corporations and divided the swelled cash purses. However, if these
corporations remain financially sound and flexible with an undiluted equity base
during any interim contraction periods, they will retain the capability of meeting
any new military requirements at short notice.

' Therefore, the granting of interest recovery by the Government is not a
subsidy fgr weakly managed and weakly financed corporations, but instead represents
compensation to the well managed and well financed corporation for very properly
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incurred costs. Such management cannot ignore the fact that by their very nature
defense contracts often generate more requirements for working capital than any
other kind of business.

Finally, this is another instance in which all that industry seeks is an

opportunity to make its case in negotiations freely conducted, and not to be fore-
closed arbitrarily from such negotiations.,

VII. PLANT RECONVERSION COSTS - Section 15-204.2(cc)

Industry believes that there are circumstances not within the limited
allowability provided in this section, and that these should be left open for
negotiation. This is another instance of unreasonable and arbitrary disallowance
in an area where adequate controls upon allowability should be readily devisable,
or could be negotiated in advance on a case-by-case basis, This matter can be
resolved by a joint drafting committee.

VIII. OVERTIME COMPENSATION - Section 15-204.2(y)

Industry®s recommendations are limited to requesting a clarification
between overtime premium pay and shift premium pay, both in ASPR, Section XII and
any new Section XV.

This matter can be resolved by & joint drafting committee.

ITEMS NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE

IX. RENTAL COSTS - Section 15-204.2(hh)

The provisions of this section, both as to normal rentals and lease-back
rentals, are unrealistic and inequitable in that the tests of reasonableness are
much too narrow. The ultimate test should be the rental value of comparable
properties, and not comparisons to costs which the contractor would have sustained
as owner, For example, the actual owner is entitled to a profit, to be included
in his rental, and not just a bare cost recovery.

Full recovery of actual lease or lease-back costs have been maintained and
allowed in decisions of the Armed Services Board of Contract Appeals.

It would be unfair as to present lease or contractual commitments which

cannot be altered to disallow now legitimate costs incurred thereunder. This is
a typical example of the injustice of changing rules in mid-stream.

X. CIVIL DEFENSE COSTS - Section 15-204.2(e)

It is unrealistic, and a detriment to the perfection of civil defense
plans for a community or area as a whole (which certainly must be done under threats
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken
off or away from the contractort!s premises, and for contributions to local civil
defense funds and projects. The latter usually consist of employee time and
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant
protection costs than to charitable contributions.

The limitation that expenditures must be made at the suggestion or require-
ment of civil defense authorities is not only unrealistic, but a direct violation of
management¥s right and duty to protect its properties.

This item is of insignificant dollar value in most companies, but is

illustrative of a number of items where partial disallowance is accomplished by
definition.

XI. CONTINGENCIES - Section 15-204.2(g)

As to "historical contingencies,” industry requests that they not be
categorically disallowed, but left open for negotiation. The proposed regulation,
in subparagraph (2), is based on the erroneous assumption that because the event
giving rise to the cost is in the past, then the actual cost can be definitely
known. This is not true in many normal business situations. One typical example
is warranty expense.

XII., DEPRECIATION - Section 15-204.2(1)

This section is replete with technical changes requiring the type of
language revisions which could be accomplished by a joint drafting committee. The
principal matter of substance which, in fairness, should be revised is subsection
(5) in order to recognize the national interest in maintaining stand-by defense
facilities, even though these are not necessary to current or “immediately
prospective® production,

XIII. EXCESS FACILITY COSTS - Section 15-204.2(1)

Limiting the allowance of excess facility costs to "current and
immediately prospective purposes®™ is too restrictive and does not serve the Govern-
ment ts best interests. We feel that those facilities f'reasonably necessary for
stand-by production purposes™ should be the criteria.

XIV. INSURANCE AND INDEMNIFICATION - Section 15-204.2(p)

Industry?s objections to this paragraph are technical but vital. These
are based upon the premises that (1) the portion of business interruption insurance
which is disallowed cannot be avoided by contractors as a normal and legitimate
business cost and should be allowed in full, (2) actual losses incurred through an
"approved self-insurance program or otherwise should be allowed without being
contingent upon contractual coverage since these cannot be foreseen in advance of
occurrence, and (3) the contractor should not be prchibited from purchasing
insurance covering the insurable risk that a contractor has in Government property
unless there is a complete relief of liability granted to the contractor.
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XV. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2(q)

Financing and refinancing costs are an inevitable part of the costs of
doing business. These costs should not be shoved over entirely against commercial
business. Government should bear its fair share.

Does anyone really believe that financing is not required to do business
with the Goverrnment?

XVI. MAINTENANCE AND REPAIR COSTS ~ Section 15-204.2(t)

Industry recommends an unqualified allowance of such costs, and hence,
the deletion of subparagraphs (1)(i) and (ii).

XVII. MATERIAL COSTS - Section 15-20L4.2(v)

Technical revisions are required in subsections (2), (3) and (4) to assure
that the contractor is entitled to recover its full costs of materials, and to
recognize varying acceptable accounting practices. As to subsection (5), the
allowability of prices in interdivisional transactions is too narrowly defined and
needs extensive revision, especially to recognize the fact that competitive costs
exist as to wholly Government end-use components as well as to commercial componentse

XVIII. ORGANIZATION COSTS - Section 15-204.2(w)

True costs of organization are an inescapable cost and should be
allowable if amortized on a reasonable basis. Without them, the contractor would
not exist to undertake contracts for the Government.

XIX. PATENT COSTS - Section 15-204.2(z)

This section is unduly restrictive in its wording, and could be materially
improved by a joint drafting committee. The Government certainly should not,
directly or by implication, disallow the costs of obtaining and protecting patents
to which it wants or claims license rights and, in addition, it should bear its
allocable share of patent costs incurred by the contractor.

XX. PROFESSIQNAL SERVICES COSTS ~ Section 15-204.2(ee)

The success of a suit against the Government, or of defending a suit brought
by the Government, is proof of the contractor?s inherent rights. The professional
costs of defending these rights should, in all fairness and equity, be allowable.,

Technical corrections and changes are also desirable in the tests of
reasonableness and allowability contained in subsections (1) and (2) of this
section.
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XXI. RECRUITING COSTS - Section 15-204.2(gg)

We would prefer to see the subject of ''special benefits or emoluments™
dealt with affirmatively. As presently written the use of f'standard practices in
the industry’® as a criteria for allowance would be most difficult if not impossible
to administer and determine. Therefore we recommend changing the last sentence
in this paragraph to read: "Reasonable costs of special benefits or emoluments
offered to prospective employees are allowable."

XXII. ROYALTIES - Section 15-204.2(i3)

This section needs material revisions and deletions. The determination
of the unenforceability of a patent (see subsection (iii)), or of its invalidity
(see subsection (ii)), are judicial functions, which under no circumstances should
ever be left to the determination of a contracting officer.

Royalty payments are usuvally based upon contractual obligations freely
negotiated at arms length., There is no reason why it is not enough to subject
them to ordinary tests of reasonableness.

XXITI, SELLING COSTS - Section 15-204.2{kk)

The philosophy that selling and distribution expenses are generally
unnecessary in securing Government business, and hence are unallowable, fails
to recognize the meny indirect benefits the Government gains from a contractorf®s
sales, distribution and sales engineering functions. The paragraph as written
would permit an allocation of only those expsnses which consist of fttechnical,
consulting, demonstration and other services’ for purposes of adaptation of the
sontractor?s product to Government use, This is an unwarranted limitation and
this category of expense should be fully allowable, subject only to tests of
reasonableness and allocability.

XIV. TAXES - Section 15-204.2{(00)

This section requires technical revisions to bring it into accord with
recent court decisions, and to permit & contractor to protect property against
tax lien enforcement, and to protect its interests in a timely manner when the
Sovernment fails to meet date deadlines.

XXV, TRADE, BUSINESS AND PROFESSIONAL ACTIVITY COSTS - Section 15-204.2(pp)

Here again, exclusions by definition occur. One omits from allowability
nembership costs in service organizations which in fact are required to preserve
2 corporation’s status in its plant communities. The other places overly narrow
jpalifications (i.e., "dissemination of technical information or stimulation of
sroduction®) upon meeting and conference expense allowability.

XVI., ADDITIONS NEEDED FOR TERMINATION SETTLEMENTS

Recognition should also be given in the Cost Principles to the following
~.dditional types of costs which are experienced by contractors under termination
>laimss

Common claims of subcontractors
Costs continuing after termination
Initial costs (including high start-up costs)
Interest on borrowings . . .
ss of useful value of special machinery and equipment
Pregaratory expenses
¢

SpLuiggent, gxyenses

Subcontract setitlements
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Washington 25, D. C.

Dear Mr. Mulit:

During the meeging with industry representatives on May 21, 1956, your
office granted industry the opportunity to submit further written recommendetions
end comments concerning the most recent draft of the proposed Revision to Part 2
of Section XV - Contract Cost Principles - of the ASPR. Also, it was agreed that
such recommendations and comnents would be examired and evaluated prior to the
publication of the Revision.

The members of the Automobile Manufacturers Association believe that, in
certain areas, the proposed Reviesion should be changed to further amplify or clarify
specific provisions and also that other provisions should be revised to make them
more acceptable to industry. The members of this Associatlion have requested that I
forward to you their comments and suggestions, which are as follows:

15-200' Scope of Part

It is strongly recommended that this peragraph be expanded to 1ncorporate
a statement to the effect that this Part (2) 1s not applicable to fixed-price con-
tracts including those providing for price redetermination. Until such time as
this paragraph clearly so states, there will be Procurement and Audit personnel who
will continue to use 1t as a gulde in connection with such contracting despite the
Department of Defense Instruction to the contrary. Also, reference to Part 7 should
be deleted until such Part has been 1ssued,

15-201.2 Pactors Affecting Allowability of Costs

It is believed that the factors affecting allowabllity of costs, as set
forth in this paragraph should be used as a guide by Contracting Officers but that
Audlt Agencies should not be allowed to pass judgment on the type of determination
listed as item (1) and tht such limitation should be cleerly stated. This can be
accomplished by changing item (1) to read '"reasonableness, as determined by the
Contracting Officer",

Many contracts contaln express sllowance of certsin costs. Therefore,
item (1v) should not be restricted to limitations of costs but should be revised
to read "any limitetions set forth in this Part 2 or any pertinent provisions
otherwise included in the contract as to types or smounts of cost items."
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15-203.1 General

It 1s suggested that the third sentence of Subparagraph (b) be revised
to read "In order to be acceptable, the method used in connectlon with Government
contracts shall, insofar as possible, conform with generally accepted accounting
practices, provide uniformity of treatment for like cost allowances, be applied
consistently, and produce equitable results.” It is not always practicable
for Contrectcrs to edhere strictly to a method because of circumstances_ pecullar
to 8 particular contract.

15-204.2 (a} Advertising Costs

All of the Contractor's advertising costes that ere reasonably allocable
to the contract should be allowable. Therefore,it is recommended that this
subparagraph be deleted end that the principles of ASER 8-402 b.(1) be sub-
stituted therefor.

15-204.2 (b} Bidding Costs

There should be no question as to the acceptance of reasonable and
equitable bidding costs. The last sentence of this subparagraph should read
"Bidding costs will be accepted if found, by the Contracting Officer, to be
reasonable and equitable.”

15-204.2 (¢) Civil Defense Costs

Because of the ever-changing situation with respect to civil defense actl-
vities, Contractors could be forced into the position of having to contribute
substantially to some local civil defense project and should not be precluded
from recovering such expense in contract pricing. Therefore, the last sentence
of this subparegraph should be deleted, without substitution.

15-204.2 (d) Compensation for Personal Services

The last sentence including items (1) add (11) should be deleted, without
substitution. No limitation should be placed either upon the employer contribution
or upon the amount pald or accrued with respect to deferred compensation benefits.
There are already sufficient restraints in the area of reasonable costs. Also,
in the case of some Contractors, the basic salary or wage is nominal in relation
to the additional compensation benefits wlith the sum of the two being relative to
the services rendered. Without such plan the Contractor may not be able to attract
and retain personnel necessary for both Government and non-Government business.

15-204.2 (e) Depreciation

Subparegreph (3)(11) should be deleted and the following substituted in lieu
thereof '"after the end of the emergency period, shall be computed by distributing
the remaining undepreciated portion of the cost of the emergency facility, including
any amount of unrecovered "true depreclation", over the balance of 1ts useful life
(but see (4) below.)" In instances where the facilities are utilized in the per-
formance of defense contracts during the post-emergency period, Contractors
should be permitted to recover in the post-emergency period as an element of
contract cost the original coet or the applicable portion thereof of the facilitles
less "true depreciation" actually recovered during the emergency period.
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15-204,2 (f) Employee Morsle, Health and Welfare Costs and Credits

It is suggested that 'recreation programs” be included in the examples
set fPorth in the first sentence of this subparagraph.

15.20k4.2 (g) Food Service Costs and Credits

The lest two sentences of this subparagraph should be deleted and the
following sentence substituted: 'Reasonable losses from operation of such
services are allowable provided, however, that such losses are allocated to
all activities served." Reasonable losses should be allowable, as are other
employee morale, health, and welfare costs, and should not be dependent upon
the policy of the Contractor to operate the service at elther a profit or
a loss.,

15-204.2 (h) Fringe Benefits

The words "which constitutes, in effect, an implied agreement on the
gontractor's part" should be deleted from the last sentence.

15-204.2 (1} Insurance snd Indemification

Subparagraph (4) states that actual losses not reimbursed by insurance
are unallowable unless expressly provided for in the contract. This is in-
equitable as Contractors should be entitled to recover the portion of such
losses that is equitably allocable to the contract. It is suggested that this
Subparagraph (4) be rewritten to read as follows: "Actual losses not re-
imbursed by insurance (through an approved self-insurance program or otherwise)
are allowable. Such losses shall be allocated to individual contracts on
an equitable basis.

15-204.2 (k) Maintenance and Repair Costs

Subparagraph (2) should be deleted since it forces the Contractor to
anticipate future abnormal conditions that may be encountered at the time of
entering into a contract. Furthermore, it requires the Contractor to convince
the Contracting Officer that an abnormal condition will exist in the future.
This could be the source of considerable misunderstanding and argument since
opinion plays an important role in maintenance and repair items.

15-204.2 (m) Material Costs

In subparagraph (6) the second reference to (1) and (11) should be
chenged as they are duplicated within the subparagraph. Also the second
item (1) should be changed to read:

“the transferor's sales price to its most favored customer for
the same item in like quentity and under similar circumstances; or"
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15-204 .2 (p) Pension Plans

The first paragraph of Subparagraph (3)(1ii) should be deleted and
the following inserted: "in cases where the Internal Revenue Service with-
draws approval of e plan, amounts allocated to contract costs subsequent to
withdrawal of the approval will become unallowable, if they -". Contract
costs allowable under Internal Revenue Service approvels should not be dis-
allowed retroactively but only from the date the approval is withdrawn.

15-20L .2 (r) pProfessional Service Costs--Legal, Accounting, Engineering and Other

The cost of successful defense of anti.trust suits, and the successful
prosecution of claims against the Government should be allowable under the
provisions of Subparagraph (3) end should be so stated.

15-20k .2 (t) Rental Costs (Including Szle and Leaseback of Facilities)

The restriction, set forth in Subparagraph (3), on amounts of
allowable rent for facllitles covered by sale and leaseback agreements
18 not equitable. Meny contractors would be unable to finance the facilities
requlired and, even if they could borrow the necessary funds, interest on the
loan would not be allowed as a cost. However, in order tpguard against
abuses, the allowable rental on facilities covered by sale and leaseback
agreegents should be based on the same factors as those in Subparagraph (1)
for rental costs of land, buildings, and equipment and other personal property.

15-204.2 (u) Research and Development Costs

Allowability of costs for either general or related research work
should not be limited to either those costs "specifically provided in the
contract” (Subparagraph (2)) "or are releted to the contract product line"
(Subparagraph (3)) but should be ahlowable if equitably allocated to all
work of the Contractor. As thls subparagraph is now written it could impose
a hardship upon a large Contractor whose research activities encompass both
"general" and 'related" research in a common department or division. In
such cases, it would be impracticel to segregate the "related" costs from
the totsal costs.

Subparagraphs (2} and (3) ‘provide that the Contractor disclose to
the Government the purposes and results of its research and developmemt
work, for the cost of such work ‘to be allowable in contract pricing. This
condition is unacceptable and should be deleted, without substitution.
This condition could require the disclosure of information of the type which
the Contractor desires to protec t from use by competitors in industry and
which he would so protect in the.course of his regular business as one of his
most valuable assets.

Subparagraph (5) should be deleted, without substitution.
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15-204.2 (w} Severance Pay

The second sentence of Subparagraph (1) should be reworded to
read "Costs of severance pay are allowable, in sach case, if it is paid
as the result of (1) legal requirements, (il) employer-employee agreements,
(111) established policy of the Contractor, or (iv) the circumstances of
the particular employment."

The entire first sentence of subparagraph (2){i1) should be deleted
and the following substituted: "abnormal or mess severance payments actually
made upon cessation of work when there is no reasonsble prospect of con-
tinuing employment on other work of the Contractor is allowable. The amount
allowable shall be determined by assigning the total cost of actusl mass
severance payments to the appliceble contracts existing at time of severance.'
Unless this change is made, the provision is most inequitable to Contractors
as recovery cannot be made for amounts allocated to contracts completed
prior to the date the mase severance costs are incurred.

15-204.3 (c) Contributions and Donations

It 1is inequitable to disellow contributions and donations which are
a normal cost of doing business and which, as good citizens of a community,
Contractors sre required to make. This suoparasgraph should be revised to
allow such expenses, when the Contracting Officer determines them to be
reascnable,

15-204.3 {e) Excess Fgcility Costs

This subperagraph should be rewritten to read "Unless otherwise pro-
vided for in the contract, these costs are unallowable."

15-204.3 (g) Interest and Other Financial Costs

Interest and other financial costs are good costs and should be
allowable in contract pricing. Alsc, interest on borrowings is subject to
conslderation in the settlement of termination claims as set forth in
ASFR, 8-402 b.(14) and should likewise be allowed as cost in comnection
with cost-type contracting.

15-204.3 (k) Profits and Losses on Disposition of Plant, Equipment or
Other Capital Assets

This subparagraph is contrary to the provisions of ASPR 8-402 b.(16)
which allows the recovery of such items. It is recommended that the ap-
Plicable provisions of ASFR Section VIII be substituted for the presently
proposed language.

15-20%.3 (1) Reconversion Costs

There 1s no reason for the disallowance of any reconversion costs
a8 they are defined in thds subparagraph.
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In sumary, 1t is strongly recommended that industry's views aB
brought out in the May 21st meeting and as supplemented by additional
written comxents, such as those contained herein, be incorporated in the
Revlsion prior to publication.

The members of our Assoclation sincerely appreclate the opportunity

to submit thelr comments on the prorosed Revision and hope that thelr
views prove to be of assistance to you.

Very truly yours,

/8/ William J. Cronin
Managing Director
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Washington 25, D. C,
Dear Admiral Thomas:

On behalf of RETMA I wish to express appreciation for the
opportunity of attending the May 21 meeting at the Pentagon to
discuss the proposed revision of ASPR Section XV, Part 2. This
letter also serves to reply to the informal invi%ation extended
at the meeting to submit comments.

The Accounting and Cost Principles Task Committee of this
Association gave full consideration to the revision proposed a
year ago; comments and recommendations thereon were submitted on
June 20, 1955. We were pleased to note that the current revision
indicates your adoption of some of the recommendations advanced
by this and other industry associations. However, many other
important recommendations were not accepted. The position of our
Association with respect to these 1is unchanged.

¢ We have reviewed the new proposal but feel the need to
protest that the time allotted is unreasonably short in view of
the impact that it may have on Indusiry. Thé approach of this
Part 2 is that of anh audit manual as distinct from an outline of
accounting and cost principles. This can give rise to serious
problems in contract negotiation and in the recovery of true costs
since ASPR Section XV, Part 2, is made a part of cost-reimbursement
type contracts. Contractors' accounting systems are based on the
needs of their businesses and have been evolved under competitive
conditions., Many of them have been approved by the Departments
with which they do business.

 Viewed generally, the new draft does the following:

(1) It singles out numerous items as unallowable
where the Regulation was formerly silent., ThIS bars
both the Govermment and indtUstry from judging the
allowability of items on the basis of reasonableness
and allocability of the contract.
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(2) 1In fifteen instances specific provisions are
required in the contract or the item is unalldwable.
Because of the negative phrasing, contracting officers
presumably will have to separateiy Justify the inclusion
in contracts of each and every one of these items.

(3) In numerous instances the proposal prescribes
the accounting procedures to be followed. These could
be at variance with existing procedures of the contractor
based on the needs of his business.,

(%) It classifies as unallowable items recognized
as costs under sound accounting practices and the
present policies of the Services.

The adoption of your proposal will present contractors with
the serious problem of performing contracts negotiated be e
the revision under the cost prineciples of the existing Part 2,
and performing contracts negotiated thereafter Im-accordance
with the proposed new requirements. This will“Tresult in
confusion, administrative difficulties and serious harm to the
contractor. The confusion and difficulties will be compounded
if, as we understand, the proposed Part 2 is soon to be replaced
by yet another revision.

We understand that the paragraphs on General Research,
Contributions and Donatioﬁ§7”§ﬁd”?¥£fit Sharing Plans are still
under consideration. These three categories of costs vitally
affeet (1) the growth of our industry and its ability to play
an important part in the National Defense, and (ii) the ability
of industry to contribute its share to the public welfare, and
(1ii) the ability of industry to grow by virtue of being able
to offer incentives to employees. Arbitrary or ill-considered
decisions in these areas could have harmful effects completely
out of proportion to any relatively small savings to the
Government that might be reflected in contract costs.

(1) With respectto the fifteen items classed as unallowable

unless the contract specifically provides otherwise, we recommend
. that these be considered allowable subjeet to the test of

reasonableness and allocability. Where costs have been properly
incurred, it seems unreasonable to expect that the contractor
will be precluded from recovery either because he was unable to
anticipate the incurrence, or overlooked the requirement for
their inclusion, or, because of the situation prevailing at the
time of the negotiations, was unable to convince the contracting
of ficer of the need for their inclusion.
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The language employed seems to direct the contracting
officer to class these costs as unalldWarleamd—plraces the
burden of justifying the inclusion of special provisions on
the contractor. This prejudices the contractor's position
from the outset, particularly where so many items are involved.
Also, specific justification ean depend upon circumstances that
may not arise until long after the contract has heen negotiated.

As a less desirable alternative to the above, we recommend
as a minimum that these fifteen categorie¥ 3T 2u¥T: be accorded
treatment patterned after the exlisting procedures now embodied
in Part 5 of Section XV of the Regulation, that is, state that
these costs are allowable when circumstances warrant and
indicate that they are to be so considered at the time the
contract 1s negotiated.

(2) The new proposal disallows losses not reimbursed by
insurance through an approved self-insurance program or other-
wise, unless expressly provided for in the contract. This is
one of the items discussed from a general point of view in (1)
above. However, the importance of this topic warrants that it
be given additional consideration.

Insurance clauses in contracts to a very considerable
extent give the contracting officer the right to l1imit the
amount and kinds of insurance contractors carry and to direct
them to carry insurance in specific amounts, etc. Under these
circumstances, losses in excess of amounts covered by insurance
or losses for which no insurance was deemed necessary by the
contractor or the contracting officer should be allowable,

(3) In connectiop _with the subject of fully depreciated
assets, the recording/zﬂe contractor's book of accounts of
accelerated amortization should not be considered as depreciation
for the purpose of determining whether an asset has been fully
depreciated.

(%) The proposal with respect to pension plans does not
fully recognize that contractors are committed to pension plans
by virtue of union contracts, employee agreements, etc., The
costs of such plans are a necessary and true cost of doing
business.

Under the proposal the Government may at any time in the
future recover any credits or gains that may then be determinable
as having arisen from abnormal employee terminations. No
corresponding provision is made, however, where later results
show that the contractor under-recovered during the period of
contract performance.

Specifically, we would recommend that pension plans approved
by the Internal Revenue Service should automatically be considered
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acceptable by other Government agencies. In addition, approval
of a contractor’s plan by the military Department having audit
cognizance should be mandatory on other Departments.

With respect to credits or gains arising from atnormal
employee termination, no specific method should be preseribed.
Instead, treatment should be based on whatever method is
mutually agreed to be fair and reasonable in light of all
circumstances.,.

(5) As an editorial comment, Paragraph 15-204.2 (ee) seems
to have overloocked a statement on the allowablility of costs for
travel incurred 1n relation to specific contracts which,
depending upon the contractor's system, might be recovered
either as a direct charge or in overhead.

(6) Paragraph 15-203.1 (c) sets an arbitrary maximum of
one year as the length of the base period. This limit should be
for guidance only.

In conclusion, we hope you will find the ahove comments of
value. We are confident that the basic policy of the Defense
Department with respect to the recovery of costs under cost-
reimbursement contracts 1s to provide means and assurances for
the contractor wholly to recover his legitimate costs. A policy
vhich would provide for anything short of this would, in effect,
shift a portion of the cost of contract performance and result
in an unreasonable and Inequitable burden being placed on the
contractor.

Sincerely yours,

E. E. McClaran, Chairman
Accounting and Cost
Principles Committee

mr
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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 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 with respect to new and existing contracts
with colleges and universities under the revised ASPR Section XV, Part 3, are
contained 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 amendment
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) Existing Cost-Reimbursement Type Contracts,

(1) Total costs measured under the revised cost principles 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-reimbursement contracts. 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
the case of a particular concern when it is acting as a prime contractor and also
as 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 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 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
consideratioh in those limited situations where the amendment of existing cost-
reimbursement 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

action to be taken,




{3) Where existing contracts are amended to incorporate the re-
vigsed 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-Reimbursement Type 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«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 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 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 "{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 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 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,

3




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
Jor 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-reimbursement Type Subcontracts. Any amendment 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 prifne 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 aydit
reports, auditors will use the cost principles incorporated in the contracts in the
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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,

/sl
PERKINS McGUIRE
Assistant Secretary of Defense
(Supply and Logistics)
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The folloving recamendations grow out of the industry-government meeting
comamngcmmcmmmuwxsmmm.

APPLEABI!.E'Y The industry spoakars epcke more sgainst the substantive
mmammmmmommmuam
¥r. Pilson established the for eosts in the procurement
pmmmnmmuaummummv. It is recomnended
that Do change therein be takem.

ALL COST's nmmtumwuwmtq :ltmtou
et Dndustry 414 not establish the necessity ofeen;meoubto

goverment Wsiness--eutartaizment for example. It is recomended
that the ALL COST concept not bs adopted.

REASONABLENESS AND ALIOCABILITY: We 8o not feel that infustry was

percuasive on thelr contentions here. We recommend mo change im
philosophy with respact thereto.

ADVARCE UNIERSTANDING: Sinece there can be no better conclusion of

reasonableness and allocability than that vhich is specifically
negotiated, we recommend contimmtion of the advance wnderstanding
concept. Whether the items enumerated thereunder are correct ought
10 receive further consideration. Industry may have something wvhen
1tpomumtmnhcmotammmhamntbram or
even three, (A,N, & AF) negotiation. In this, however, the entire
contracting officer concept is brought in fssne and & suitabtle solu-
tion which will pot seriously affect this very important presemt
theory.

mvmrsm'sz Ve thought that industry put up & good cese for the

ty of advertising for the purpese of securing subcontrecting
sources and scares materials. They put up a reascasbly good case for
institutionsl advertising as well. We recommend that the former be
alloved and thet allowebility of the latter, with eppropriate limita-
tions, bYe reconsidered.

COMPERSATION: mrymmmmmotmm m
E,m;@muy,umcwm ‘-ﬁ‘

%Ag%om: m.mwmﬂmmmmmunt' .
bution which was to the effect that vhile it wes &ifficult ¢o
separete general and epplied research, it wes that industry
substantially 4id research only for which they sos deefit.
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