
8. Contributions and Donations.
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' Industry Position - 1,

Industry objects strenuously to our proposed
disallowance of contributions and donation••
Industry claims that expenditures for con
tributions and donations are normal and
legitimate costs which they must incur.
Industry feels that the possible problem of
excessive gifts can be solved by the establish
ment of certain tests of reasonableness whioh
are acceptable to both industr,y and gover~nt.
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10 Sept 1957 - 8/21/58 Draft

Contributions and Donations. Contributions and donations are unallowable.
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We do not feel that all contributions and do
nations should be allowable. However, we pro
pose an extensive change in this principle
to allow the costs of reasonable contributions
to establis~~on-profitcharitable organizations.
The Air Force representative does not concur in
this change from the 21 August draft. The follow
ing addition to the 21 August draft is proposed:

"Retlsonable contributions and donations to es
tablished non-profit charitable organizations are
allowable provided they are expected of the con
tractor by the community and it can reasonably be
expected that the prestige of the contractor in the
cODUl1Ul1ity would suffer through the lack of such
contributions.

liThe propriety of the amount of particular con
tributions and the aggregate thereof for each
fiscal period must ordinarily be judged in the
light of the pattern of past contributions, parti
cularly those made prior to the placing of Govern
ment contracts. The amount of each allovable
contribution must be deductible for purposes of
Federal income tax, but this condition does not,
in itself, justify allowability as a contract cost. II
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Latest Suggested Revision

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

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

Issue

10. Training and Education.

~

11. Plant Reconversion Cost.

lasue

12. Overtime.

Industry Position

Industry argued strongly that interest on
borrowings made necessary by our contracts
should be allowed as a cost against our con
tracts. Industry contends that the nuctu-
ating nature of government business precludes
availability of equity capital in many instances.

Industry Position

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

Industry Position

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

Industry Position

Industry's recommendations here are limited
to requesting a clarification between over
time premium pay and fixed premium pay J both
in ASPR Section XII and the proposed Cost
Principle s.
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We do not feel that Industry has made a case
for allowance of interest as a cost. We feel
that such allowance would provide a preference
for one method of obtaining capital requirements
over other methods, and therefore would provide
an incentive for borrowing for the performance of
our contracts.

I
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Government Position ;-
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Government Position

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

Government Position

Vhile retaining the substance of our previous draft
of this principle, we recognize the industry argument
that the payment of reconversion cost on a case by
case basis should not be precluded by the cost princi
ples.

Government Position

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

Current Proposal

No change from the 21 August draft.

Curr@nt Proposal

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

Current Proposal

No change from our 21 August draft.
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Industry Contention

Issues in Items of Cost
(in Brief)

Evaluation and Recommendation

1. Advertising Costs: (i) product
advertising creates mass marl;:ets,
which, in turn, contribute to
industryf s ability to perform
defense work cheaper; (ii) in
stitutional type advertising
affects employee and community
relations and stimulates in
terest in employment; and (iii)
the re~uirements of carrying out
the contract sometimes require
advertising for scarce materials,
subcontracting and the lU;:e. It
is contended that all should be
allowed.

2. Bad Debts: Although the Govern
ment al'W8.ys pays its bills there
are bad debts flowing from Govern
ment business which justify al
lowability of some bad debts.

,~.. 3. Plant Reconversion Costs. Recon
version from defense work to civi
lian work may be so costly as to
~~e it inequitable to require
such reconversion to be paid for
by the new production. It is
suggested that allowabillty
should be stated in such a way
as to not preclude payment there
for by the Government.

4. Rental Costs. Industry objects to
the limitations of costs to
"normal costs of ownership" of
(i) interplant rentals, and (ii)
facilities under sale and lease
back arraIlt"~ements, contending
that the general rule ought to
be "OPen market" rental worth of
the property.

- 3 -

Both product and institutional type
advertising are designed to influence
the general public and should be so
allocated. Hhile we should aJ.low
the costs of carrying out the con
tract, 'VIe have found no reasonable
way of separating this very small
item from the above and therefore
it is recommended that this expense
be absorbed in the fee allowance.

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

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

\'le must remove the incentive for a
contractor to increase the cost of
the Government by his own action.
'lli.e limtation of costs to the
"normal cost of' ownership" ac
complishes this purpose. Recom
mendation: Allow only the "normal
cost of ownership" in the two
situations described.



5. Research and Development. Allow
ance of applied research upon a
product line basis, a.nd disallow
ance of such product line research
in research contracts, is criti
cized. The AIA criticizes, as
they did in their presentation
of 22 January, the requirement for
negotiation of the research ex
pense.

6. Tre1n1ng and EducationeJ. Costs.
. Industry objects to (i) the limi
tation of 2 hours a week for
classes during working hours,
(ii) allowance of only tuition,
etc. , (but not saJ.ary and sub
sistence) at post graduate levels
and (iii) unallowability of grants.

- 4 -

Applied research has for its purpose
the development of im.Provement of
particulaa:- hardware. As such, it is
appropriate that the cost thereof be
borne by the product line involved
and since the cost should be absorbed
through sales of the product line,
it should not be allocated against
other research projects specifically
a.warded to the contractor. Recom
~: Ho change.

-The entire program was developed by
the procurement, manpower and re
search interests of OASD and the
military departments as a. rea.sonable
program under today t s condi tions.
Recommend: Ho change in the principle.
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ISSUES IN ITEMS OF COST

Virtually every item of oost has been the subjeot of some

oritioism or comment by some of the respondees. Many of these

appear solvable by editing some of the points into the dooument.

As might be expected, all of the Assooiations did not make the

same comment nor oritioize the same element. In order to reduoe

the problem to the oosts whioh were subjected to the most oonsis

tent and broad critioism, the following are disoussed:

1. Advertising Costs (a).

2. Bad Debts (b)

3. Compensation for Personal Servioes (f)

4. Contributions and Donations (h).

5. Interest and other Financial Costs (q).

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

7. Plant Rehabilitation Costs (cc)

8. Rental Costs

9. Researoh and Development (ii)

10. Training and Eduoational Costs (qq)



1. Advertising Costs (a)

Conte::ltion

NAIvi~ NSIA~ MAPI, AMA.~ AIA~ C. of C., EIA, and CPA were oritioal
of the ooverage of the draft of this item. The reoommendations
centered upon the allowability of produot and institutional advertis
ing, subject only to allocability and reasonableness. ~ith respect to
produot advertising one association suggested that in the establish
ment of mass markets ~ the Government has reoeived prioe benefits whioh
justify the proposed aotion. All oontend3d that INSTITUTIONAL TYPE
ADVERTISING should be allowed sinoe suoh advertising "informs the
public on matters of general interest, stimulates interest and the
Wursuit of oareers in soienoe and engineering~ or affeots employee
relations." The Amerioan Institute of CPA's notes that it is."reason
able to allow the oost of advertising for soaroe materials, or for
seoond-hand maohinery when new maohinery is hard to obtain."

Evaluation

Industry generally seems to admit that product advertising ought not

to be allooated against Government oontraots. Institutional advertising

may result in some benefit to the Government under oertain oiroumstanoes~

but that benefit is somewhat elusive and thus reasonableness of cost is

extremely diffioult to determine.

On the other hand, advertising for needed specifio materials~ sub-

oontraotors, engineering proposals, and the like, for the purpose of

carrying out the oontraot, establish the kind of a relationship whioh

justifies allowanoe.
Raoommendation

1. Disallow produot and institutional advertising.

2. Adjust advertising for "soaroe material or for seoond-hand

materials" and for other advertising direotly related to the a.coomplish-

ment of the contraot mission.

2. Bad Debts.

Contention

NSIA~ MA.PI~ AMA, AIA~ C. of C., and EIA proposed modifioations
of the bad debts prinoiple. Generally it is stated that the un
allowability of bad debts is too sweeping sinoe~ it is asserted



that there are many kinds of oredit losses as Ita result of handling
Government business."

Evaluation

There is some merit to the argument that there is a possibility of

losses in oonneotion with subcontract operations whioh might be oonsidered

to be in the nature of bad debts. However this is insignifioant. Since

the major souroe of bad debts relates to oustomers l and since the

Government l as a customer l pays its debts. such expense is not allooable

to the Government.

Reoommendation

Continue to disallow all bad de~tBr-
3. Compensation for Personal Servioes (f)

Contention

It is oontended that the proposed coverage whioh disallows oom
pensation plans based upon or measured by profits of the immediate
distribution type (so-oalled profit-sharing plans) and stook option
teohniques of oompensation. imposes "arbitrary limitations upon
allowable personnel oompensation based on the form in whioh oo~

pensation is paid" rather than upon the reasonableness of the total
oompensation using all forms.

Evaluation

The above is a general oomplaint. In September. 1957. when it was

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

oonsideration so that the projeot could move forward several oompromises

were reaohed and one issue Was determined by SECDEF. Profit sharing un-

allowability was determined by SECDEF. Similar treatment of the oosts

of stook options was one of the oompromises. The issue was aooompanied by

a memorandum whioh states. in part:

1I •• it is proposed that tr.is set of oost prinoiples be furnished

immediately to the industrial associations for oomment and after

full oonsideration of suoh comments and appropriate modifioations

2



of the prinoiples, that they be inoorporated in the Armed Services

Proourement Regulation."

In determining the issue for the purpose of seouring oomment,· SECDEF

determined the matter by disallowing profit sharing.

Industry contends that both profit sharing and stook options are

appropriate forms of oompensation and argues:

a. That immediate distribution compensation plans based

upon or measured by profits--

1. are beooming inoreasingly more widely used as a means

of oompensating employees and offioers for servioes rendered.

2. are "oosts" by generally aooepted aooounting principles

and praotioes, as distinguished from a distribution of profits.

3. are allowable for tax purposes and in renegotiation.

4. are aocorded different treatment from bonuses (whioh

are allowable under the draft). This distinotion is unsound sinoe

they "are treated alike by the employer for other purposes."

5. were recognized as "essential to the ultimate main-

tenance of the Capitalistio System'· in 1939 by a Senate Suboommittee

which investigated profit sharing (bi-partisan - Senators Vandenberg

and Herring).

b. That Stock Options--

1. are a proper means of oompensating employees for services

rendered.

?. are recognized as costs by "generally aocepted aooounting

prinoiples and practices."

3. are allowable for tax purposes.

Reoommendation

Allow immediate distribution type oompensation plans whioh may be

3



dependent upon or measured by profits and the cost of oompensation paid

by stock opti)ns both sUbjeot to the negotiation requirement of

ASPR 15-204.1(b).

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

Contention

NAH~ NSIA. MAPI, AliA.~ AIA, C. o~ C., EIA and CPA were oritioal
of the disallowanoe of all oontributions and donations. It is
stated that every oonoern is oalled upon to contribute to looal,
state and national oharitable and non-profit organizations and to
fail to do so would seriously impair the prestige of the oontractor
and result in adverse public opinion and employee disoontent. It is
stated also that suoh oontributions aid in the development of teohnical
education and scientific research and are essential for the publio
welfare. It is stated that suoh oontributions are allowable for Inoome
Tax purposes and have been allowed by the ASBCA in their findings.

Evaluation

We believe that this element of expense is an insignifioant element

and that a oase oan be made for the soundness of the polioy of alloWing

reasonable oontributions under the basio premises of our projeot.

Reoommendation

We reoommend allowance of this element.

5. Interest and Other Finanoial Costs (q)..
Contention

NAM:, NSIA, AMA, hAPI, C. of C., EIA oritioize the unallowability
of this item. On the other hand, the AIA seeks the allowability ot
interest only when it is assessed as a result ot protecting rights
of the Government and at the Government r s direotion. CPA"agrees
with the disallowanoe of interest oosts it it is made clear that
the profit allowed is to be large enough to oover interest on the
turnover of borrowed oapital in addition to a return on equity
capital, thus assuring equitable treatment of contraotors employ-
ing different methods of financing. IlThose olaiming allowability
of interest assert that it is a normal and legitimate oost ot
doing business allowable by the oourts, for tax purposes, under
renegotiation, under ASPR Rection VIII, that the GAO would not
objeot; and finally, that the recent DOD restrictions upon finan
oing of inventories and work in prooess neoessitates, and that the
DOD Direotives require, Ilthat oapital investment by the Contraotor
will be taken into oonsideration in determining fixed-fee or allow
able profit."

4



...- Evaluiltion

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

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

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

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

in light of the capital investment by the Contraotor.

Reoommendation

We reoommend that this oonoept be appropriately introduoed into the

prinoiples. This oould be done with the concept used in DOD Direotive

7800.6, as follows:

"However, the extent of the oontraotor's oapital investment
in the performanoe of the oontraot will be taken into consideration
in the negotiation of the fee or price, as the Oase may be."

6. Overtime, Extra P~ Shift and Multi-Shift Premiums (y)

Contention

NSrA., AIviA., AIA, hAPI, C. of C., ErA. and CPA oriticize this
prinoiple stating that the dra:Ct perpetuates the exist:""'.g dif
ficul ties vrhioh are presently being oorrected. It is B'~ated

that what is required is a sound, operable overtime and extra
pay shift po1ioy with a prinoiple embodying the revised polioy.

Evaluation

..-..,

We have found industryrs oomplaint justified to the extent that the

basio polioy has been adjusted. The adjustments have been ooordinated

with the HSIA Defense Advisory Counoil and have been oonsidered fair

and operl'teJ.e.

Re 0 ommen(":<;""~ion

Embody the revised po1ioy into an appropriate principle to the

following effeot:

Vlli.ile oontinuing the basio polioy against unneoessary overtime:

1. reduce administrative burdens on both Government and
i:rdustry

5
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2. retain oontrol by the Government of overtime premium
and shift premiums at Government expense of an extended
nature

3. permit oontraotors to exercise management judgment with
respeot to overtime or ext,ra pay shifts whioh are of a
sporadio or emergenoy nature, or which reduoes overall
oost

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

1. Plant Reoonversion Costs (00)

Contention

NN~~ NSIA, AU~~ C. of C.~ EIA and N~PI are oritical of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by suoh removal.
It is contended that the nature of the Contraotor's business and
the use of the plant and the extent of his involvement in defense
proourement programs should be the determining faotor in the
determination of whether these oosts are allowable. The argument is
made that while the non-allowabili~may be correot with respeot to
minor plant adjustments to undertake defense work~ major or abnormal
ohanges ought to be allowed "on the basis of negotiation"~ partioularly
where there is knOWledge that after performanoe of the Defense work
the oontraotor will resume his previous operation.

Evaluation

The proposed action WaS taken in the belief that make-reaqy expense

ought to be allocated against the ensuing production. Thus~ the Govern-

ment ought to allow the costs of preparing for the production under its

oontraot and the oivilian produotion ought to take oare of the make-rea~

for the new production--thus suoh expenses should not be allocated against

the Goverr.ment oontract. Not'.,ithstanding~ we found it neoessary to both

remove GoYe~nment property from the contraotors premdses and to rehabilitate

the premises "oaused by suoh removal".

Reoommendation

~mintain the prinoiple.

8. Rental Costs (hh)

6



Conter..tion

NSIA, Ali-, MAPI, C. of C., EIA., and CPA are critioal of two
provisions of the principle (i) the limitation on inter-plant
rent~,ls that ~ uch should not "exceed the normal oosts of ovmer
shipll and (ii) and that in general sale and lease back situations,
subject to negotiated exceptions, the costs should not exceed
that Itwhich would have been incurred had the oontraotor retained
legal title to the facilities." It is asserted that in both
situations the tests ought to be reasonableness of the rental,
including such other tests as lIin line with those oharged for
similar properties;" and lIcomparable to normal rental to be paid
for like facilities in the open market." It is asserted that the
sale-and-lease baok technique is an "established method of raising
capital. "

Evaluation

Both provisions are designed to maintain rentals at reasonable

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

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

oosts to that which would have occurred had the transfer not been made. At

the same time, the polioy recognizes that these are often arms-length

transactions of the type which justify cost aajlstments and the draft

makes provisions for specifio negotiations therefor. One Association

recognizes the problem. They say; liTo judge the leasebaok rental in

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

rental by the very index which the leasebaok arrangement was designed

to repudiate." Government's recognition of the validity of this argument

was the very reason for adoption of the policy. If the sale and leasebaok

teohniques is an "established method of raising oapital", there is all

the more reason why we should not allow exoess cost attributable to this

teohnique inasmuoh as we do not allow the costs of raising oapital

generally.

Reoommendation

Maintain the principle.

7



9. R~869rch and Development Costs (ii).

Contention

NA.M~ NSIA, A1'IA, AIA~ MA.PI, C. of C., and ErA. have criticized
this principle, although concluding, generally, that the present
draft repreLents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
researoh into basic and applied for the purpose of allowing the
applied on the basis of allocability to the produot line; (i1)
the non-allooability of researoh overhead to the accomplishment of
a research contract mission; and (iii) the AIA partioularly oon
tends that the requirement for negotiation to support reasonable
ness of the research expense represents an unwholesome control of
research.

Evaluation

It is reoognized that it is sometimes difficult to break down all

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

search be allocated to the product to which the research attention is

being supplied. This being true methods must be found for segregating

questionable projeots appropriately.

When research is the service being purchased it seems manifestly

inappropriate that other applied researoh expense be allocated against

such a mission sinoe, as indicated above, applied researoh should be

allocated upon a produot line basis and the oosts should be absorbed

through sales of the produot line.

Only the AIA makes a strong oase against the desirability of

negotiation of the reasonableness and allocability of researoh expense.

This problem was recently analyzed fully as a part of the AIA presentation

of 22 January 1958, and that analysis is applicable hereto. The oonolusion

reached was that this requirement must be retained since; (i) in the air-

oraft industry there are no competitive restraints to discipline the

oontractors and (ii) there is an urgent need for utilizing fully the re-

suIts of the researoh and for relating all projects to others.

8



!,ecommerdation

l&itntain the principle.

10. Training and Bduoational Costs (qq) See also Contributions and
Donations, :/1=4.

Contention

NAM, AMA.# AIA. MAPI. C. of C•• and EIA are critioal of the ex
tent of allowability included in this principle. Although the pro
posed allowanoes are considerably more liberal than the status quo.
the industry contends that it is the ourrent national policy to
stimulate soientifio and technical study and thus it is inoumbent
upon the DOD to encourage its contractors to minimize their efforts
in this regard. including oost support of the effort.

Evaluation

The present proposal:

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

(ii) allows part-time technical. engineering and scientifio
eduoation. including materials# textbooks, fees. tuition.
and. if neoessary straight time compensation for attendance
of olasses during working hours for 2 hours a week for the
year (1 oourse).

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

(iv) grants to eduoational institutions are oonsidered donations
and are unallowable by the draft.

The above policy was developed cooperatively by the procurement,

manpower and research interests of ASD and the military departments.

During the development every aspect of the problem was reconsidered and

the above was adopted as being a reasonable treatment under today's

ciroumstances.

In oonneotion with (ii) industry objects to the limitation of 2 hours

a week for the study during working hours~ Basically, this sort of

activity ought to be acoomplished outside of working hours but instances

9



were found in whioh this was not possible. Two hours per work week

appeared to be a reasonable solution.

In conneo"jion with (iii) industry objeots to the non-allowability

of salary and subsistenoe. Allooability of this expense against

Government contracts is a tight question. As a matter of polioy therefore,

we sought a reasonable solution and one in whioh a disoipline to reasonable

ness would be provided. Sharing of the expenses provides this inoentive.

Finally, industry objeots to the non-allowanoe of grants in (iv).

These were disallowed on the basis that grants are in faot donations and

should be allowed only if oontributions generally are allowable (See Item

=/t4) •

Reoommendation

Maintain the prinoiple exoept with respeot to eduoational grants

whioh should be allowed as a oontribution or donation.

10



ISSUES IN ITEMS OF COST

Virtually every item of cost has been the subject of some criticism or
comment by some of the respondees. M3.ny of these appear solvable by editing
some of the points into the document. As might be eXpected, all of the
Associations did not m&~e the same comment nor criticize the same element.
In order to reduce the problem to the costs which were subjected to the most
consistent and broad criticiem7 the following are discussed~

1- Advertising Costs (a)

2. Bad Debts (b)

3. Plant Rehabilitation Costs (cc)

4. Rental Costs

5. Research and Development (ii)

6. '!raining and Educational Costs (qq)

1. Advertising Costs (a)

Contention

NAM, HSIA, MAPI, AMA, AIA, C. of C' I EIA, and CPA were critical of
the coverage of the draft of this item. The recommendations centered
upon the allowability of product and institutional advertising, subject
only to aJ.locability and reasonableness. With respect to product
advertising one association suggested that in the establishment of mass
markets, the Government has received price benefits which justify the
proposed action. All contended that INSTITUTIONAL TYPE ADVERTISING
should be allowed since such advertising "informs the public on
matters of general interest, stimulates interest and the pursu1t of
careers in science and engineering, or affects employee relations."
The American Institute of CPA's notes that it is "reasonable to
allow the cost of advertising for scarce materials 7 or for second-
hand machinery when new machinery is hard to obtain."

Evaluation

Industry generally seems to admit that product advertising ought not

to be allocated against Government contracts. Institutional advertising

may result in some benefit to the Government under certain circumstances,

but that benefit is somelV'hat elusive and thus reasonableness of cost is

extremely difficult to determine.



On the other hand, while advertising for needed specific materials, sub-

contractors, engineering proposals, and the like, for the purpose of carrying

out the contract, establish the kind of a relationship which justifies allow-

ance, it is so minor in nature and so difficult to isolate as to indicate the

desirability that this aspect be absorbed in the fee allowance.

Recommendation

Disallow product and institutional advertising.

2. :Bad Debts.

Contention

NSIA, MAPI, AMA, AIA, C. of C., and EIA :propose.,~, modifications
of the bad debts principle. Generally, it is fi'cated that the un
allowability of bad debts is too sweeping since, it is asserted
that there are many kinds of credit losses as "a result of handling
Government business."

EvaJ.uation

There is some merit to the argument that there is a possibility of

losses in connection with subcontract operations which might be considered

to be in the nature of bad debts. However this is insignificant. Since

the major source of bad debts relates to customers, and since the Government,

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

Recommendation

Continue to disallow all bad debts.

3. Plant Reconversion Costs (cc)

Contention

HAM, NSIA, AIA, C. of C., EIA and MAPI are critical of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contractor I s business and
the use of the plant and the extent of his iIIV'olvement in defense
procurement programs should be the determining factor in the
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determination of whether these costs are allowable. The argument is
made that while the non-allowability my be correct with respect to
minor plant adjustments to underta.l.:e defense worl~, major or abnormaJ.
changes ought to be allowed "on the basis of negotiation", particularly
where there is knowledge that after performance of the Defense wor1~

the contractor will resume bis previous operation.

Evaluation

The proposed action was taken in the belief that maJ.;:e-ready expense

ought to be allocated against the ensuing production. Thus, the Government

ought to allow the costs of preparing for the production under its contract

and the civilian production ought to taJ.~e care of the mal~e-ready for the

new production--thus such expenses should not be allocated against the

Government contract. Hotwithstanding, we found it necessary to both

remove Government property from the contractors premises and to rehabilitate

the premises "caused by auch removal".

Recommendation

Maintain the principle.

4. Rental Costs (hh)

Contention

HSIA, AIA, MAPI, C. of C., EIA, and CPA are critical of two
provisions of the principle (i) the limitation on inter-plant
rentals that auch should not "exceed the normal costs of owner
ship" and (ii) that in general sale and lease bac1;: situations,
subject to negotiated exceptions, the costs should not exceed
that "which would have been incurred had the contractor retained
legal title to the facilities." It is asserted that in both
situations the tests ought to be reasonableness of the rental,
including such other tests as "in line with those charged for
similar properties,;" and "comparable to normal. rental to be paid
for lil;:e facilities in the open ma.rl~et." It is asserted that the
sale-and-lease back technique is an "established method of raising
capital. !I

Evaluation

Both provisions are designed to maintain rentals at reasonable levels

and remove an initiative of a contractor by his own action to increase
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GovernmentaJ. costs. The technique utilized is simply to limit the costs

to that which would have occurred had the transfer not been made. At the

same time, the ~olicy recognizes that these are often arms-length transactions

of the type which justify cost adjustments and the draft mal~es provisions for

specific negotiations therefor. One Association recognizes the problem.

They say; liTo judge the lea.seback rental in terms of the lessor I s costs had

he retained title is to measure the rental by the very index which the lease-

bacle arrangement WE,S d,esigned to re~udiate.II Government t s recognition of the

validity of this argument was the very reason f'or adoption of the policy.

If' the sale and leaseback technique is an "established method of raising

capital", there is all the more reason why we should not aJ.low excess cost

attributable to this technique inasmuch as we do not allow the costs of

ratsing ca~ital generally.

Recommendation

Maintain the princi~le.

5. Research and Devel~ment Costs (ii)

Contention

HAM, NSIA, AMA, AIA, HAPI, c. of C., and EIA have criticized
this principle, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research into basic and applied for the ~urpose of allowing the
applied on the basis of allocability to the product linej (ii)
the non-allocability of' research overhea~ to the accomplishment of
a research contract mission; and (iii) t·~,.;; AIA particularly con
tends that the requirement for negotiat5.·)~). to support reasonable
ness of the research expense represents ~"J. uUlvholesome control of
research.

Evaluation

It is recognized that it is sometimes difficult to break down all

research into basic and a~~lied. However it is sound that applied re-
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search be allocated to the product to which the research attention is being

supplied. This being true methods must be found for segregating questionable

projects appropriately.

~'Jhen research is the service being purchased i tscems manifestly inap-

propriate that other applied research expense be allocated against such a

mission since, as indicated above, applied research should be absorbed through

sales of the product line.

Only the AIA ~:es a strong case against the desirability of negotiation

of the reasonableness and allocability of research expense. This problem

was recently analyzed fully as a Part of the AIA presentation of 22 January

1958, Slnd that analysis is applicable hereto. The conclusion reached was

that this requirement must be retained since; (i) in the aircraft industry

there are no competitive restraints to discipline the contractors and (ii)

there is an urgent need for utilizing fully the results of the research

and for relating all projects to others.

Recommendation

~aintain the principle.

6. Training and Educational Costs (qq).

Contention

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

Evaluation

The present proposal:

(i) allows in-training and out-training at vocational
and non-college levels.
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(ii)

(iii)

(iv)

allows part time technical, engineering and scientific
education, including materials, textboolcs, fees, tuition
and, if necessary straight time compensation for attendance
of classes during world.ng hours for 156 hours per year.

aJ.lows post-graduate tuition, fees, materials for fulltime
scientific and engineering education (Bur NO SALARY OR SUB
SISTENCE), for bona fide employees for one school year for
each employee so trained.

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

The above policy was developed cooperatively by the procurement, manpower

and research interests of ASD and the military departments. During the develop-

ment every aspect of the problem was reconsidered and the above was adopted as

being a reasonable treatment under today's circumstances.

In connection with (ii) industry objects to the limitation of 156 hours a

year for the study during worldng hours. Basically, this sort of activity

ought to be accomplished outside of working hours but instances were found

in which this was not possible. This appears to be a reasonable solution.

In connection with (iii) industry objects to the non-allowability of

salary and subsistence. Allocability of this expense against Government

contracts is a tight Cluestion. As a matter of policy therefore, we

sought a reasonable solution and one in which a discipline to reasonableness

would be provided. Sheriz;g of the expenses provides this incentive.

Fina.J.J..y, industry objects to the non-allowance of grants in (iv).

These were disallowed on the basis that grants are in fact donations and

should be allowed only if contributions generally are allowable.

Recommendation

Maintain the principle except with respect to educational grants which

should be allowed as a contribution or donation.
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Issues in Basic Concepts

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

Industry Contention

Industry stated that the title of the document, "Contract Cost
Principles 11 , is a misnomer. A "princip;i.e", it is stated, is a concept
of fundamental truth, while the draft document includes additional
rules, regulations, and manual-type matter. Industry suggests that
the document be recast into "principle" format, and if audit instruc
tions are needed, they should be provided as a separate document.

Evaluation

OUr experience over many years has led us to the conclusion that what

was needed to cover cost considerations in procurement is a document which

(i) defines the cost areas, (ii) provides the necessary guidance to permit

the contractors, the contracting activities and the auditors to KNO\ol the

treatment which will be accorded for the area, (iii) is drafted in a

manner suitable for incorporation by reference into cost-type contracts

so as to stipulate a sufficient reimbursement of cost provisions, but

sufficiently fleXible to cover the problem of the cost consideration in

the pricing of fixed-price type contracts.

On the basis of this experience, the entire DOD (including the audit

and procurement elements of the military departments) is unanimous in

the view that in basic format and content we need something very close

to the present draft. The staff does not believe this to be a serious

industry objection. We believe that the argument is made simply to beg

for the moment the problem of the unallowables, but that any document

(SUCh as an audit manual) which has the identical unallowables would

be subjected to the same objections. In the event that industry wishes

to press this point it is recommended that we rename it. Among the names

could be: "Contract Principles and Rules", "Contract Costs", 'Costs in

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



Recommendation

»Untain the nature of the document and negotiate with industry on

an appropriate title for the concept.

2. Objective

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

Industry Contention

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

Specifically, NSIA says the "uniformity of treatment of contractors,

without regard to the specific type of contract involved is, undoubtedly,

a desirable goaL.. However, " ... "AMA calls it a commendable project".

EIA says that "This Association has consistently taken the view that in

theory no exception can be taken to the development of one set of cost

principles for cost-type and fixed price contracts alike, prOVided... "

NAM says "We recognize the desirability of having a single set of cost

principles to be applied to all Government contracts when costs are a

factor, provided... " AlA infers the same thing when it says that it

"has no objection to the establishment of a set of cost principles which

will be guide only with respect to the negotiation of fixed price types

contracts and which ... " LNotwithstanding, the AIA provides an actual

proposal which provides different treatment of costs for both the nego

tiation of prices and termination settlement.-! The American Institute

of CPAs states concurrence "in the idea of a single broad set of cost
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Principles provided that in their application, recognition is given

to the circumstances created by each type of contract as a part of

the conditions and factors which have a bearing on reasonableness,

relevancy, allowabili ty," etc. ML\PI, on the other hand, takes the

point of view that, "Few, if any, advantages are discernable and that

the suggestions bristles with possible disadvantages."

Evaluation

Only MAPI thinks that the objective, even with acceptance of

certain policy changes, is unsatisfactory. There is general adndssion

that the use is proper (i) in cost reimbursement-type, (ii) incentive

type and price redetermination type contracts, so long as the "sound"

policies in Part 8, Section III, Price Negotiation Policies and Tech-

niques and Section VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comprehensive set is sound. Continue the

development. See the issue entitled "Application - Contractors should

not be bound by the principles in submitting cost data in support of

pricing estimates"(paragraph 3.a.) for discussion of and recommendation

with respect to the use of the Set by contractors in the submission of

cost data by contractors to support pricing.

b. Allowance of all costs which are "normal. costs of conducting

business is necessary.

Industry Contention

The basic objective of the comprehensive set must be fairness
and equity to Government and to industry. Fairness to industry
requires recognition and allowability of ALL COSTS OF DOING BUSI
NESS to the extent that such costs are allocable and reasonable.
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Specifically, NSIA says that the "cost principles must be based

on the Government I s willingness to recognize and accept all normal

and legitimate costa of doing business. The determination of such

costs should not be subject to shadings, gradations, or special cir

cumstances, nor should allowability be conditioned on the ability of

a contractor to previously negotiate special cost allowances into in

dividual contracts. Aga.in the NSIA speaks against the "disallowance

in whole or in part of many elements of costs which are generally

considered to be normal costs of doing business, costs which cannot

be avoided merely because the Government chooses to call them un

allowable and which in non-Government business are normally recovered

in the market place in the price of the article sold." AMA says that,

as a matter of sound philosophy, the Government must be willing "to

pay a fair and proportionate share of all the normal costs of conduct

ing business." MA?I states that "To achieve a profit the business

first must realize enough _·from the sale of its products or services

to pay all its costs of doing business. To the extent that it fails

to recover all its legitimate costs incurred in performing work for

a single customer it is subsidizing that customer .••.["ThisJ fs not

sound economics and it is not sound public policy in the Government

interest." The Chamber of Commerce says that the "com,prehensive set

of cost principles should allow all legitimate costs of doing business

provided they are reasonable and allocable to the contract involved."

EIA says it this way: "The basis and foundation of such a set of

cost principles would be a recognition by the Government that all

normal and legitimate costs of doing business are properly chargeable
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to Government business depending on their reasonableness and alloca

bility to the work in question." NAM states that the comprehensive

set objective is sound provided the principles "recognize the coneept

of rea.sonableness, generally accepted accounting practices and alloca

bility, and encompass all normal costs of doing business." The Comp

trollers Institute of America says that the proposal is defective

since it fails "to recognize or accept certain normal and legitimate

costs of doing business and fails to give proper emphasis to the

basic principles of reasonableness, allocability and generally accepted

accounting principles and standards."

Evaluation

Of all the points raised by industry, this is probably the most

difficult to resolve to the satisfaction of both parties. We agree

that application of the tests of allocability and reasonableness as

the sole criteria for determining allowability is appealing. However,

such application for purposes of this statement is not adequate for

two reasons. first, the two terms "allocable" and "reasonable,"

despite the fact that we have defined them, are indefinite, judgment

terms. The thousands of users need further guidance and a fuller

description of their application to certain elements of cost if we

are to achieve any satisfactory degree of uniformity of treatment.

Second, there are certain costs which, (1) a.s a matter of public

policy, or (2) because allowance would represent duplicate recovery.

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

an accepted cost in commercial practice. They are, in part at least,

a selling expense. The code of ethics of pUblic servants clearly pro

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptance of' such costs? He believe the answer is clearly "no "

and ~lst be specif'ically stated.

(2) "To avoid duplicate recoveryll. In several places we have in-

cluded provisions which are designed to reach equitable results, but avoid

duplicate recovery. For example, research and development costs incurred in

accounting periods prior to the award of' the contract are not allowable, but

at the same time, we accept the cost of' current research and development

activities. This is done in order to prevent duplicate payment (i) when

originally accomplished and (i1) in the pricing of' later production. He

believe that the results represents substantial equity to contractors who may

capitalize such costs as well as those who charge them to operations as they

are incurred.

Recommendation

Based upon conversations with certain industry representatives and the

general tenor of' the written comments, it is believed that some relaxation

of' our treatment of' a f'ew costs would remove not only this objection to the

present draft but several others along with it, and still represent equitable

treatment. It is clear that their principal objections go to; (i) compensation

based upon or measured by prof'its, (ii) advertising, and (iii) contributions

and donations.

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

Industry Contention

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

- 6 -
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Specifically, MAPI , in criticizing the draft says that "in one

stroke, the effect of such Armed Services Board of Contract Appeals r

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified. 11 It is stated further that llany revised

set of contract cost principles should give full recognition to

doctrines propounded in the decisions of the Armed Services Board of

Contract Appeals. That is to say, the spirit of such cases as the

Swartzbaugh case, the Wichita Engineering case should be preserved."

The NSIA infers the same thing when, in criticizing the disallowance

of "losses on other contracts" states: "As written, the paragraph is

inconsistent with the Court of Claims decision in the Bell Aircraft

Corporation v. U.S....where a Government contractor 'WaS allowed to

capitalize losses on experimental contracts and allocate them as

costs to other Government contracts."

Evaluation

We believe that these "gains"ought to be reappraised on an

objective basis in the manner in which all cost elements should.

To the extent that this consideration indicates disallowance, they

should be so treated. ASBCA and Court cases are determinations of

existing facts only based upon the then existing cost rules. The

question of whether these rules and, hence, these decisions are

proper from a policy standpoint is now up for recommendation.

Recozmnendation

Reject the contention and reevaluate the items as appropriate.
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3. Application

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

cost data in support of pricing estimates.

Industry Contention

Industry must not be asked to accept the cost principles as
a basis for their development and submission of cost data in sup
port of pricing, repricing, progress payments, etc.

Specifically, AMA says, " ••• the contractor's price breakdown sub-

mitted in support of firm price bids or proposals cannot properly be

forced into the framework of any set of cost principles." NAM and NSIA

state, "Under no circumstances can we agree to omit from submissions of

cost data or estimates any costs that are incurred as legitimate costs

of doing business and properly allocable to a contract, even though the

Government may be disinclined to share in such costs."

Evaluation

We recognize that our proposed provision ~15-l0l(a)(ii)(A)-7cannot

be strictly enforced upon contractors, particularly in connection with

precontract negotiations. However, the statement of fact that contractors

are expected to follow these principles as a gUide,will, we believe, be

effective in most cases. However, whether industry accepts or not, we

need an objective standard by which to evaluate price proposals and if

industry includes unallowable cost elements we need to be able to identify

such costs through expanded audit evaluation of proposals.

Apparently the requirement would be much less objectionable if certain

items were not flatly disallowed in every case.

Supported by this provision in ASPR, we believe that contracting

officers and auditors will be able to obtain the cooperation of contractors

in so making thei~ submi Bsions. If' so, auditing can be reduced to a

minimum.
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Recommendation

Mnntain this concept in the course of the negotiation with industry.

b. Application of principles in resolution of cost issues will harm

negotiation.

Industry Contention

Industry's objection to the applicability provision which pro
vides that the comprehensive set will serve as a "guide in the re
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue" is usually coupled
with the contention relating to the ALLmlABILITY OF ALL COSTS.
While the NBIA does the same thing, they do so in a :way which will
permit the i solation of thi s provi sion as a separate issue.

Specifically, NSIA construes the words as implying that IIcontroversial

issues cannot be negotiated and that they will be unilaterally settled by

the Government. 1I Accordingly, NSIA suggests this application be deleted.

Evaluation

'!he general industry position is that the cost factors ought not to

be the subject of negotiation, that price, not costs, in fixed-price con-

tracting ought to be negotiated. Since the Government agrees to the con

clusion (see 3.b. a1?ove), provision is made that the principles shall be

used as a "GUIDE" in the establishment of the fixed price. Hot to do so

leaves the ASBCA and the Courts with the problem of the measurement of costs

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

guidance proper.
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Recommendation

Since we believe that it is sound to utilize the same yardstick in

measuring costs in the settlement of issues as used in the negotiation

and termination action, adherence to the position is recommended.

4. "Reasonableness 11 and "allocability" are adequate standards for the
determination of costs.

a. Reasonableness as a standard.

Industry Contention

All comments offered indicated that "reasonableness!' is a
critical consideration upon which a proper set of cost principles
should be constructed. They seem to say that use of the mere word
is all that is necessary to secure a proper performance. They
object particularly to some of our blanket determinations of un
allowability which have been determined on the basis that it is
unreasonable for any of the particular expense to be charged to
the Government. They content that the term cannot include 11 second
guessing" of' contractor I s management.

Specifically, AIA says that reasonableness is important, but they

suggest the deletion of the proposed definition without offering a

substitute. EIA, in suggesting the delet1ol'l:. cf the "competitive

restraints" test says that this test l~ill require both the Contracting

Officer and audit personnel to make economic determinations outside the

scope of their experience." NSIA says that "it is totally contrary to

good contracting policy" •.• to superimpose upon Lthe contractor I s

judgmentJ •.• "criteria involving retroactive review of individual

business judgments with respect to the incurrence of costs. II ANA says

that "organizations must function through the judgments and discretion

of its executives in the accomplishing of the purpose for which the

contract has been let", and suggests that it is not proper to second-

guess thi s management judgment. MAPI concurs substantially wi th the

definition of reasonableness provided with minor modif'ications. NAM



says tha.t the requirement for special contract coverage "limits manage-

mentIs preogative to make sound business decisions by requiring prior

approval to incur legitimate business expenses.

EV'aluation

It is essential that the definition of reasonableness be agreed upon.

Once it is agreed upon, it will be incumbent upon the Government repre-

sentatives to apply it in the performance under the contract. In the

event that such monitoring causes disallowances which will be interpreted

by contractors to be an "usurpation" of management prerogative, resolution

can be effectuated through the "disputes" procedure. If reasonableness is

to mean anything at all, it must presuppose that it is possible for some-

thing to be unreasonable, and if an action is unreasonable, the cost

thereof should not be allowed. If such a determination of unreasonableness

of cost can be made in advance of the incurring of such cost, the contractor

should be benefitted.

Recommendation

The concept is sound and should be maintained.

b. Allocability as a standard.

Industry Contention

The concept of "allocability", like "reasonableness", needs no
definition or expansion. Any method of allocation, if in accordance
with generally accepted accounting principles and practices} may be
used and must suffice for OOD contract costing purposes.

Specifically, MAPI says, "Comprehensive cost principles should recog-

nize that 'generally accepted accounting procedures' include a variety

of acceptable methods of expense allocation" (but accepts our definition

with only the addition of an "or" in its detailed criticism). In AlA's

rewrite, the definition is omitted and mentioneq. is made only to the
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effect that, "In ascertaining what constitutes allocable costs, any

generally accepted accounting method of determining costs that is

equitable under the circumstances may be used••• II

Evaluation.
For purposes of this document, it is believed that definition and

some discussion of the concept of allocation is necessary. Allocation,

for certain business purposes such as published statements or taxes,

does not require the degree of refinement that is appropriate for our

costing purposes. Our proposal merely points out the various methods

of allocation which should be considered in distributing expenses for

contract cost purposes depending upon the circumstances. EIA seemed to

recognize this view when they commented; "It (a set of cost principles)

would have as its two main objectives, first, the enumeration of ac-

ceptable methods of allocating earnings and expenses to segments of

the contractor's business and, where required, to specific contracts;

and second, the establishment of acceptable accounting methods for

identifying and reporting items of income and expenditures, and those

items of a Contractor's income statement which do not represent cost

of operations. 1I

Throughout we have provided for the greatest latitude by such pro-

visions as: "The contractor's established practices, if in accord with

such generally accepted accounting principles, shall be acceptable" and

"This principle for selection is not to be applied so rigidly as to

unduly complicate the allocation where substantially the same results

are achieved through less precise methods. II

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

of allocability, but rather to the fact that the principles have determined
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that certain elements such as contributions} profit sharing} and adver-

tising, are not allocable to Government contracts.

Recommendation

That this approach be continued.

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

Indu~try Contention

Uniformity in cost treatment is considered a sound objective.
However, this uniformity which has been a basic aim of all previous
drafts of the cost principles, has been lost by the requirement
that certain listed costs be the subject of negotiation to make them
allowable.

Specifically} NSIA states that "Uniformity of LcostJ treatment ...

is a desirable goal." But it states that the negotiation requirement

"(a) favors any company in a strong negotiating position} (b) opens the

door to special treatment, and (c) limits management's discretion...

merely because cost coverage had not previously been negotiated. II Again

it is stated that the new test of acceptability, Le.} ftcompanies with

a preponderance of Government business are not subject to competitive

restraints" ...would promote a lack of uniformity in treatment ... " The

C. of C. notes an inference "that the predetermination of basis for the

allowability of costs must be agreed to in advance II and recommends

deletion of the requirement. !'lAM feels that the negotiating language

"limits management I s prerogative to make sound business decisions by

requiring prior approval to incur legitimate business expenses ...and

... special provisions are required which have the effect of defeating

the objective of uniformity by favoring contractors in a strong nego-

tiating position. Inasmuch as uniformity and equity in the allowance
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of costs is one of the objectives of a set of cost principles, we feel

that the Government should remove the requirement." EIA, although

critical of the actual provisions, seems to take a different view when

it says "Provision should••• be made for the treatment of some items of

cost by contractual coverage where special or peculiar circumstances

justify it."

Evaluation

Some of the comments apparently arose through a mistaken impression

that failure to negotiate these items of cost in advance would make them

unallowable. This is erroneous. Absolute uniformity of cost treatment

and cost result cannot be achieved. As a matter of fact, industry's own

proposals relating to the tests of reasonableness and generally accepted

accounting principles, if applied, can only result in gross lack of

uniformity of treatment and cost result. The negotiation technique

complained about was included in the draft to cause specific consider

ation of the traditionally difficult costs which are potentially unal

lowable becuase of the high probability of unreasonableness or nonal

locability. We believe, moreover, that the very best finding of reason

ableness of cost is one which is specifically considered and negotiated

between the parties in advance. Because we believe that the success or

failure of the Whole project is tied around these difficult costs, we

believe that it is essential that the concept be maintained until it

is determined that a mutually acceptable DOD - Industry position can be

agreed upon.

Recommendation

Mtintain the concept at this time.
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d. Contractors Accounting Systems should be controlling if in
accordance with IIGenerally Accepted Accounting Principles ll

•

Industry Contention

The selection of an accounting system is a management prerog
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently applied, it must suffice for governmental costing
pU!'J?oses. It is therefore improper tha.t particular accounting
standards be included in the comprehensive set.

Specifically, NSIA says, lilt would require drastic revisions in

eXisting and accepted accounting systems of contractors. 11 AlA says that

we "••. should recognize the basic principle that any financial system

must assign the total cost of doing business to the worlt performed upon

whatever basis fits a company's particular reqUirements for the realistic

reporting of operating results to stockholders, the SecUl'ities and Ex-

change Commission, a.nd others. ~I AMA states tha.t we should recognize

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

established accounting system. 1I (Underscoring added.)

Evaluation

Generally accepted accounting principles are broad standards for the

evaluation of the financial position of an enterprise and for the measure-

ment of income and expense over a given period of time. Thus, a system

may be maintained in accordance with such principles, fulfilling the

reqUirements of management, the stockholders, taxing authorities, a.nd

others, and yet not necessarily yield costs related to a product or

contract to the extent required for cost reimbursement or to support

pricing judgments. Thus, we have accepted the concept in its correct

sense by adding "applicable in the circumstances 11 meaning to DOD con-

tra.ct costing and pricing. The related point of consistency, we view
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the same way. Consistency is essential only so long as conditions re

main substantially the same. When conditions change, a system change

may be required also. The draft recognizes this fact.

As an example of the inadequacy of "generally accepted accounting

principles and practices" for Government contract costing purposes, we

mdght cite the treatment of depreciation on fully depreciated assets.

Ordinarily such depreciation could not be charged as a cost under

generally accepted accounting principles. However, to achieve equity

in reimbursing the contractor for use of lllS.sBssets in this category

in any procurement program, we permi t a "use charge" under certain cir

cumstances, which is the equivalent of depreciation.

Within this very fleXible framework of generally accepted accounting

principles and practices, in order to achieve some degree of consistency

and equity of treatment of different contractors and to eliminate as

many questions as possible, we have set forth accounting standards or

guides in certain instances. These do not require that the contractor

change his accounting system any more than a tax statute requires him

to change his own method of accounting. But such guides are necessary

if we are to achieve any reasonable degree of uniformity of policy or

practice in the dealings of our thousands of procurement and Budi t

personnel with the many Defense contractors.

It is interesting to note that response of the American Institute

of CPA's did not contain objections to this aspect of the proposal.

Recommendation

That this general approach be continued.
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Present ASPR September 10, 1957 Draft June 19, 1958 Draft D1 fferences

Pre-contract costs are virtually unallO\iable--thil
prevents the capitalization and ....,rtization per
III1saable under the 19 June dratt.
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.... LOla~ __

.......... _ a.ablI ..
will 'all' II' .''''
1111 tTl on ..
•1' u..k ...
.... _ e1' .....................
.. Ito 1 •• iIiI~•,.I.t.

Grouped, a1:1owable and
allocable '4j;a.1IU5t pro
duction and research.
Blue Sky treatment same
Bj!I 10 Sept. dratt.

2. The present ASPR does not specifi_
cally cover applied research,
simply providing that research and
developnent expenseB are allOwable
... specifically applicable to the
supplies in se:M"ices covered by the
contract. Under the 10 Sept. draft
"applied research" ie coupled vith
developllent since both are sa.1d to
be related to actual hardva,re and
are allovable upon a product line
basis. were.. under the 19 June
dratt, only developll8nt ""pense is
sO allowed •

Under the present A..'lPR, :lBlue
Sky ll research is allowable only
i! a specific proviijion is in
the contract. Unde~ the 10 Sept.
draft, "Blue Skytl stands alone
as allocable '4j;a.1nst all business,
whereas, in the 19 June 1958
dratt, applied research has been
coupled with "Blue Sky" for
allocation '4j;a.1nst all business.

3. The errect of the pre-contract cover
'4j;e ill the 10 Sept. draft and. the
practice Wlder the present ASFR
cover"lle, is virtually to disallov
all expense frail previous periods
wich me!llls that it is not possible,
as provided in the 10 J=e dratt. to
capitalize the expense a.'1d ....,rtize
it over a reasonable period. The
thought behind the 10 Spat. dratt and
present practice is that over a period
or ti.... allovab11ity or the expense
on a current basis '1111 achieve
equity vithout the dirneulties
inherent in the capitalization or
past expenses.

L

EJ<cept as to the
capitalizatlon aspect,
developnent coveraa:e
i. 81J1l1lar.

Developnent

AlloJd as allocable
'4j;a.1n8t any product
iOD contrar.t in the
iiiiiiie product field.
Pem1ts allocation
"8.1 incurred" or
capit·alhed upon a
coc.tractor sel.::cted
basis.

Ap~Blue"ffYI APPlie~elopaent ]

Grouped and allowed as
allocated to production
in the product Une.

I Blue Sky I
I

AllOwable and
a.llocable '4j;a.1nst
production and
other research.

Research and develoIJll"nt I
specif1calJ.y applicable
to the supplies or se:M"ices
covered by the contract.

Spec1rically Iallowable.
The generat practice is to
interpret supplies or
ae:M"ices " as DOt including
research projects so that,
at present, research on
relearch il not all.oved.

(undef1ned)

.. .---

Pre-contract coats are not
specif1c~ covered.



SUBJECT

NUMBER 4105.34
DATE 1 JulY' 1954

Department of Defense Instruction

Treatment of Depreciaon on Emergency Facilities Covered by
Certificates of Necessity for Contract Pricing Purposes

I. PURPOSE

The purpose of this instruction is to restate and amend Department
of Defense implementation of Defense Mobilization Order No. III-l
(former DMo-ll), Amendment 1, issued by the Acting Director of
Defense Mobilization, effective 21 July 1952, as amended by Amend
ment 2, issued by the Director of Defense Mobilization, effective
10 M81 1954, with respect to the extent to which accelerated amorti
zation may be allowed as a cost in negotiated contraot pricing. The
pertinent paragraphs of this amended order read as followSI

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

111. It is recognized that cost determination in negotiated
contract pricing is a function of the procurement ageIlC""j
ooncerned. With respect to facilities to be used in the
performance of negotiated contracts for which certificates
have been or will be issued, the proc1U"ement agencies con
cerned will, to the extent required for the purpose of cost
computations in cormection with the negotiation of contract
prices, have the responsibility for determining true depre
ciation. The Office of Defense Mobilization will, on
request, furnish the procurement agency concerned with such
information as it has or is rea~ available to it which
is pertinent to the determination of true depreciation."

II. APPLICABILITY

A. The principles and procedures set forth in this instruction
shall be applicable in the consideration of costs for purposes of
pricing or repricing of all negotiated contracts of the Departments
of the Army, Navy, and Air Force, the performance of which requires
the use of emergency facilities. The term IInegotiated contracts",
as used herein, means all contracts, other than those awarded pursuant
to fonnal advertising, in which costs are a factor in contract pricing;
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it includes cost-reimbursement-type contracts, contracts contai.n:i.ng
price redetermination clauses, incentive-type contracts, and fixed
price contracts where estimated costs are used in negotiating firm
prices. The term "negotiated contracts", as used herein, also covers
subcontracts of the same types as prae contracts to the extent that
the policies of the respective military departments make their repre
sentatives responsible for the approval or disapproval of prices or
costs of such subcontracts. With respect to subcontracts under nego
tiated prime contracts the procurement agency concerned shall have no
greater responsibility than heretofore.

B. These principles and prccedures shall be applicable to all
negotiated contracts placed atter the effective date hereof and to
all existing negotiated contracts (including letters of intent) at
that date where firm prices have not been finallJ det~rmined or rede
termined and to all existing cost-reabursement-type contracts not
completed at that date except as to predetermined overhead rates or
fixed amounts of overhead. which have finaJ.ly been agreed upon for
particular periods.

III. BASIC PRINCIPL1iS

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

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

c. Obsolescence of emergency facilities due to prospective loss
of economic utility after the emergency period is a special hazard in
some industries. However, in some cases possible overcapacity in an
industry is really represented in pre-existing facilities which are in
fact obsolete; in such cases the new facilities ~ be expected to dis
place the old facilities after the emergency, and it mB¥ not be said
necessarily that there is extraordinar,r obsolescence applicable to the
new facilities durj.ng the emergenc.:y period. In cases where the
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introduction of emergen=,y facilities mB1 cause prospective obsolescence
of existing facilities after the emergency period (when such existing
facilities are not already obsolete, in fact), true depreciation for
emergency facilities should not include allowances for prospective
extraordinary obsolescence of the existing facilities; however, in
such cases extraordinary obsolescence applicable to the existing
facilities, when used in military production, should be considered
separately to the extent appropriate in the ciZ'CUDlStances.

D.. In the case of emergency facilities cov&I'ed by Certificates
of Necessity, for the purpose of depreciation computation-OJ in contract
pricing, an arbitrar,y assignment of five years from date of completion
of construction or acquisition of the respective facilities shall be
made as representing the period of the emergency. The entire cost of
such facilities first shall be fairly apportioned as between the emer
gency' period and the post-emergency period; secon~, the portion of
the cost of such facilities assigned to the emergency period shall be
prorated over the fiscal periods thereof for purposes of determining
overhead costs in aD¥ fiscal period to be allocated to the cost of
perfo~ce of defense or other contracts.

E. The allocation of the cost of facilities as between the emer
gencJ~ period and.post-emergency period shall be made with consideration
of the following:

1. The estimated prospective post-emergency usefulness
of the facilities in number of years of useful productive
life. Consideration should be given to the post-emergency
use (both civilian and military) which it is expected the
facilities will have. In this cozmection, the character of
the expected post-emergen~i use ~ be different than the
emergency-period use.

2. The additional costs of special-cor~tructionfeatures
of the facUities fairly assignable exclusively to defense
requirements.

3. Subj act to the application of the principles outlined
herein j consideration st~ll be given to the portion of the cost
of emergency facilities certified for amortization plus 50
called normal depreciation for tax purposes during the emer
gency period on t.he uncert.ified portion of the cost of such
facilities. (See particularly paragraphs F and G of this
section.)

4. The normal peacetlme life of facilitiee having a
normal peacetime utility. If Bulletin ~... of the Bureau of
Internal H,cvenue is used in connection here..ritl:, care rn:ust
be exercised in its use, as its data may not be typical of
an~r specific cont.ractc:' or industry, especially in the
emergency period.
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It must be emphasized that t~~s is a process of cost allocation
which does not contemplate an appraisal of the resale value (other
than residual salvage value) or replacement cost of emergency
facilities at the end of the emergency period. Potential "use
value" to the particular contractor concerned after the er.J.ergency
period should be the primary basis on which loss of economic use
fulness, and therefore true depreciation, is determined.

F. Certificates of Necessity have been issued in some cases
providing for the amortization of emergency facilities for tax pur
poses during the emergency period in amounts in excess of true
depreciation. It is also possible that Certificates of Necessity
may have been issued in isolated cases providing for the amortization
of emergency facilities for tax purposes in amounts les8 than true
depreciation. Such variances may be attributable to the granting of
other incentives than true depreciation, or to the practice of
following industry-wide patterns of certification without reference
to true depreciation in specific cases. The excess of tax amorti
zation over estimated true depreciation shall not be allowable as a
cost for the purpose of pricing negotiated contracts, either directly
or indirectly as a factor of "contingencies" or profit allowance.

G. It is the intent of ttds instruction to give contractors a
reasonable ~ld properly allocable allowance to cover the estimated
loss of economic usefulness of their emergency facilities in produc
tion under defense contracts. The procedures for determining such
allowances must be such as will expedite deterrr~nation; this requires
avoidance of an impossible perfectionism. There is no intent to
limit the cost allowance to depreciation that would be allowable for
income tax purposes if there were no Certificates of Necessj.ty, nor
to necessarily require that the allowance be below tax amortization
covered by certificates. li;ach case: must be judged on its merits in
the light of theBe prindples. If the result obtained by the appli
cation of the principles outlined herei.n indicates substantial jus
tification of the total amount of CUTlol"tization and depreciation
alloi>rabl€; for tax purpos(~s durinE; the enlergency period, as a reason
able measur.e of true depreciation, such amount, shall be accepted,
wi.t.hout adjustment., as true depreciation. In those isolated cases
where substantial Ju.sUfication can be shown for a. larger amount of
true d(:tpreciation thant,he total aJT'Lount of amortization and depre
ciation aUowa.ble for tax purposes during the emergency period, the
larger arr'C'1mt shall be allowable as B cost for purposes of contract
pl'icir.g.

H. Contra.ct prlC1.ng for t.he post-emergency period will be ba.sed
upon allowing as a cost, depreciation on emergency facilities, com
puted bj allocating the undepreciated cost of such facUities at the
end of the emergency p~;riod (cost less true depreciation for that
period) over the estimated remaining life of the facilities.
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IV • PROCEDURES

A. Cost determination in negotiated contract pricing is a
function of the procurement agency concerned. With respect to emer
genc,y facilities used in the performance of negotiated contracts
for which Certificate~ of Necessity have been or will be issued,
the procurement agency concerned shall be sol~ responsible for
estilllates of such depreciation f or contract pricing purpose$ in the
light of the principles set forth herein. The Office of Defense
Mobilization will, on request, furnish the procurement agenc,y con
cerned with such information as it has or is read1l;y available to it
which is pertinent to the determination of true depreciation -- such
requests should be held to a DI1n1mwn.

B. In order to expedite administration of the determination of
true depreciation for the 19lIergency period for a spec:lfic contractor,
it will be appropriate to make over-all determinations of true depre
ciation of emergency facilities covered b.1 Certificates of Necessity
on a plant-wide or product-wide basis of classification of such
facilities by such groupings as ~ be appropriate in consideration
of general similarity of the facilities from the standpoint at length
of useful productive life.

C. In the case of contracts to which this instruction is appli
cable which are in force at. the effective date of this instruction,
price redeterminations, cost-incentive adjustments, and cost reim
bursements mAy continue to be made in accordance with the pricing
formula established in the initial pricing negotiations, provided. the
contractors are agreeable, and provided there is no evidence that the
contractor has been allowed more than true depreciation in pricing,
either directly or indirectly. I'Jhen costs of such contracts are
redetermined in the light of the principles set forth herein, con
sideration shall be given to possible redetermination of the entire
allowable costs and profit (or fees), as pricing factors, to the
extent required to avoid excessive or duplicate allowances in costs
or profits for such true depreciation. Allowances for contingenci~s

and profits in initial price negotiations in some cases may have
included indirect allowances for the excess of true depreciation or
tax amortization over normal depreciation; in such cases no more
should be allowed in total pricing for this factor than true depre
ciation.

D. Contractors shall be required to set forth to the authorized
representatives of the procurement agencies, all the pertinent facts
having a bearing on estimates of true depreciation together with their
ev~lllation thereof. Such authorized representatives of the procure
ment agencies will be expectea to exercise reasonable jud6ment in
their review and evaluation of tht') facts in arriving at esti..'l1ates of
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true depreciation, in the light of the basic principles set forth herein,
recognizL~g the impossibility of ha~ing absolutely demonstrable proof of
the conclusions reached.

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

F. The following additional procedure is applicable to Emergency
Facilities covered by Cert:i.ficates of Necessity issued after 1 July 19541

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

v. CA.l1CELLATION

This Instruction cancels Department of Defense Directive 4105.34, dated
10 December 1952, and Department of Defense Directive TranS!llittal 54-43,
dated ;,0 April 1954.

VI. D1PLEMENTATION

Such implementing regulations, directives, or instructions as may be
necessary shall be issued within each military department, and copies
shall be furnished to the ASBistan~ Secretar,r of Defense (Comptroller)
and the Assistant Secretary of Defense (Supp~ &Logistics) within forty
five (45) days from date hereof.

VII. EFFECTIVE DATE

This instru.ction is effective on the day of issuance.

~/J
T. P. PIKE

Assistant 'Secretary of Defense
(Supply and Logistics)
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NEGOTIATED OVERHEAD RATES 339

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

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

ARMED SERVICES PROCUREMENT REGULATION ~ 3-707
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Issued 1 Februar.v 1957

Part 8-Price Negotiation Policies and Techniques

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

3-801 Basic Policy.
3-801.1 General. It is the policy of the Department of Defense to

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

3-801.2 Responsibility oj f'ontracting Officers.
(a) Contracting officers, acting within the scope of their appointments

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

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

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

(i) a reasonable period for preparation of requests for proposals;
(ii) preparation of quotations by offerors;
(iii) con tract negotiation and preparation; and
(iv) adequate manufacturing lead time;

~ 3-801.3 ARMED SERVICES PROCUREMENT REGULATION
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causes delinquency in delivery and uneconomical prices. Requirements
issued on an urgent basis or with unrealistic delivery schedules should
be avoided since they generally increase price or restrict desired com
petition. Personnel determining requirements, specifications, mobiliz ation
plans, adequacy of sources of supply, and like matters have responsibility
in such areas, equal to that of the contracting officer, for timely, sound
and economical procurement.

3-802 Preparation for Negotiation.

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

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

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

3-803 Type of Contract. (a) The selection of an appropriate contract .....-
type and the negotiation of prices are related and should be considered
together. ASPR 3-402 lists some of the factors for this joint consideration.
The objective is to negotiate a contract type and price that inc ludes reason-
able contractor risk and provides the contractor with the greatest incentive
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for efficient and economical performance. When negotiations indicate the
need for using other than a firm fixed price contract, there should be com
patibility between the type of contract selected and the contractor's ac
counting system.

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

3-804 Conduct of Negotiations. Evaluation of offerors' or contractors'
proposals, including price revision proposals, by all personnel concerned
with the procurement, as well as subsequent negotiations with the offeror
or contractor, shall be completed expeditiously. Complete agreement of
the parties on all bas ic iss ues sha II be the objective of the contract ne
gotiations. Oral discussions or written communications shall be conducted
with offerors to the extent necessary to resolve uncertainties relating to the
purchase or the price to be paid. Basic questions should not be left for
Iater agreement during price revis ion or other s uppleme nta I proceed ings.
Cost and profit figures of one offeror or contractor shall not be revealed to
other offerors or contractors.

3-805 Selection of Offerors for Negotiation and Award.
(a) The normal procedure in negotiated procurements, after receiptof

initial proposals, is to conduct such written or oral discussions as may be
req uired to obtain agreements most advantageous to the Government.
Negotiations s hall be cond ucted as follows:

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

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

[ The next page is 342.1]
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Whenever negotiations are cond ucted with more than one offeror, no indi
cation shall be made to any offeror of a price which must be met to obtain
further consideration, since such practice constitutes an auction technique
which must be avoided. No information regarding the number or identity of
the offerors participating in the negotiations shall be made available to
the public or to anyone whose official duties do not require such knowledge.
Whenever negotiations are being conducted with several offerors, while such
negotia tions may be cond ucted success ive ly, all offerors partic ipa ting in
such negotiations shall be offered an equitable opportunity to submit such
pricing, technical, or other revisions in their proposals as may result from
the negotiations. All offerors shall be informed that after the submission
of final revisions, no information will be furnished to any offeror until award
has been made.

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

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

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

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

3-806 Pricing Individual Contracts.

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

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

3-807 Cost. Profit, and Price Relationships.

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

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

(c) Particularly where effective competition is lacking the estimate
for profit or the proposed fixed fee should be analyzed in the same manner as
all other elements of price, applying tests and considerations discussed in
ASPR 3-808.4. A fair and reasonable provision for profit cannot be made
by simply applying a certain predetermined percentage to the cost estimate
or selling price of a product. If, for example, a factor of 10 percent were
used as a flat percentage rate for estimating profit in a situation where two
sources were needed to meet the requirement, the result might be grossly
inequitable. If one supplier proposes to and produces at a unit cost of
31,000 and the second at a unit cost of $1,500, with a flat 10 percent factor
applied to both transactions as estimated profit, the second and higher cost
supplied would receive 5150 profit while the lower cost supplier would re
ceive only $100.

3-808 Pricing Techniques.

$-808.1. General. Policies set forth in this Part may be applied in a
variety of ways in the evaluation of offerors' or contractors' proposals and in
the negotiation of contract prices. The extent to which any particular method,
or combination of methods, should be used will depend upon the judgment of
the contracting officer. The following paragraphs describe s-everal of the
principal price negotiation techniques and the circumstances under which
each may be used. The cons id era tions set forth herein are eq ua lly a ppli
cable to initial and subsequent price negotiations.

$-808.2 Price Analysis.
(a) Some form of price analysis should be made in every procurement,

even when competitiv-e proposals have been submitted. The presence of
effective competition, however, may make it possible to limit considerably
the degree of price analysis required.

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

(c) Rough yardsticks may often be developed (in such terms as dollars
per pound, per horsepower, or other units) to point up apparent gross incon
sistencies which should be subjected to additional pricing techniques, in
cluding cost analysis. Such yardsticks should be considered as an indis
pensable adjunct to cost analysis, since a study of a single offeror's esti
mated cos ts in sole source situations wi 11 not ind ica to whether the proposed
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price is fair and reasonable in comparison with other products of the
same kind.

3-808.3 Cost Analysis.
(a) The need for cost analysis depends on the effectiveness of the

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

(i) effective competition has not been obtained;
(ii) a valid basis for price comparison has not been established,

because of the lack of definite specifications, the novelty of
the prod uct, or for other reasons;

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

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

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

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

(vii) a cost-reimb ursement, incentive, pri ce redeterm inable, or
time and material'contract is negotiated.

(b) Cost analysis involves the evaluation of specific elements of cost
and the effect on prices of such factors as:

(i) allowances for contingencies;
(ii) the necessity for certain costs;

.(iii) tho reasonableness of amounts estimated for the necessary
costs;

(iv) the basis used for allocation of overhead costs; and
(v) the appropriateness of alIo,cations of particular overhead

costs to the proposed contract.

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

(i) actual costs previous ly inc urred by the contractor or offeror;
and with its last prior estimate for the same or simi lar item
or with a series of prior es timates;

(ii) current estimates from other possible sources; and
(iii) prior estimates or historical costs of other contractors manu

facturing the same or related items.

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

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

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

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

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

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

1-808.4 Fro /it.
(a) General. Where competition is adequate and effective and proposals

are on a firm fixed-price basis, the contracting officer normally need not
consider in detail the amount of estimated profit included in a pricf'. However,
when detailed analysis of profit is appropriate due to lack of competition
or for some other reason, the factors discussed in the following paragraphs
should be considered. (See .\SPR 3-807 (c).)

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

(c) "",Ttent of Government Assistance. The Department of Defense en
coura,":cs its contractors to perform their contracts with the minimum of
financial, facility, or other assistance from the Government. Where extraor
dinary financial, facility, or other assistance must be furnished to a con
tractor by the Government, such extraordinary assistance should have a
modifying effect in determining what constitutes a fair and reasonable profit.
(See also .\SPH 3-404..'3 (d).)

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

[ASpn :3-808.4 continued on next page]
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(e) Character of Contractor's Business. Recognition must be given
to the type of business normally carried on by the contractor, the complexity
of manufacturing techniques, the rate of capital turnover, and the effect of
each individual procurement upon such business. For example, where a
contractor is engaged in an industry where the turnover of working capital
is low, generally the profit objective on i nd ivid ual contracts is high er tha n
in those industries where the turnover is more rapid.

(f) Contractor's Performance. In addition to the factors set forth in
ASPR 3-101, the contractor's performance should, particularly when prices
are being redetermined, be evaluated in such areas as quality of product,
quality control, scrap and spoilage, efficiency in cost control (including
need for and reasonableness of costs incurred), meeting delivery schedule,
timely compliance with contractual provis ions, creative ability in prod uct
development (giving consideration to commercial potential of product),
management of subcontract programs, and any unusual services furnished
by the contractor. To encourage and maintain a high degree of contractor
efficiency and economy, the negotiator must recognize that good performance
deserves a greater opportunity for profit than poor performance.

3-808.5 Subcontracting.
(a) The amount and quality of subcontracting may be a major factor

influencing price. Since a large portion of the procurement dollar is spent by
prime contractors in subcontracting for work, raw materials, parts, and com
ponents, efficient purchasing practices by a contractor will contribute heavily
toward efficient and economical prod uction.

(b) While basic responsibility rests with the prime contractor for deci
sions to "make or buy," for selection of subcontractors, and for subcontract
prices and subcontract performance, the contracting officer must have ade
quate knowledge of those elements and their effects on prime contract prices.
Consequently, during price negotiations, when circumstances warrant such
action, the contracting officer may require the offeror or contractor to furnis h
adeq uate information, for use in evaluating the proposed price, with res pect to:

(i) the purchasing practices of the prime contractor;
(ii) the principal components to be subcontracted and the contem

plated subcontractors, including (A) the degree of competition
obtained, (B) cost or price analyses or price comparisons
accomplished, and (C) the extent of subcontract supervision;

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

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

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

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

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

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

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

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

(iv) a subcontract is being proposed at a price less favorable than
that which has been given by the subcontractor to the Govern
ment, al1 other factors such as manufacturing period and
quantity being comparable; or

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

ARMED SERVICES PROCUREMENT REGULATION

478895 a - 58 - 3

~3-808.5



348

Revised 18 Sertember 1958

PROCUREMENT BY NEGOTIATION

The contract provisions relating to subcontracts should be consistent with
the amount and character of subcontract work and with the over-all character
of the prime contract, involving the Government to the minimum extent
practicable in the contractor's exercise of management responsibility, but
giving reasonable assurance that the Government is receiving the greatest
practicable return for its expenditure. Provisions in prime fixed-price con
tracts re la ting to subcontract review may, as appropriate, be confined to one
major subcontract; to certain classes of subcontracts; may set a floor above
which advance approval of proposed subcontracts may be required before
placement; or may be tailored to cover unusual or particular circumstances.
In those instances where a contractor's purchasing system has been deemed
adequate, review of subcontracts generally may not be necessary. However,
contracting officers shall cond uct period ic reviews of the application of the
system to insure conformance therewith. In instances where subcontracts
have been placed on a cost-reimbursement or time and materials basis, con
tracti ng officers should be s keptica I of a pprovi ng thl! repeti t,lve or und Illy
protracted use of such types of subcontracts and should follow the principles
of ASPR 3-803 (b).

(e) In cases where the prime contract reserves a right for the contract
ing officer to rpview or approve subcontracts, the prime contract shall also
reserve to the Government the right to inspect and audit the books and records
of such subcontractors. Whenever such first tier subcontracts are of the
cost-reimbursement, price redetermination, fixed-price incentive, or ti me and
materia I type, a s im ilar right s hall be reserved to the Government to ins pect
and audit the books and records of lower tier subcontractors; provided, that
such a right shall not be reserved contractually below the point where a
firm fixed-price subcontract intervenes.

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

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

(List subcontracts)"

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

3-809 Audit as a Pricing Aid.

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

(b) Application. Except for contracts containing retroactive price
revision clauses, pricing techniques are concerned mainly with estimates
of future costs. Therefore, audit reports for either retroactive or prospective
pricing should not only establish costs accrued to a specific cut-off point

,-
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for price proposal purposes but also should include cost trends and other
available information which would be of assistance to the contracting officer
III price negotiation. Such audit reports will serve a useful purpose in:

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

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

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

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

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

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

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

(iii) procurement of a new product for which cost experience IS

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

3-810 Exchange of Information. In appropriate cases it is desirable to
exchange and coordinate specialized information regarding a contractor
between Military Departments, bureaus, technical services and other pro
curing activities since it will provide uniformity of treatment of major issues
a nd it may aid in the resolution of partie ular 1y d iffic ult or controvers ial
issues.

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

CONTRACT COST PRINCIPLES

15-000 Soope of Seotion. This Seotion oontains general cost principles

and st~dards in oonneotion with (i) the determination of historioal oosts,

(ii) the preparation and presentation of cost estimates by contractors and

suboontraotors, and (iii) the review, audit and evaluation of oost data; in

the negotiation and administration of Government oontraots and suboontraots

thereunder ..

Part 1 - Applioability

15-100 Soope of Part. This Part presoribes the oiroumstanoes under whioh

the oost prinoiples and standards set forth in the several suooeeding Parts

of this Seotion shall be used in contraoting and suboontraoting and the nature

of that use.

1~-101 Applioability of Part 20 (a) Generalo In all contraots described

in ASPR 15-200~ ASPR, Section XV, Part 2, shall:

(i) be inoorporated by reference so as to provide the oontraotual

basis for ascertaining --

(A) reimbursable oosts under cost-reimbursement type contracts

and the cost-reimbursement portion of time and materials

contraots, end

(B) oosts which will be allowed by the oontraoting officer in

unilaterally determining the amount due the oontraotor

under a fixed-prioe type contraot terminated for the

oonvenience of the Government or a terminated oost-

reimbursement type oontraot!
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(ii) serve as the basis for --

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

analyses by contractors and prospective contractors in

support of pricing, repricing J negotiated overhead

rates, requests for progress payments, and termination

settlement proposals;

(B) the evaluation of cost information by contracting

officers in the negotiation and administration of

contracts, whenever such information becomes a factor

in pricing, repricing, establishing overhead rates,

disposing of requests for progress payments, or settle-

ment of termination claims by agreement;

(c) the resolution of questions of aooeptability of

speoifio items of cost in retrospective prioing;

(D) audit reports prepared by audit agencies in their

advisory capacity of providing accounting information; and

(iii) serve as a guide for the resolution of questions of acceptability

of speoific items of costs in forward pricing when such costs

have become an issue.

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

fixed prices or settlements for work whioh has been completed or substantially

completed at the time of negotiation (e.g., final negotiations under fixed-

price incentive contract, redetermination of price after oompletion of the work,

negotiation of final overhead rates, or negotiation of a settlement agreement

2
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under a oontract terminated for the oonvenienoe of the Government)~ the treat-

ment of costs is a major faotor in arriving at the amount of the prioe or settle.

mente Aocordingly~ ASPR~ Section XV, Part 2~ shall serve as the basis for

the development and evalua.tion of cost data~ and in any event for the resolu-

tion of questions of acceptability of oosts in retrospeotive pricing~ However,

the finally agreed price or settlement represents something more than the sum

total of aooeptable oosts~ since the final prioe accepted bye aoh party does not

necessarily reflect agreement on the evaluation of each element of cost~ but

rather a final resolution of all issues in the negotiation process~

(0) Use in Fo.rwa'::<!_~:i.oi.E:~~ To the extent that costs are a factor in

fo~ard pricing, ASPR: Section XV~ Part 2~ shall apply to the development and

evaluation of cost data~ The extent to which costs influence forward pricing

varies greatly from case to case~ In negotiations covering future work, aotual

costs cannot be known and the importanoe of cost estimates depends on the cir-

cumstanoes. The oontraoting officer must consider all the faotors affeoting the

reasonableness of the total proposed prioe, such as the technical~ production

or financial risk assumed~ the complexity of work, the extent of competitive

pricing J and the contractor's reoord for efficiency~ economy and ingenuity~ as

well as available cost estimatesa He must be free to bargain for a total price

which equitably distributes the risks between the contractor and the Government

and provides incentives for effioiency and cost reduction. In negotiating such

a price, it is not possible to identify the treatment of speoific oost elements

sinoe the bargaining is on a total prioe basis. Thus~ while Part 2 will be used

to develop and evaluate oost data, it will not control negotiation of prices for

work to be performed in the future (eog., negotiation of a firm fixed-price
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oontract an intermediate prioe revision oovering, in whole or important part,

work which is yet to be performed, or a target price under an ino~ntive oontract.

Nevertheless, when the question of aooeptability of a specifio item of cost

beoomes an issue, Part 2 will serve as a guide for the resolution of the issueo

(d) 't~o~blGn and "Unallowable" in .9.?nneotion with Fixed-Price Type

Contracts 0 As used in ASPR, Seotion XV, Part 2~ the words "allowable,1t Itunal ..

lowable,1t and the like, shall, in connection with any fixed-price type contraot,

mean ltaoceptable,1t ltunaocGptable,1t and the likeo

Part 2 - Prinoiples and Standards Applioable
to Su.~)ply$ Sar7i c~~, and RE>searoh ani
DeVfjL)pt!l",,:c.t Contracts with Commercial
Orga..'rJ.izationA

15-200 ~~pe of Parto This Part oontains, for use in accordanoe with the

provisions of ASPR 15-101, general prinoiples and standards for the evaluation

.- and determination of costs in connection with supply, servioe, and researoh and

development oontracts, other than (i) suoh oontracts with educational or other

nonprofit institutions, (ii) oonstruction contraots and oontracts for arohiteot-

engineering services related to oonstruction, and (iii) facilities contraots and

olauses in supply or sorvice contracts providing for the furnishing of facilities.

15-201 Basic Considerations.

15-20I c l Composit~!-Total Cost. The total oost of a oontract is the

sum of the allowable direct and indireot oosts allocable to the oontraot, in-

curred or to be incurred, less any allocable credits. In asoertaining what

oonstitutes oosts, any generally aooepted method of determining or estimating

costs that is equitable under the oircumstanoes may be used, including standard

costs properly adjusted for applicable varianceso
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15-201.2 ~ors Affeoting Allowability of Costs. Faotors to be oonsidered

in determining the allowability of individual items of cost include (1) reason-

ableness. (ii) allooability. (iii) application of those generally acoepted

accounting prinoiples and praotioes appropriate to the particular oiroumstanoes.

(iv) signifioant deviations from the established practices of the oontraotor

whioh would substantially inorease the oontract oosts; and (v) any limitations or

exolusions set forth in this Part 2. or otherwise included in the contraot as to

types or amounts of cost itemso

15~20103 Definition of ReasonablonessG A cost is reasonable if. in its

nature or amount. it does not exceed that which would be inourred by an ordi-

narily prudent person in the oonduct of oompetitive businosso The question of

the reasonableness of specifio costs must be sorutinized with partioular oare in

oonneotion with oompanies or separate divisions thereof which are not subjeot to

oompetitive restraints because the preponderance of their business is with the

Goverment or beoause of any other reasone ',vhat is reasonable depends upon a

variety of oonsiderations and oiroumstanoes involving both the nature and amount

of the oost in question. In determining the reasonableness of a given cost,

consideration shall be given tOI

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

and neoessary for the oonduot of the oontraotor's business and

the performanoe of the oontraot;

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

generally aooepted sound business praotioes. arm's length bar-

gaining. Federal and state laws and regulations. and contract

terms and speoifioations; and
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(iii) the aotion that a prudent business man would take in the oir-

cumstanoes, oonsidering his responsibilities to the owners of

the business, his employees, his customers, the Government and

the public at large.

15-20104 Definition of Allocability. A cost is allocable if it is assign-"

able or ohargeable to a par~ioular cost objeotive, suoh as a oontract, produot#

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

relative benefits reoeived or other equitable relationshipo Thus, a cost is

allocable to a Government contraot if it:

(i) is inourred speoifioally for the oontraots

(ii) benefits both the contraot and other work or both Government

work and other work and oan be distributed to them in reason-

able proportion to the benefits reoeived; or

(iii) is necessary to the over-all operation of the business#

although a direct relationship to any particular cost objective

oannot be shcrwno

15-20105 Credits. The applicable portion of anyaotual or anticipated

inoome, rebate, allmvanoe, and other credit relating to any allowable oost, re-

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

either as a cost reduotion or by cash refund, as appropriate.

15-202 Direct Costs.

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

benefit of a single oost objective. Classification of an item as a direot cost

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

Costs inourred or to be inourred solely for the benefit of the contraot are direot
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costs of the contract and are to be charged directly theretoe Costs incurred

solely for the benefit of other work of the contractor are direct costs of that

work and are not to be charged to the contract directl,y or indirectly&

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

amount regardless of the established accounting practices of the contractor

UIl]ess the contractor demonstrates that the application of his current practice

achieves substantially the saJ12 results. Direct cost items of minor amoUl}.t may

be distributed as indirect costs as provided in A.SFBtl$20:\,()

15-203 Indirect Costs

(a) .An indirect cost is any cost incurred or to be incurred for the benefit

of more than one cost objective.. Minor direct cost items may' be considered to be

indirect costs for reasons of practicalityo After direct costs have been deter-

mined and charged directly to the contract or other work as appropriate, indirect

costs are those remaining to be allocated to the several classes of work.

(b) Indirect costs shall be accumulated by logical cost groupings with

due consideration of the reasons for incurring the costs which are in turn dis--

tributed to the cost objectives. Each grouping shou.!i,d be determined flO as to

permit distribution of the grouping on the basis of the benefits accruing to the

several cost objectiveso Commonly, manufacturing overhead, selling expenses, and

general and administrative expenses are separately groupedo Similarly$I the par-

ticular case may require subdivisions of these groupings; e.g., buiJding occupazr.

cy oosts might be separable from those of personnel administration within the

manufacturing overhead group. The number and composition of the groupings shoulH.

be governed~by. ~adlt,ica.l consid~rat1.ofllf :irll'i- should' be Si:ich as not 't~ \mdliny c6n.

plioate' the aJ:ldcatibn where Substantially the s-azlie results are achieved through

less precise methodso
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(c) Each cost grouping shall be distributed to the appropriate cost objee-

tives. This necessitates the selection of a distribution base common to all

cost objectives to which the grouping is to be allocated. The base shoull. be

selected so as to permit allocation of the grouping on the basis of the benefits

accruing to the several cost objectivesG This principle for selec1i. on is not to

be applied so rigid1.yas to unduly complicate the allocation where substantially

the sane results are achieved through less preCise methodse·

(d) The method of allocation of indirect costs must be based on the ,,8l'...
ticular circumstm ces involvedo The method shall be in accord with those gen-

erally acoepted a ccounting principles which are applicable in the circumstanGeso

The contractorts established practices, if in accord with such generally accepted

accounting principles» shall be acceptable. HOwev6'r, the methods used by the

oontractor may require reexamination when:

(i) any substantial di. fference occurs between the cost patterns

of work under the contract and other work of the contrqctor; or

(11) any significant change occurs in the nature of Lthe business",

the extent of suboontracting, fixed asset improvement programs"

the inventories, the volume of sales and production, manufacturing

processes, the contractor t s products" or other relevant

circumstan ces.

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

which such co sts are incurred and accumulated for distribution to work performed

in that period. The base period or periods shall be so selected as to represent

the period of contract performance and shall be sufficiently long to avoid

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

8
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1-Jhen the contract is performed over an extended period of time, as many

such base perioeE will be used a s will be required to represent the period

of contract performance.

15-204 Application of Principles and Standards.

15-204.1 General.

(a) Costs (including those discussed in ASPR 15-204.2) shall not be

allowed except to the extent that they are reasonable (see ASPR 15-201.3),

allocable (see ASPR 15-201.,4), and determined to be allowable in view of the

other factors set forth in ASPR 15-201.2 ,.

(b) The extent of al10wability of the selected i terns of cost covered

in ASPR 15-204,,2 has been stated to apply broadly to many accounting systems

in varying contract situations. Thus, as to any given contract, the reasonable~

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

particularly in the case of contractors whose business is predominantly or

substantially with the Government. In order to avoid controversy and

possible subsequent disallowance based on unreasonableness or non-allocabil-

ity, the extent of allowability of such costs should be specifically dis-

cussed and agreed to in advance of the contractor's incurring of such costs

WIder cost-reimbursement type contracts, fixed-price incentive contracts, and

fixed-price contracts subject to price redetermination. Any such agreement

should be incorporated in cost-reimbursement type contracts or made a part

of the contract file in the case of negotiated fixed-price type contracts,

and. should govern the cost determinations covered thereby throughout the

performance of the related contract. Such items of cost include:

9
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(i) use ch2rr,Gs for fully depreciateo Bssets (ASFE 15-204.2(i)(6»;

(U) food e.nd dormitory service furnished vrithout cost to

employeos or iiwolving sicnificant losses (ASPR. 15-204.2(n»);

(iii) deferred maintenance costs (ASPR 15-20~.2 (t)(l)(ii»;

(iv) pre-contract costs (~SPR 15-204.2(od»;

(v) resenrch ::-nc1 develop, ',ent costs (ASf'R 15-204.2 (ii)(6»;

(vi) royalties (ASPR 15-204.2 (jj»;

(vii) selling e.nd distributi~n costs (ASiR 15-204.2(kk)(2»; nnd

(viii) travel c'.Jsts, c.S relatod to special or '.wss personn81 faoVO-

mont (A5IR 15-204.2(ss)(5».

(c) 5elect.;d items uf cost ar0 consic1ared in AS.;'R 15-204.2. However,

~SPR 15-204.2 does not cover every element Jf cost ~nd every situe.tion that

might ~rise in ~ p~rticulctr C2se. Failure to treat any iten of cost in

ASFR 15-204.2 is not intended to imply th~t it is either allow~hle or unallow-

e.~)le. 1Tith respect to all items, whether or not specifically covered, deter-

mirwtion of ~llow.9.bility shall be oC'sed on the principles and standards set

forth in this Part ano, whore pppropri~te, the treatmont of similar or related

se18cte(~ items.

15-204.2 Selected Costs.

(a) Advert is inf?: Cost~.

(1) Ac1vertisinf' costs include th(; cost of advert is ing media C'p.d

corollary .?dministrC'.tive costs. Ac~vert_sing media include m.?gazines, ne1r1S-

papers, raClio and television pror;rar,.S, dir€lct JTI.9il, trade papers, outdoor

advortisinc, de~ler cards end windo1i-J displays, conventions, exhibits, free

gooel.s and samples, c>nd sales literC'yure. The follo..nhng advertising costs are

allowable:
10
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(i) advertising in trade and technical journals, provided

such advertising does not offer specific products or

services for sale but is placed in journals which are

valuable for the dissemination of technical information

within the contractorts industry; and

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

'Jcllsidered h. cLJnjunct~on wH,h all other recruiting costs.

(2) All other advertising costs are unallowable.

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

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

related collection costs, and related legal
':'---~-'-,....--_ .•..

f (c)
!
I

Bidding Costs.

costs, are unallowable. "-,",'~ __.J

f'"'k-'; , rr' (\. I r,
Bidding costs are the costs of preparing bids or ';"",...-....

.......

proposals on potential Government and non-Government contracts or projects~, . l

/ inclUding the development of engineering data and cost data necessary to ,,:. '
I"

IiIr-' '.. \
support the contractor 1s bids or proposals. Bidding costs of the current I /,

)l tr(',
accounting period of both successful and unsucoessful bids and proposals \ f~{l",
normally shall be treated as indirect costs and allocated currently to all

business of the contractor, in which event no bidding costs of past account-

ing periods shall be allocable in the current period to the Government con-

tract; however, the contractor's established practice may be to treat bidding

costs by some other recognized method. Regardless of the method used, the

results obtained may be accepted only if found to be reasonable and

equitable.

_.....~... "--'{d')'-''&;;ing Costs.

(1) Bonding costs arise when the Government requires assurance

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

the contractor. They arise also in instances where the contractor requires

similar assurance. Included are such

11
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. bonds as bid, performance, payment, advance payment, infringement, and fidelity

bonds.

(2) Costs of bonding required pursuant to the terms of the contract

are allowable.

(3) Costs of bonding required by the contractor in the general con-,

duct of his business are allowable to the extent tr~t such bending is in

accordance with sound business practice and the rates and premiums are reasonable

under the circu,llstances.

(1) Civil defense costs are those incurred in planning for, and the

protection of life and property against, the possible effects of ener~ attack.

Reasonable costs of civil defense measures (including costs in excess of normal

plant protection costs, first-aid training and supplies, fire fighting training

and equipment, posting of additional exit notices and directions, and other

approved civil defense measures) undertaken on the contractor's premises pursuant

to suggestions or requirements of civil defense authoritir','.s are allowable when

allocated to all work of the contractor.

(2) Costs of capital assets under (1) above ~re allowable through

depreciation in accordance with (i) below.

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

(h) below.

(f) Compensation for Personal Services.

(1) General. ~. Compensation for personal services includes all

remuneration paid or accrued, in whatever form and whether paid immediately or

deferred, for services rendered by employees to the contractor during the period

of contract performance. It includes, but is not limited to, salaries, wages,

12
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directors t and executive committee members' fees, bonuses, incant ive awards,

employee stock options, fringe benefits, and contributions to pension, annuity,

stock-bonus and profit-sharing plans. Except as otherwise specifically provided

in this paragraph (f), such cos~s arc allowable to the extent that the total

compensation of individual employees is reasonablo for the services rendered.

b. Compensation is reasonable to tho 0xtont that the total amount

paid or accrued, is communsurata with componsation paid under the contractor's

established policy and conforms generally to compensation paid by othor con-

tr2ctors of tho samo size, in tho same industry, or in tho same geographic area,

for simil~r services. Compensation will be particularly scrutinized tu dotermine

J whether tho compensation is reasonable in amount and is for actual pursoml

sorvic8s, rath0r than 2 distribution L'f profits, when p<lid (i) to owners of

closo#,lDld corporations, (ii) to partners and sulc proprietors, (iii) to

members of tho immediate families of persons within (i) and (ii), above, 0r (iv)

to persons who C1re committod to acquire a substrmtial financial interest in tho

contractor's enterprise. In addition, componsation expenses must be pnrticularly

scrutinized in light of tho presence or absunce of tho restraints occurring in

tho c0nduct of cumpetitive businuss.

c. Compensation for services rendored paid to partners arrl sale

proprietors in lieu of sabry will bo allowud to the oxtcmt thnt it is reason-

able and dous not constituto a distribution vf profits.

d. In addition to tho general r0quirumunts set forth in §. through Eo

above, cortain forms of cumpons2tion nru subj.:::ct tv further requirvmonts as

spucifiud in (2) thruugh (11) bwlow.

13
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(2) salaries and \~ages. Salaries and ,,'ages for current services

include gross compensation paid to employees in the form of cash, products, or

services, and are allo"l8.ble subject to the qualifications of (y) belo'!,,,.

(3) Cash Bonuses and A"l8.rds. Cash bonuses, suggestion aVlards, and

safety awards, based on production, cost reduction, or efficient management or

performance, are allowable to the extent paid or accrued pursuant to an

agreement entered into in good faith between the contractor and the employees

before the services were rendered, or PurB~t to an established plan followed

by the contractor so consistently as to fmply, in effect, an agreement to make

such payment.

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

bonuses and incentive compensation paid in the stock of the contractor or of an

affiliate are allowable to the extent set forth in (3) above (including the

incorporation of the principles of paragraph (7) below for deferred bonuses

and incentive compensation), subject to the following additional requirements:

(i) valuation placed on the stock shall be the fair market value,

determined upon the most objective basis available; and

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

stock to the employees shall be sUbje~t to adjustment

according to the possibilities t~at,~he employees will not

receive such stock and their interest in the accruals will

be forfeited.

Such costs otherwise allowable are subject to adjustment according to the

principles set forth in (7)£. below. (But see ASPR 15-204.1 (b).).

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

stock of the contractor or of an affiliate are unallowable.

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

14
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.l;:ring pl."ns are divided intc.' twCJ types, n2moly, immediate payment pbns and

doferred distribution plans 0 ImmGdiDto paymont plans include those which pr:wic1e

for payment (of thL.) profits buing (1 istributod) to tho individual officers and

omployoes shortly aftor deturmination of the amount due to each rathor than aftpr

a lapse of a stated period of ycars ur upon th8 retirement, death or disability

of the irr1ividual officers and omploJ~es. Deferred distribution plans include

thoslJ i-rhich provide for payment (of the profits being (1. istributec1) into n separClte

bank 2ccount or fund uSUdlly undor tho centrol of a trustlJl.:, fur c1 isburSumcmt to

th8 individual officers and employlx;s C1ftcr a St2t0cc period of yuars or upon their

r2tirumont, death or disability. Profit sh3ring plan costs undur plans of the

immodiate distribution type ~r0 un2110wablc. Profit sharing plan costs under

plans prOViding for defurred distributions will b8 nlLJwable, subject to thu pro-

visions of paragraph (7) below, only in those cases and to the extant thL.) distri_..

.1tions of benefits 2ro to bo lmlc10 upon or 2ft8r rotiremont, disability or death

of tho coverod officers and employees.

(7) Deferr8~ Compensation. n. As used heroin, deferred compensation in-

cludus 811 remunoratj.on, in whatovur furm, for services currently renc'l.oruc1, for

which the employcl1 is not paid until after tho lapse: Llf 0 stated porio', of years or

the occurrence of other 8vl..mts 8S provided in tho plans, excopt trot it dous not in-

clude normal end of accounting poriod C\ccruals. It inclucles (i) cuntributions to

pension, annuity, stock bonus, anct profit sh2ring plans, (ii) contributions to dis-

ability, withdrawal, insuronco, survivorship, and similar bunefit plans, 2nd (iii)

other 0eforrad compunsntion, whdthcr paid in cash or in stock.

b. Deferred CUmpl1nsation, including profit sharing plan costs

allow~ble un0ur (6) abovu, is allownb18 ta tho Gxtent that (i) it is for ser-

"-'''C8S ron(lorod ~uring thL; contract p0riod; (ii) it is, tog<,;th8r with 011
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other oompensation paid to the employee, reasonable in ailiount; (iii) it is paid

pursuant to an agreement entered into in good faith between the contractor and

employees before the services are rendered, or pursuant to an established plan

followed by the contractor so oonsistently as to imply, in effeot, an agreement

to make such payments; and (iv) for a plan which is subjeot to the Bureau of

Internal Revenue, it falls ,tithin the oriteria and standards of the Internal

Rev~nue Code and the regulations of the Bureau of Internal Revenuea (But see

ASPR 15-204.1(b)c)

00 In determining the oost of deferred compensation allowable

under the contract, appropriate adjustments shall be made for oredits or gains

arising out of both normal and abnormal employee turnover, or any other oontin-

genoies that can result in a forfeiture by employees of such deferred oompen-

sationo Adjustments shall be nlade only for forfeitures whioh directly or in-

directly inure to the benefit of the contraotor; forfeitures which inure to the

benefit of other employees oovered by a deferred oompensation plan with no

reduotion in the contraotor's costs will not normally give rise to adjustment in

contract costs e Adjustments for normal employee turnover shall be based on the

oontractor1s experienoe and on foreseeable prospeots, and shall be refleoted

in the amount of cost currently allowableo Suoh adjustments will be unnecessary

to the extent that the contractor oan demonstrate that its contributions take

into aocount normal forfeitureso Adjustments for possible future abnormal for-

feitures shall be effected aocording to the following rules:

(i) abnormal forfeitures that are foreseeable and which oan

be currently evaluated with reasonable accuraoy, by

actuarial or other sound computation, shall be refleoted

by an adjustment of current costs otherwise allowable; and

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

the subjeot of agreement between the Government and the
16
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cuntractor oithur 11S to an equitable 2c~justmont or a

method of d0tcrmining such adjustment.

d. In dct~rmining whether doferred compensation is for services

renderQd during thu contrRct p8rio~ or is for future services, consicoration

shall be given to conditions impoSE:d upon eventual paym(mt, such 2S, r8quirc:munts

elf continued employm8nt, consultation 2ftlJr r8tirement, (}nd covomnts not to com-

PCt0. Similar considerC'tion shuuld be given to ,.tho cost of lX'st servico credits

of pension and annuity plans.

(8) Fringe Benefits. Sou (0).

(9) Overtime, Extra-Pal Shift nnd Nulti~Shift Prumiumso S00 (y).

(10) 'rraining Ilnd Educ2tion Expcns02.0 Soo (qq).

(11) Insur3ncc and Indomrlification. S08 (p).

(g) Contingencies_"

(1) A contingency is a possible futuro evunt ur condition 2rising

from prlJscntly known or unknown causes, the outcome of ,vhich is indctormil12.blo

at a prosent time.

(2) In historical custing, i.e., costir~ as rclatod to past Gvonts ur

exp,;rLmco, cuntingcncios arc not allO'lvable.

(3) In conn8ction with ostirntus "f futur:...: costs, cl'ntingGncies fall

into two c2tugorios:

(i) those which mny arise from pr~sGntly known and existing

cunditions, the effects of which oro forGsooablo within

roasG~lblc limits of accuracy; G.g.} 2nticip~t~d custs of

rejects <:!nel dcfoctivo work; in such situ8tions whore thuy

Gxist, contingoncius of this catogory 2ro to bo includod in

trw ost:i.Inntos of future cost so <:lS to provide tho bust

ostimate uf porfor~~nce costs, and

17
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(ii) those which may arise from presently known or unknown

conditions i the effeot of which cannot be measured so

precisely as to provide equitable results to the oon-

traotor and to the Government; eog o , results of pending

litigation, and other general business risks. Contin-

genoies of this category are to be excluded from cost

estimates under the several items of cost, but should

be disclosed separately, including the basis upon whioh

the contingency is oo.mputed in order to faoilitate the

negotiation of appropriate contraotual coverage (see, for

example, (p), (t), and (mm) below)o

(h) Contributions and Donationso Contributions and donations are

unallowable.

(i) p'~preciati~o

(1) Depreoiation is a charge to ourrent operations whioh distributes

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

estimated useful life of the asset in a systematic and logioal mannero It does

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

period of economic usefulness in the partioular contractor's operations as dis-

tinguished from physioal life.

(2) Normal depreciation on a contractor's plant, equipment, and other

capital facilities is an allowable element of contract oost; provided that the

amount thereof is oomputed..

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

Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1954); or
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(ii) in the case of nonprofit or tax-exempt organizations, upon

a property cost basis which could have been used by the

contraotor for Federal inoome tax purposes, had suah

organizations been subjeot to the payment of income tax;

and in either case

(iii) by the consistent application to the assets concerned of

any generally aocepted accounting method, and subject to

the limitations of the Internal Revenue Code of 1954,

inoluding ..-

(A) the straight line method}

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

e~ceeding twioe the rate which would have been

used had the annual allowanoe been computed under

the method described in (A) above;

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

(n) any other consi stent method productive of an annual

allowanoe which, when added to all allowances for

the period commencing with the use of the property

and including the ourrent year, does not, during the

first bvo-thirds of the useful life of the property,

exceed the total of such allowances whioh would have

been used had such allowances been oomputed under the

method described in (B) above~

(3) Depreoiation should usually be allooated to the contract and

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

_. accounting period may, consistent with the basic objectives set forth in (1)

above, vary with volume of production or use of multi-shift operations.
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(4) In the Case of emergenoy facilities covered by oertifioates of

neoessity, a oontractor may elect to use normal depreoiation without requesting

a determination of "true depreoiation" or may eleot to use either normal or

"true depreciation" after a determination of "true depreoiation" has been made

by an Emergenoy Faoilities Depreoi~tion Board. The method eleoted must be

followed oonsistently throughout the life of the emGrgenoy faoilityo v[here

an eleotion is made to use normal depreoiation, the amount thereof for both the

emergenoy period and the post-emergenoy period shall be oomputed in aooordanoe

wi th (2) above. Where an election is made to use "true depreoiation" It the

amount allowable as depreoiation:

(i) with respeot to the emergenoy period (5 years). shall be

oomputed in aocordanoe with the determination of the

Emergenoy Faoilities Depreoiation Board; and

(ii) after the end of the emergency period. shall be oomputed by

distributing the remaining undepreoiated portion of the oost

of the emergenoy facility over the balanoe of its useful life

(but see (5) below); provid!!!. the remaining undepreoiated

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

reoovered "true depreoiation.1t

(5) Depreoiation on idle or exoess faoilities shall not be allowed

except on such faoilities as are reasonably neoessary for current and immedi-

ately prospective producticno

(6) No depreoiation" rental, or use oharge shall be allowed on the

oontraotorts assets which have been fully depreoiated when a substantial portion

of such depreoiationwas on a basis that represented, in effeot. a recovery

,_,thereof as a charge against Government oontraots or suboontraots. Otherwise" a
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mutually agreed upon use oharge may be allowedQ (But see ASPR 15-204.1(b).)

In determining this oharge~ oonsideration should be given to oost~ total esti-

mated useful life at time of negotiation, and effeot of any inoreased maintenanoe

charges or decreased efficienoy due to ageo

(j) Employee Morale~ Health, and i~lfare Costs and Creditso Reasonable

oosts of health and welfare activities~ such as house publications, health or

first-aid olinics ~ reoreational aotivities, and employee ()oWlsaling fle;rvio",s~

incurred, in aocordanoe with the contractor's established practice or oustom in

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

employee relations, employee morale, and employee performance, are allowableo

Such costs shall be equitably allooated to
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all work of the contractoro Income generated from any of these activities shall

be oredited to the oosts thereof unless suoh inoome has been irrevooably set over

to employee welfare organizationso

(k) Entertainment Costs o Costs of amusement, diversion, social activities

and inoidental costs relating thereto, suoh as meals, lodging, rentals, transpor~

tation, and gratuities, are unallowable (but see (j) and (pp».

(1) Exoess Facility Costs o Costs of maintaining, repa1ring, and housing

idle and exoess contractor-owned facilities, exoept those reasonably neoessary

for ourrent and immediately prospeotive produotion purposes, are unallowable.

The costs of exoess plant oapaoity reserved for defense mobilization produotion

shall be the sUbjeot of a separate contraot.

(m) Fines and Penaltieso Costs resulting from violations of, or failure

of the oontraotor to oomply with, Federal, State, and looal laws and regulations

I are unallowable except when incurred as a result of complianoe with speoifio

provisions of the oontract, or instructions in writing from the oontraoting

offioero

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

servioes inolude operating or furnishing faoilities for cafeterias, dining rooms,

oanteens, lunoh wagons, vending maohines, living acoommodations or similar types

of servioes for the oontraotor's employees at or near the oontractor's faoilities\

Reasonable losses from the operation of suoh servioes are allowable if they are

allooated to all activities servedo ~here it is the policy of the contractor to

operate such servioes without cost to the employee, reasonable oosts of suoh

operations are allowable if they are allocated to all aotivities served. (But

sea ASPR 15-204 0 1(b).) Profits (exoept profits irrevocably set over to an em-

--ployee welfare organization of the oontractor in amounts reasonabl'''' useful forF ~
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the benefit of the employees at the site or sites of contraot performanoe)

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

by the oontraotor or by a concessionaire, shall be treated as a oredit, and

allocated to all activities serveds

(Q) ~inge Banefit~G Fringe benefits are allowanoes and services pro-

vided by the contractc;.· to its employees as compensation in addition to regular

wages and salarieso Costs of fringe benefits, such as pay for vaoa~icuc.r.·ll61ib

days, siok leave, milib:;.X'y lEla.ve, employee insurance and supplemental employment

benefit:'!plans, are e.l}.I:'~·.!8.i)le to tho extent requ.ired by law, employer-employee

agreement, or an e gh)0E.sh~)d p.11icy 0:;: the contraotoro

(p)

.-

(1) rE,.·'-.~::).n~:) in:)L1.ii~\G (i) insura.nce whioh the contractor is required

to oarry, or wh:!.ch is n.\J.?l"GY':ld. un.der the terms of the oontract, and (ii) any

other insurance which the oontractor ma.intains in conneotion with the general

oonduct of his businesso

ae Costs of insuranoe required or approved, and maintained, pur~

suant to the contraot; are allowable.

b~ Costs of other insurano~ maintained by the contractor in con-

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

folloWing limitations g

(i) types and extent of coverage shall be in aoco~dance

with sOl~d business pra~tice and the rates and premiums

shall be reaso ne.ble under the circumstances;

(ii) costs allowed for business interruption or other

insuranoe shall be limited to exolude ooverage of

profit, interest, and any other items of cost un-

allowable under this PartJ
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(ili) oosts of insurance or of any oontributions to any reserve

covering the risk of loss of or damage to Government-,owned

property are allowable only to the extent that the Govermnent

shall have required or approved such costs J

(iv) oontributions to a reserve for an approved self-insuranoe

program are allowable to the extent that the types of

ooverag9, extent of ooverage. and the rates and premiums

would have been allowed had insuranoe been purohased to oover

the risks; and

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

proprietors are allowable to the extent that the insuranoe

represents additional oompensation (see (f) above).

~. Aotual losses which oould have been covered by permissible

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

able unless expressly provided for in the oontraot, exoept;

(i) costs incurred beoause of losses not oovered under nominal

deduotible insuranoe ooverage provided in keeping with

sound business praotioe. are allowable; and

(ii) minor losses not oovered by insurance, suoh as spoilage,

breakage and disappearanoe of small hand tools, which occur

in the ordinary course of doing business, are allowable e

(2) Indemnifioation includes seouring the contraotor against liabili~

ties to third persons and other losses. not oompensated by insuranoe or otherwise.

The Government is obligated to indemnify the oontraotor only to the extent ex

pressly provided for in the oontraot, exoept as provided in (l)~ abov9o

(q) Interest and Other Financial Costs o Interest (however represented),

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

24



, , Draft
10 September 1957

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

preparation and issuanoe of stook rights, and costs related thereto, are un-

allowable exoept for interest assessed by State or local taxing authorities unde}

the oonditions set forth in (00) below~ (But see (x). )

(1') Labor Relations Cost~o Costs inourred in maintaining satisfaotory

relations between the oontraotor and its employees, inoluding oosts of shop

stewards, labor management oommittees, employee publications, and other related

activities, are allowableo

(s) Losses on Other Contraotso An exoess of oosts over inoome under any

other oontraot (including the contractor's contributed portion under oost-sharin~

oontracts). whether suoh other contraot is of a supply, researoh and development:

or other nature, is unallowableo

(t) 1~intenance and Repair Costs o

(1) Costs neoessary for the upkeep of property (inoluding Government

property unless otherwise provided for), whioh neither add to the permanent valUE-

of the property nor appreoiably prolong its intended life, but keep it in an

effioient operating condition, are to be treated as follows (but see ASPR 15-

(i) normal maintenance and repair oosts are allowable;

(ii) extraordinary maintenance and repair oosts are allowable,

provided such are allocated to the periods to whioh appli-

oable for purposes of determining oontraot costs. (But

see ASPR l5-204.l(b).)
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(2) Expenditures for plant and equipment which, aocordi. ng to generally

acoepted aocounting prinoiples as applied under the oontraotor's established

polioy, should be oapitalized and subjeoted to depreciation are allowable only

on a depreoiation basis D

(u) Manufaoturing and Produotion Engineering Costs~ Costs of manufaotur~

ing and produotion engineering, inoluding engineering aotivities in oonneotion

wi th the follOWing, are allowable:

(i) ourr0nt manufaoturing prooesses suoh as motion and time

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

improvement; and

(ii) ourrent production problems, suoh as materials analysis for

production suitability and oomponent design for purposes of

simplifying produotiono

(v) Material Cos~so

(1) Material costs inolude the oosts of such items as raw materials,

parts, subassemblies, oomponents, and manufaoturing supplies, whether purohased

outside or manufaotured by the oontraotor, ~d may inolude suoh oollateral items

as inbound transportation and intransit insuranoe. In oomputing material oosts

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

(for oorreotion of defeotive work, see the provisions of the oontraot or proposed
'-

oontraot relating to inspeotion and oorreotion of defeotive work). These costs

are allowable subject, however, to the provisions of (2) through (5) below~
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(2) Costs of material shall be suitably adjusted for applicable por-

tions of income and other oredits, inoluding available trade disoounts, refunds,

rebates, allowanoes, and cash disoounts, and oredits for sorap and salvage and

material returned to vendorso Suoh income and other oredit3 shall either be

credited direotly to the cost of the material involved or be allocated (as

oredits) to indireot costs o However, where the contraotor oan demonstrate that

failure to take oash disoounts was due to circumstanoes bDyond his oontrol, suoh

lost disoounts need not be so oredited~

(3) Reasonable ~djustments arising from differenoes be~een periodic

physioal inventory quanti thIs and related matorial oontrol reoords will be in-

eluded in arriving at the cost of ;uw,t~:::-iala, provided suoh adjustments (i) do not

inolude ttwrite-downs" or f1wri(;d-upS~' of values and (ii) relate 'to the period of

,-'-, performanoe of the oon'braot ..

(4) rJhen thc:l materi.als are purchased specifioally for and identifiable

solely with per'fOI"manCe under a oontraot, the actual puroha.se oost thereof should

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

reoognized method of p:d,oing suoh material is aooeptable if that method is con-

sistently applied and the rElsul ts are equitable.. Hhen estimates of material

oosts to be incurred in the future are roquired, either ourrent market prioe or

antioipated aoquisition cost (if reasonably oertain and determinable) may be

used, but the bakia of prioing must be disclosed.

(5) Costs of materials, services, and supplies sold or transferred be-

tween plants, divisions or organizations, under a common oontrol, ordinarily shall

be allowable to the extent of the lower of oost to the transferor or ourrent mar-

ket prioe. However. a departure from this basis is permissible where (i) the
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item is regularly manufactured and sold by the oon'l;raotor through commeroial

channels and (ii) it is the oontraotoris long-established praotice to price inter-

organization transfers at other than oost for oommeroial work; provided that the

charge to the contract is not in exoess of the transferor's sales price to its

most favored customer for the same item in like quantity, or the cur~nt market

price, whichever is lower.

(w) Organization Costs o Expenditures, suoh as inoorporation fees, at-

torneys l fees, aooountants' fees, brokers' fees, fees to promoters and organizers,

in conneotion with (i) organization or reorganization of a business, or (ii)

raising capital, are unallowable (see (q) above).

(x) Other Business Expenses~ Inoluded in this item are suoh reourring

expenses as registry and transfer charges resulting from changes in ownership

of seourities issued by the oontraotor, oost of shareholders' meetings, normal

proxy solioitations, preparation and publication of reports to shareholders, pre-

paration and submission of required reports and forms to taxing and other regula-

tory bodies; and inoidental oosts of direotors and oommittee meetings. The above

and similar oosts are allowable when allocated on an equitable basis to all

olasses of worko

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

(1) This item oonsists of the premium portion of overtime. extra pay

shift and multi-shift payments to employeese Preferably suoh premiums should be

separately identified and handled as indireot oosts to be allocated to all work

of the contraotor. However, where it is the normal practioe of the oontractor to

handle these premiums as direct costs, suoh practioe is aooeptable if it does not

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

~considerations govern their inclusion in or exclusion from the base for overhead
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distributione Suoh premiums, when allowable, shall be equitably allooated in

light of (i) the wmount of such premium oosts allocated to non-Government work

being oonourrently performed in the oontraotor's plant and (ii) the factors whioh

neoessitate the inourrenoe of the oosts e

(2) Overtime, extra pay shift and multi-shift premium expenses may

arise in two distinot ways in oonneotion with the oontraot: (i) by initial

agreement between the oontractor and the oontraoting offioer that known oondi-

tions warrant the use of suoh premium labor; and (11) to meet unexpected oondi-

tions or emergenoies arising in the oourse of the oontraot~ not oontemplated by

the oontraoting partiesn

(3) The allowability of overtime, extra pay shift and multi-shift

premiums will be determined as follows:

(i) to the extent that the oontraotor and the oontraoting offioer

initially agree that suoh premiums are neoessary in view of

known oonditions, and the oontraoting officer so authorizes

in writing, such costs are allowable; and

(ii) with respeot to unexpected conditions or emergenoies arising

in the course of the contract, such costs are --

(A) unallowable if the contraotor is alrea~ obligated to

meet the oontraot delivery sohedule without additional

oompensation therefor;

(B) allowable to the extent authorized in \Yriting by the oon-

tracting offioer, in the oase of oost reimbursement type

oontracts; and

(c) allowable to the extent authorized in writing by the oon-

tracting officer prior to final pricing, in the oase of

fixed-price redeterminable or inoentive type contraotsCl
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(z) Patent Costs o Costs of preparing disolosures, reports, and other

documents required by the oontract and of searohing the art to the extent neoes-

sary to make suoh invention disclosures, are allowable. In aocordanoe with the

olauses of the oontract relating to patents, oosts of preparing doouments and

any other patent costs, in oonneotion with the filing of a patent application

where title is oonvoyed to the Government, are allowable. (See also (ii) and

(jj) belowo)

(aa) Pension Pl~. See (f) abovee

(bb) Plant Protection Costse Costs of items suoh as (i) wages, uniforms,

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

plant proteotion capital assets, and (iii) necessary expanses to oomply with

military seourity requiremonts, are allowableo

(co) Plaut Reoon'versic..n Costs~ Plant reoonversion costs are those inourred

in the restoration or reha~")ilitation of the contractor 1 s faoil!ties to approxi.-

mately the same oondition ~xisting immediately prior to the commenoement of the

military oontract work, fair wear and tear exoepted. Reoonversion oosts are

unallowable exoept for the cost of removing Government property and the restora-

tion or rehabilitation oosts oaused by suoh removal.

(dd) Preoontraot Costs. Preoontraot oosts are those inourred prior to the

effective date of the oontract directly pursuant to the negotiation and in

antioipation of the award of the oontraot where suoh inourrenoe is neoessary

to oomply with the proposed contraot delivery sohedule. Suoh oosta ere allowable

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

of the contracto (But see ASPR l5-204.1(b).)

(ee) Professional Service Costs - Legal, Aocounting, Engineerir.g~ and

Other.
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(1) Coata of professional servioes rendered by the members of a

partioular profession who are not employees of the oontraotor are allowable,

subjoct to (2) and (3) below, when reasonable in relation to the servioes

rendered and when not oontingent upon reoovery' of the ooata from the Government

(but see (w) above) 0

(2) Factors to be oonsidered in determining the allowability of oosts

in a partioular case inoludeg

(i) the past pattern of suoh oosts, partioularly in the years

prior to the award of Government oontraots;

(ii) the impaot of Government oontraots on the oontraotor's busi...

ness (i.eo, what new problems have arisen)J

(iii) the nature and soope of managerial servioes expeoted of the

contraotor's own organizations; and

(iv) whether the proportion of Government work to the oontraotor t a

total business is such as to influenoe the oontraotor in

favor of inourring the oost~ partioularly where the ser~oes

rendered are not of a oontinuing nature and have little

relationBhip to work under Government oontraotso

Retainer fees to be allowable must be reasonably Bupported by evidenoe of servioes

rendered"

(3) Costs of legal, acoounting, and oonsulting servioes, and related

costs, inourred in oonneotion with organization and reorganization~ defense of

anti-trust suits, and the prosecution of olaims against the Government, are

unallowable. Costs of legal, saoounting, and oonsulting servioes, and related

oosts, incurred in oonneotion with patent infringement litigation, are unallowable

unless otherwise provided for in the oontraot.
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(ff) Profits and Losses on Disposition of Plant, Equipment, or Other Capital

Aasets o Profits or losses of any nature arising from the sale or exohange of

plant, equipment, or other oapital assets, inoluding sale or exohange of either

short or long term investments, shall be exoluded in oomputing oontraot oosts

(but see (i) (2) above as to basis for depreoiation)o

---------~oruiting Costl'lo Costs of "help wanted" advertising, operating oosts !
\

emplo~nent office necessary to secure and maintain an adequate labor faroe, !

to'
(gg)

of an
\

costs of operating an apti'l:;ude and educational tasting program, travel costs of I,

employees while engaged in reoruiting personnel~ and travel oosts of applicants

for interviews for prospeotive employment are allowable. Vfuere the contractor

uses employment agenoies, oosts not in exoess of standard oommeroial rates for

-suoh servioes are also allowablo o Costs of speoial benefits or emoluments

offered to prospective employees beyond the standard praotioes in the industry

are unallowable.

(hh) Rental Costs~ (Including Sale and Leaseb~ of FaoilitiesLo

(1) Rental costs of land, bUilding, and equipment and other personal

property are allowable if the rates are reasonable in light of suoh faotors as

the type 9 life expectanoy, condition, and value of the faoilities leased, options

available, and other provisions of the rental agreement. Application of these

factors involves oomparison of rental ooets with oosts whioh would be allooable

if the faoilities were owned by the oontractor.

(2) Charges in the nature of rent between plants, divisions, or organi-

zations under oommon control are unallowable exoept to the extent suoh charges do

not exoeed the normal costs of ownership, such as depreoiation g taxes, insuranoe,

\nd maintenanoe; provide~ that no part of suoh costs shall duplicate any other

allowed oosts o
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(3) Unless otherwise speoifioally provided in the contract, rental

costs speoified in sale and leaseback agreements, inourred by oontraotors

through selling plant faoilities to investment orgrorrizations, such as insuranoe

companies, or to private investors, and concurrently leasing baok the same

facilities, are allowable only to the extent that suoh rentals do not exceed

normal oosts, suoh as depreoiation, taxes, insuranoe, and maintenanoe, borne

by the lessor, whioh would have been inourred had the contraotor retained legal

title to the faoilitieso

(ii) Research and Development Costs o

(1) Researoh and development oosts (sometimes referred to as general

engineering oosts) are divided into ~vo major oategories for the purpose of oon-

traot oosting -- (i) general researoh, also referred to as basio research, funda-

mental researoh, pure research, and blue-sky researoh and (ii) related researoh or

development, also referred to as applied researoh, produot researoh~ and product

line researoh.

(2) General researoh is that type of research which is direoted toward-
inorease of knowledge in soience. In suoh researoh, the primary aim of the

investigator is a fuller knowledge or understanding of the SUbject under study,

rather than a praotioal applioation tilereof. Costs of independent general

researoh (t.lat which is not sponsored by a oontract, grant, or other arrangement)

are allowable, subjeot to (6) belows Reasonableness of the cost should be deter-

mined in light of the pattern of the oost of past programs, partioularly those

eXisting prior to the plaoing of Government oontracts.

(3) Related researoh is that type of researoh which is clrected7_ l'5li,..,.'"

toward praotical application of science. Development is the systematio use of

soientifio knowledge directed toward the production of useful materia.ls, de~-ioen"

methods, or processes, exclusive of design .. ffiAYlut'ao!.;l1ring .. J1nd proollot::ion
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engineering (see (1) above)~ Costs of a contraotor's independent related

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

other arrangement) are allowable, subject to (6) below, under any production con-

tract to the extent that the research and development are related to the contract

product line and the costs are allocated to all production work of the contraotor

on the oontract product line. Such costs are unallowable under researoh and

development oontraots o

(4) Independent researoh and development projeots shall absorb their

appropriate share of the indireot costs of the department where the work is per-

formedo

(5) Researoh and development oosts (inoluding amounts oapitalized),

regardless of their nature, whioh were incurred in aocounting periods prior to

the award of a partioular contraot, are unallowableo

(6) The reason~bl~ness of expenditures for independent researoh and

development must be sorutinized with great oare in connection with oontractors

whose work is predominantly or substantially with the Government. ~Jhere suoh

expenditures are not subject to the restraints of oommercial product pricing,

there must be assuranoe that these expenditures are made pursuant to a planned

researoh program whioh is reasonable in scope and is well managed. The oosts

should not exoeed those whioh would be inourred by an ordinarily prudent person

in the conduct of a oompetitive business. (See ASPR l5-20401(b).)

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

(1) Royalties on a patent or amortization of the oost of aoquiring by

purohase a patent or rights thereto, neoessary for the proper performanoe of the

oontraot and applicable to oontraot produots or prooesses, are allcrwable~ unlessl
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(i) the Government has a lioense or the right to free use

of the patent}

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

been administratively determined to be invalid}

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

(iv) the patent is expiredo

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

the royalties may have been arrived at as a result of less than arm's length

bargaining; e~ goa

(i) royalties paid to persons» including corporations,

affiliated with the contractor;

(ii) royaltiea paid to unaffiliated parties» inoluding oor-

poraticns J under an agreement entered into in contem-

plation that a Government contract would be awarded; or

(iii) royalti.ea paid under an agreement entered into after the

award of the contraoto

(3) Special care should also be exercised with respect to royalties

paid to unaffiliated parties, including corporations, upon patents the oost of

whi.chJ or the cost of research and development work thereonJ were substantially

renO'!!H'ed through Goverp.ment grants or charges against Government oontracts or

su.boontracts.

(4) In any case involving a patent formerly owned by the contractor,

the amount of royalty allowed should not exoeed the cost which would have been

allowed had the contractor retained title thereto.

(S) See ASPR lS-20401(b).

(kk) Selling Costs.

(1) Selling oosts arise in the marketing of the contractor's products
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and include oosts of sales promotion, negotiation, liaison between Government

representatives and oontraotoris personnel, and other related activities.

(2) Selling costs are allowable to the extent they are reasonable

and are allocable to Government business (but see ASPR 15-20401(b)). Allooability

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

Government arising from such activities as teohnioal, oonsulting, demonstration,

and other servioes whioh are for purposes s~h as application or adaptation of

the contraotor's products to Government usee

(3) No~~ithstanding (2) above, salesmen's or agents' oompensation,

fees, oommissions, peroentages, or brokerage fees, whioh are oontingent upon

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

or bona fide established co~,~roial or selling agenoies maintained by the oon-

traotor for the purpose of securing businesso

(11) Servioe and Wa~~~y G~o Such costs inolude those arising from

fulfillment of any oontraotual obligation of a oontractor to provide servioes,

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

defeotive parts, making refunds in the case of inadequate performanoe~ etoo

·'iThen not inconsistent with the terms of the contract, such service and warranty

costs are allowableo However, cate should be exeroised to avoid duplication of

the all~~anoe as an element of both estimated product cost and risk.

(mm) Severance Pay.

(1) Severanoe pay, also oommonly referred to as dismissal wages, is

a p~ent in addition to regular salaries and wages, by oontraotors to workers

whose employment is beingtarminated. Costs of severanoe pay are allowable only

to the extent that, in eaoh oase, it is required by (i) law, (ii) employer

employee agreement, (iii) established polioy that constitutes, in effeot, an

implied agreement on the oontractor's part, or (iv) circumstanoes of the

particular employment.
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(2) Costs of severanoe payments are divided into two oategories as

follows:

(i) aotual normal turnover severanoe p~ents shall be

allocated to all work performed in the contractor's

plant; or, where the oontraotor provides for &corual

of pay for normal severanoes such method will be

aooeptable if the amount of the aocrual is reasonable

in light of payments aotually made for normal severanoes

over a representative past period, and if amounts aoorued

are allooated to all work performed in the contraotor's

plant; and

(ii) abnormal or mass severanoe pay is of such a oonjeotural

nature that measurement of cost by means of an aoorual

will not aohieve equity to both parties. Thus aooruals

for this purpose are not allowable. However, the Govern-

ment reoognizes its obligation to participate, to the

extent of its fair share, in any speoifio payment. Thus~

allowability will be considered on a case-by-case basis

in the event of occurrenoe.

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

of such specialized nature that its use, without substantial modifioation or

alteration, is limited to the production of the p~ticular supplies or the

performanoe of the particular servioes for which aoquired or furnished. It

inoludes, but is not limited to, jigs, dies, fixtures, molds, patterns, speoial
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taps~ speoial gauges, and special test equipment. The cost of special tooling,

when aoquired for and its usefulness is limited to one or more Government oon-

tracts, is allowable and shall be allocated to the speoifio Government 000-

tract or oontraots.

( 00 ) Taxes.

(1) Taxes are charges levied by Federal, state, or local governments.

They do not inolude fines and penalties exoept as otherwise provided herein.

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

is required to p~ and which are paid or aoorued in aocordanoe with generally

aooepted aocounting principles are allowable, exoept for:

(i) Federal inoome and exoess profits taxes;

(ii) taxes in conneotion with finanoing, refinancing or

refundi~e operations (see (q));

(iii) taxes fr',m whioh exemptions are available to the oon-

tractor djxectly Or available to the oontractor based

on an exemption afforded the Government exoept when

the oontracting offioer determines that the adminis-

trative burden incident to obtaining the exemption

outweigh3 the oorresponding benefits aooruing to the

Government; and

(iv) speoial assessments on land whioh represent oapital

improvements 0

(2) Unadjudioated taxes otherwise allowable under (1) above, but

which may be illegally or erroneously asse~sed, are allowable; prOVided that

the oontraotor prior to payment of such taxes.

(i) promptly requests instructions from the contracting

offioer conoerning such taxes; and
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(ii) takes all aotion direoted by the oontracting

offioer, including oooperation with and for the

benefit of the Government, to (A) determine the

legality of such assessment or, (B) seoure a

refund of such taxes.

Reasonable oosts of any such action undertaken by the contractor at the direction

of the contracting offioer are allowable. Interest and penalties inourred by a

contractor by reason of the nonpayment of any tax at the direction of the oon-

traoting offioer or by reason of the failure of the oontraoting offioer to

assure timely direction after prompt request therefor, are also allowablae

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

the oontraotor of interest thereon, attributable to taxes, interest, or penalties

which were allowed as oont~aot oosts, shall be oredited or paid to the Government

in the manner di rected by ~;h0 Gover:nment, provided any interest aotually paid or

oredited to a contraotor inoident to a refund of tax, interest or penalty shall

be paid or oreditod to the Government only to the extent that suoh interest

aocrued over the period during whioh the oontraotor had been reimbursed by the

Government for the taxes, interest, or penaltieso

(pp) Trs,de, Business, Teohnioal and Frofessional Aotivity Costs"

(1) Memberships 0 This oategory includes oosts of memberships

in trade, business, technioal, and professional organizationso Such costs are

allowable.

(2) Subsoriptions. This item inoludes cost of subsoriptions to

trade, business, professional, or teohnical periodioals. Suoh oosts are

allowable.

(3) ~etings and Confereno~. This item includes cost of meals,

transportation, rental of facilities for meetings, and costs incidental
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thereto, when the primary purpose of the incurrence of such costs is the disss-

mination of teohnical information or stimulation of production~ Suoh costs are

allowable.

(qq) Training and Educational Costs&

(1) Costs of preparation and maintenanoe of a program of instruo-

tion at noncollege level, designed to inorease the vooational effectiveness of

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

wages of trainees during regular working hours, and

(i) salaries of the director of training and staff

when th~ training program is oonducted by the

oontraotor; or

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

in3titution not operated by the contraotor;

are allowable.

(2) Costs of part-time technical, engineering and scientifio

eduoation, at an under-gramlate or post-graduate college level, related to the

job requirements of bona fide employees, including onlys

(i) tTaining materialsB

(ii) textbooks,

(iii) fees oharged by the educational institution;

(iv) tuition oharged by the eduoational institution, or

in lieu of tuition, instructors' salaries and the

related share of indireot cost of the educational

institution to the extent that the sum thereof is

not in exoess of the tuition whioh would have

been paid to the partioipating eduoational

institution) and
40
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(v) straight-time oompensation of eaoh employee for

time spent attending olasses during working hours

not in exceas of 156 hours per year where oiroum-

stanoes do not permit the operation oi' olasses or

attendanoe at olasses alter regular working hoursl

are allowable•

. (3) Costs ot tuition, fees, training materials and textbooks (but

not subsistenoe, salary, or any other emoluments) in oonneotion with full time

soientifio and engineering eduoation at a post-graduate (but not under-graduate)

oollege lev~l related to the job requirements ot bona fide employees for a

total period not to exoeed one sohool year for eaoh employee so tra.ined, are

allowable. In unusual oases where required by military teohnology, thB period

may be extended.

(4) Maintenanoe expense, and normal depreoiation or ~~ir rental,

on faoilities owned or leased by the oontraotor for training ),Jurposes are

allowable to the extent set forth in (t), (i), and (bh) above. respeotinlyo

(5) Grants to eduoational or· training institutiona, inoluding

the donation of faoilities or other properties, sohol~ships or fellawahips,

are o9naidered oontributions (see (h) above).

~rr) Transportation Costs•. Tranaportation oosts inolude freight,

expreSl,oartage, and postage oharges relating either to gooda purohased, in

prooess, or delivered. These oosts are allowable. When suoh oosts oan readily

be -identified with the items involved, they may be dreoted oosted as transp01'ta

tion oosts or added to the oost ot suoh items (see (v) above). Where identif1-

oation with the materials reoeived oannot readily be made, inbound transportation

4.1
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oosts may be charged to the appropriate indireot oost aooounts if the oontraotor

follows a oonsistent~ equitable prooedure in this respect. Outbound freight,

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

direct oost()

(S8) Travel Costs D

(1) Travel oosts inolude oosts of transportation, lodging, sub-

8istenoe, and incidental expenses, incurred by c~ntraotor personnel in a

travel status while on offioial oompany businesso

(2) Travel oosts may be based upon actual costs inourred, or

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

the two, provided the method used does not result in an unreasonable oharge.

(3) Travel costs incurred in the normal course of over-all admin-

istration of the business and applicable to the entire business are allowable.

Suoh costs shall be equit&.b:';)T 8.11ocated to all work of the contraotor'o

(4) Travel costs du'eotly attributable to speoifio oontraot per~

formanoe are allowable and may be charged to the oontraot in aocordanoe with

the principle of direot costing (See ASPR 15-202)0

(5) Neoessary, reasonable oosts of family movements and personnel

movements of a speoial or mass nature are allowable, subject to allooation

on the basis of work or time period benefited whel1 appropriateo (But see

ASPR l5-204ol(b).)
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to be performe , or a target price under an incentiTe

contract.

(iv) A~ the basis for th~ resolution of que~tions or acceptability

of individual costs wnenever such quest.ions become issues.

15-101.2 "Allowable" and "Unallowable" in Connection~ Fixed-Price

s used in ASPR, Section XV, Part 2, the words "allowable,"

"t1!lall(\wable," and the like, shall, in connection with any rixed-priee type

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

•

4

r,



tit

M t1 15- 4. (b) to. d a

( ) Th ext t of owab 1ty of the 9mS of C 8 d 1n

P 15-204.2 bas e. et t.ed to pply broadly to accounting

ng co tract 1tuat1ons. Th , 8 to any given ntract, the rea 0 len 8

d alloca ility v certa1n 1tems of co~t may be dit cult to dete ne, part1cular17

the cas of contractors whose business is pred nantly or substantially with

h Govermnent. III order to avoid possible subsequent disallowanee b ed on '

onableness or non-allocability, it 18 important that prospective eon

rtlcularly those whose work is pr~dominantly or substantially with

seek agreement with t.he Government in adV&.nce of the incurrenc,

usual costs in cat gori86 where reasonableness or allooability

o etermine. Such agreement may be initiat d by the contracting

eement should be incorpora ed in co t-r urse ent type

of the contract file in the case of negot a ed fixe -

OXJL""1c:er.

pt t

( )

(li)

(ii1)

hould gov h cost deterrninatio c ver thereby

of tel ted contract. Included are such elsmftnts as:

c~npeln~ for person 1 services (ASPR 1; 204.2(t));

9 e ar for f depreciated assets (ASPR 15-204.2(i)(6));

food and do to service furnished without ccst to employees

or involving signifieant 108ses (ASPR 15-204.2(n));

iv) deterred aa1ntenance ooets (ASP! 15-204.2(t)(1)(11));

(v) pre-eontract coste (ASPR 15-204.2(dd);

(vi) research and deTe10paent costs (ASPR 15-204.2(11)(6»;

(vii) ro1&lt1es (ASPi 15-204.2(jj);

5
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\ 111 e ling and distribution costs (ASPR l5-204.2(kk)(2»; and

( ) travel costs, 8S related to special or maes per~onnel movement

(ASPR 15-2C4.2(ss)(5)).

6
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11.0 . fy l5-204•.c.(f) "'0 r a as follows:

( ~ )
.i " C-eneral. a • Compen tion for personal ervices incl des all

remuneration pa d currently or accrued, in whateTer f and whetber id

immediately or deferred, tor services rendered by employees to the co tract

during the period of contract perfom.ance. It includes, but is not te

to, salaries, wages, directors' and executive committee members' fees, bonuses,

incentive awards, eaployee stock options, employee insurance, fringe benefits,

and contributions to pension, annuity, stoek-bo~us and plans fer incentive

compensation of management employees. Except as otherwise specifically pro

vided in this paragraph (f), such costs are allowable to the extent that he

total compensation of individual employees is reasonable for the services

rendered and are not in excess of those costs which are allowable by the

Internal Revenue Code and regulations thereunder.

~. Compensation is reasonable to the extent that

the total amount paid or accrued, is cou lensurate with compensation paid under

the contractor's established polic7 and conforms generally to compensation paid

by other contractors of the same size, in the same industry, or in the same

geographic area, for similar services. However, certain conditions give rise

to the need for special consideration and possible limitation as to allowability

for contract cost purposes where amounts appear excessive. Among such conditions

are the following:

(i) Compensation paid to owners of closely held

, corporations, partners, sole proprietors, or Ilembers of the 1mmedl-'- families

7
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thereof, or to persoDs who are contractually committed to acquire a substantial

financial interest in the contractor's enterprise. Determination should be .ade

that such compensation is reasonable for the actual personal services rendered

rather than a distribution of profits.

(11)
/

Any change in a (contractor IS comp4!lnsatioD

policy esulting in a substantial increase in the contractor's leTel of

compensation, particularly when it was concurrent with an increase tn the ratio

of GoTernment contract. to other bue1nen, or any change in the treatment of

allowability of specific t1'pes of compensation due to changes in ~rrDlent

policy.

(iii) The contractor's business is such that his

compensation levels are not subject to the restraints normally occurring in
1(;1; ~') ..

the conduct of competitive businessV~ '

£. CClIIpensation for services rendereel paid to partners

and. sole proprietors in lieu of salary will be allowed to the extent th..t it

is reasoD&ble and does not constitute a distributioll of profits. .

d. In addition to the general requir.ents set forth

in ! through! above, certain forma of coapensation are aubject to further

requil"eaeDts as speoified in (2) through (10) below.

(2) S&lariee!!!!l Wases. Salaries and wages for current senices

include gross ooapenaation paid to emplo,..es in the fora of cash, products,

or services, and are allowable subject to the qualifications of (,') below.

en Cash Bonuse. !!!!! Incentive Ccapensation. Incentift compensation

for management aploTees, cash bonuses, suggestion a_rd., safet1' awards, and

ncentive caapensation based on produotion, cost reduction, or efficient

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

8
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deta ad to be reasonable and such costs are paid or accrued pursuant to an

ent ent.red into in good faith between the contractor and the emp1o,.ee

betore the serviees were rendered, or pursuant to an established plan followed

by the contractor 50 consistently as to imp11', in effect, an agre_ent , to make

such par-ent. (But see ASPR 15-~04.1(b).) Bonuse., awards and incentive

compensation when all7 of ths are deferred are allowable to the extent prortded

in (6) below.

(4) Bonuses~ Incentive Compensation~ in~. Costs of

bonuses and incentive compensation paid in the stock of the contractor or of

an affiliate are allowable to the extent set forth in (:3) above (including

the incorporation of the principles of paragraph (6) below for deferred bonu.ee

and incentive compensation), subject to the following additional requirements:

(i) valuation placed on the stock transferred shall be the

fair market value at the time of transfer, detenrlned

upon the most objective basi. available; and

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

of such stock to the employees shall be subject to adjuet-

•ment according to the possibilities that the emp101'eee

will not receive such stock and their interest in the

accruals will be forfeited o

Such costs otherwiaeallowab1e are subject to adjust.ent accord1..n& to the
. , I

principle. set forth in (6)~. below. (But aee ASPa 15-204.1(b).),

(5) ~ Options. The coat ot options to employee. to purchase stock

of the contractor or of an affiliate is unallowable.

(6) Peferred C_pensation. !. As used herein, deterred capen••tioD

iDclude. all reauneration, in whateTer form, (for seni.ce., cui'NR17 rendereel)

9
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ln cash or in s ock.

.e.
t t (i) it i tor se ce

tog th r

amount; (il.' . is

bet een the cantr ctor and mploye be, 0 the 8e ces are endered, or

r uant to an e t bliehed plan ollow d by the contractor 80 consi t ntly

as to ply, in fact, agre nt t make such pa n 8; and i)

plan w eh is ject to ppro by the nte 1 Revenue Se ee, it

within t e crit rand s da d of the Internal Reve e Cod and th

regulations of the Internal Reve ervice. (But see ASP 1 -204.1(b .).

~. In determining the cost of deferred c

allowable under the contract, appropriate adjustments shall ~ e t r

credits or gains arising out of both normal and abnormal emp_o e turno r,

or any other contingencies that can result in a forfeiture by ye II 0

such deferred caapenlation. Adjustments shall be made only for forfeitures
- , I

which directly or indirectly inure to the benefit of the contractor; for

feitures which inure to the benefit of other e.ployees covered by a deterred

compensation plan with no reduction in the contractor' 8 costs will not noraally

10
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give rise to adjust-ent in contract costs. Adjustments tor nor.al emPloye.

turnover shall b. based on the contractor l ! experience and on torese.able

prospects, and shall b. r.tlect.d in the aaoUBt at cost curPent17 allowable.

Such adjuwtments will be unnecessary to the extent that the co~ractor can
'"

demonstrate that it. ooatribQtion. take into account normal forteitures.

Adjustaents tor pollibl. r.ture abnomal fort.1tures shall be ettect'd aocord1Dl

to the tollowinc rule.:

(1) abnol'llal torteitures that are tor••••abl.

and which can b. curr.ntq ......luat.cl w:lth

reasonable accuracy, b7 aotuarial or oth.r

sound ocaputat1on, shall be renected b7 an

adjust-ent ot current costs otherwise

allowable; and

(11) abnormal torteitures, not within (1) abow,

ma7 be Jll&de the eubject ot agreeJll8nt betwell

the GoTerDment aDd the contractor eith.r &s

to an equitable adjuetaent or a .ethod ot

d.termining such adjustment.

g. In determining whether deterred compensation 1.

tor serYtc•• rend.red during the contract period or 1s for future serTiees,
..

consideration shall b. given to oonditions iapoled upon eventual payment, suoh

as, requi~ntl ot continued _plo,ment, consultation after ret1N1aent, and

covenant. not to c~te.

(7) Pr1pIe I!¥t.\ts. see (0).

(8) O'I'n., 1Itp-P!l Nit~ ICulti-sh1tt Prem.PM.

11

See t,).
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(1 Research and Development 9osts.

(1) Research and development costs are div~ded into two major

categories for the purpose of contract costing - (i) basic research, a11:l0

referred to as eneral research, t~mdamental research, pure research, and

blue-sky research and (ii) applied research and developnent, also referred

to as product research and product line research.

(2) Baslc research 1s t.hat type of re888rch which is directed

toward increase of knowledge in science. In such research, the primar,r aiB

of the investigRtor is a fuller knowledge or understanding of the subject

under study~ rather than a practical application thereof. Costs of indepen-

dent basic resea~c.h (that which is not sponsored by a contract; grant, or

other arrangement) are allowable~. s11bJect to (6) below and subject also to

their being allocated to all of the wDrk of the contractor.

(3) Applied research is that type of research which is directed

toward practical application of science. Development is the ~stematic use

of scientific knowledge directed toward the production of or improvements in

useful materials, deTices, methods, or processes, exclusive of design, manu-

tacturing, and production engineering. Costs of a contractor's independent

applied research and development (that which is not sponsored by a contract,

grant, or other arrangement) are allowable, subject to (6) below, under any

production contract to the extent that such applied research and development

are related to the product lines for which the Government has contracts and

such costs are allocated as indirect cost. to all production work ot the

contractor on such contract product lines. Costs ot independent applied

research aDd development are unallowable under research aDd developaent

contracts. However, in cases where a contractor's nonaal course ot business

13



in 0 pro u on he coe 0 dependent applied ese rand

d e pliant. ork (that which is not sponsored by contract, grant or oth r

arr gement) are allo ble, subject 0 ) below, to the extent that such work

is r ted and alloe ed as an indirect t to the field of effort of th

Jo ent appli d resear h and de elopment contract •

(4) ndepen ent resea and development projects sha a sor

e r appr iate 5 are of th _ndireet co ts of the department where the

w rk is perto ed.

,
8 C

(5) Research and developaent coste (including amounts capitalized),

regardless of their nature, which were incurred in accounting periods rior

to the award of a particular contract, are UJl&llowable.

(6) In addition to the definition of reasonableness provided in

A PR 15-201.3, th re aonablen s of xpenditures for independeDt research

a de elopnent sho be determine II t f the pattern of the cos

at rog 'ame (particular y tho e e. ting prior to the placing of Go,ve:rml~lllt

contracts), with due cons der tion t h nges n science and tech

expenditures must be B~rutiniZ6d with reat care in connection

whose work is p edominantly or 8ubstantially with the Go""

expenditures are not subject to thf" restraints ot cOIBercial

there must be assurance that these expenditures are de to

research progra~ which is reasonable in scope and is veIl aged he 08 8

should not exceed those which would be incurred by an ordina~.ly prudent

person in the conduct of a competitive bus1ness. (See ASPR 2 4.1( ).)

]
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 'S. 0, C.

SUPPLY AND LOGISTICS

CD

MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

JUN 1 8 1~~.f

,

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

contracts.

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

. the Hoove r Commis sion.

Vie have been in the process of developing such a com.prehensi-ve set
of cost principles for several years. However, as I a..-rn sure you will recognize,
tbs is a highly complicated and controversial subject and one which generates
a wide variety of different views as to the treatment which should be afforded
each detailed cost element. As a result, the obtainiIlg of a degree of agreement
on this set of cost principles has been a slow process. By last fall we had
obtained sufficient agreement among the different elements within the Departrrlent
of Defense to be able to issue a draft of the proposed principles to various indus
trial groups for their comment. These cOIU..-.nents, which for the most part were
'.luite critical of the proposed draft, have been reviewed, evaluated and thoroL:.ghly
discussed \J/ith Assistant Secretary McNeil and the Materiel Assistant Secretaries
0: the three military departments preparatory to our undertaking discussions

.1.. t'y groups in an effort to resolve our differences to the ext~nt practical.
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Prior to our discus sions with industry I believe that you should be
av of the policy. approaches that we propose to take.

The industry comment was critical with respect to each elem.ent of
cost, such as the cost of institutional and product advertisiIig, which we had
felt should not be charged to the governm.ent but which industry considered a
norm.al cost of doing business. In other words they considered that all norm.ai I.
and proper costs of doing business shoul?-?~_~o~ed~y_~.I,1~.R0:'.e:r_n.IE_~~t~~
extEm~ !.~ey_,~~~_eJ·e~-s~naole-and-ill.oca.~ieWlder t~~.C:9n~:r.ac~o:t:~s.,~S_C?~2ng
sy·s'tem even though senle of such cost-s cl-ear_~y._have nothing to do with the
conduc't ~i government business. We feel that there are some costs, such as
advertising or allowances for bad debts~ which c...:-~oughnecessary in the
conduct of the business should not be allocated to governm.ent contracts.

)
' The industry comment also m.ade it clear that, I B.o 19n9_~s_. ~he_r.~.~,E:!.r,~

I to be unallowable items of cost, industry' did not favor the extension of the use

I of costE.;~~~i'p~~~~~~.~.c~~?):j~~_C:~.~~J;acts,_'pr~c~_J:_~~.et~.~a~l.e.contr~c::~_s._~~~··'
I - ..

l other negotiated "fixed price ll type of contracts or tonegotiated .settlemenu
i ~Tt-~~m:inated,contract.s. The basi's for this opposition seems to be a belief
!~... -- ...,.- ...
I that the use of cost pr~c.iples in thes.e,~i~'ll.atioIl~.v.villl~;ad:tCl,f~_~~Ci.J)ricing

~:~!h~!. t~tr.:u~_.ne.gotl~t19;t.!JWebelieve that the descTlption which we have
included in the cost principles them.selv:e s' of the metho-c.s of use of these
principles in the pricing or settlement of the se contracts is adequate to

Jl!!!!!Il!II"'-"l.i: sure that they will not damage the negotiation process.

In our meetings with Mr. McNeil and. the Matel"iel Assistant
Secretaries consideration has been given to some twenty issues which wer~

raised by industry. We have come to agreement a.m.ong ourselves on all
but one. On several of these issues we have agreed to accept the industry
viewpoint whereas in a num.ber of others we believe that we should not
accept that viewpoint.

Tab A, attached, is a summary of the one remaining issue on which
we do not have internal agreem.ent and On which we seek your advice. This
has to do with the allowability, as a part of total compensation to employee!,
primarily involving executive compensation, of that portion which is dependent
upon or measured by profits. The Air Force is opposed to allowance wherea.
the Army, Navy, ASD(Co:mptroller) and ASD(Supply and Logistics)' favor
allowing. This problem. has been with us for several years and it was previously
decided by Mr. Wilson that such expenses should not be allowed as c<?sts. The
question is again raised by the ii:J.dustry comment and there is again a lack of
agreement. The argu:ments on this subject are included in Tab A.

z



Tab B, attached, represents an identiiication and evaluation of
,lls.-..:..£icant remaining issues with industry. Internally we are in com.

plete agreement that these industry views should not be accepted in the
proposed regulation.

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

Tab D, attached, is our tilnetable for the com.pletion of this
project and the issuance of this section of the regulation.

----. -".
. - ./" ~./ -'

'-PERKINS McGUIRE
Assistant Secretary of Defense

(Supply and Logistics)

4 Inclosure s
Tabs A, B, C and D

3



. TAB A

'Issues Between the Air Force and Industry. l~Ei~!.~L.JCOMP).~y and Na?l

COMPENSATION

~

r.-', ~
~ '..

'........... '.

INDUSTRY VIEW
(concurred in by ASD(S&L), (Comp), Army and Navy)

Basic Contention: The critically important considera
tion underlying the compensation principle ought to
be the reasonableness of the total compensation eaid
using any and all methods. The method;s of compen
sation usable, ought to be that determinecl by the
contractor so long as the methods utilized are in
keeping with sound accounting practices and the
re sults achieved are reasonable in light of the
services rendered.

A. COMPENSATION PLANS BAsED UPON,MEAsURED.
BY PROFITS. .

Specifically, industry·<;ontends that compensation
plans based upon and measured by profits:

1. Are becoming increasingly more widely used as
a means of compensating employees and officers

. for services rendered.' .

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

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

4. Are not logically separable into deferred or
immediate distribution plans. The Air Forc~',

.AIR FORCE POSITION
Contentions: The Air Force poaiiioD ia that

payments under profit-sharing plana should~

be recognized as a cost of pedorming defense
contracts.

1. Since January I, 1955, the Air Force,
in its negotiations with contractors, has taken
the position that payxnents to m.anagement under
profit- sharing plans are not allowable. The Air
Force ~s no objection to profit-sharing plans
as· such. We. ~o reject the philosophy that pay
ments.under such plans should be treated as a
cost of performing the contract.

2. PJ;"ofit-sharing is a m.ethod of distribu
tion of profits realized. This is bnplidt in
both the label and the conditions attached to
this particular method of distributing corpo
rate earnings. Distribution of profits under
Jhe various plans are, in general, determined
"in accordance with the profit position of a
company at the end of the fiscal year. In a
profit-sharing plan the contractor purports
to be sharing his calculated profits with
ce rtain of hi:s Eml.ployees. If profit distribu
tions are treated as costs in determining
contract prices, the so-called IIprofit- .
sharing" is an illusion. For, while the con
tractor would be publicizing a progrcun as
" profit- sharing, II the Governnlent would,. in
fact. be bearing directly the cost of such pl-'-l.



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

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

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

3. Under our contracting techniques we
negotiate, contract by contract, a price based
upon what the job is w<?rth. This estimated
profit is an incentive to the contractor and we
allow hUn an opportunity, by reducing costs, to
earn more profit. If, as a matter of corporate
choice, profit- sharing is held out to the con
tractor's employees as an inducement to aid the
contractor in earning more profit under the
contract, the profits so earned should be the
source of distribution of the rewards promised
the employees. Having striven for the target
profit, and. having achieved such profit or
more and distributed a portion thereof to
certain of its employees as lip rofit.\..a haring II ,

the contractor should not confront the military
department with a "voucher" for reimbursement
of the profits distributed.

4. Profit-sharing is not necessarily identi
fiable with, nor measured by, efficiency. Net
profits available for distribution may be the result
of higher volume of business, sharp negotiations,
or the peculiar tax situation of the contractor.
In fact. a manufacturer who bas not produced
efficiently during a particular year could still,
out of profits earned distribute bonuses measured
by profits. The Govermnent would not have derived
any benefits from the operation of the profit- sharing
plan.

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

. :.'"
- • I·

\
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employees in the distribution of profits in
the form. of dividends for the former and
profit- sharing plans, if any. for the latter.
The normal pressures exerted by stockholders
to prevent the indiscriIninate distribution of
profits under the profit- sharing plan disappears
if the Governm.ent accepts payxnents under profit
sharing plans as an allowable cost. particularly
in the case of companies predominantly in defense

. work.

6. It is significant that certain of our con
tractors. who have had profit-sharing plans in
effect for a nUlDber'~f years, have never sought
reimbursement for payments Wlder such plans.

'The effect of a formal policy allowing payments
under such plans would cause these companies to
request reimbursement therefor and would sthnulate
interest in other companies ,to inaugurate.such
plans. The Air Force estimates existing profit
sharing plans could ~volve. for the Air Force
alone, approximately $25 million a year. .Any
general policy in favor of allowing payments
un~er these plans could cause this cunOWlt to be

'iilc'reased significantly.

" ,

7. Our position is primarily addressed to
profit-sharing plans of the "inunediate" distribu
tion type. We would not object to allowability
of payments under profit-sharing "retirement"
plans as presently contained in the latest DOD
draft of the proposed cost principles, if such
plans meet the requirements, of the Internal

Revenue Code and the regulations thereunder. \

.1
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TABB

- Identification and Evaluation of the Significant Remaining Issues
with li'ldustry

ISSUE 1

Should there be an attempt to get unifonnity of cost treatm.ent in all of
the various types of -contractual situations where costs Are a factor in pricing?

Industry Position

With very slight exception industry agrees with the objective of uniformity
of cost treatInent but is seriously concerned lest the application of these prin
ciples lead goverrunent contracting personnel to resolve controversial points of
negotiation by unilateral accounting solutions rather than by overall bargaining •.
Specifically they fear that the description, contained in the docum.ent itself,
of the 11applicabilityt 1 of these cost principles to fixed price types of contracts
:may lead to formula pricing rather than to negotiation based upon factors other
than estimated .costs.

Goverrunent Position

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

ISSUE 2

Should the cost principle. provide for the non-acceptance by the govern
m 7nt of any cost which is nonnal, legal, and reasonably necessary in the
conduct of the contractor's business'l



.Industry Position

b general the industry view was that the government should accept its
pro rata allocation of all nonna1 and necessa.ry costs of doing business. This
view was very generally stated by all industry's groups as well as by the
Comptrollers .Institute.

Government Position

This is probably the most difficult issue to resolve to the satisfaction of
all parties. As a generality we agree that we should accept our share of the
norm.al expenses of doing business. Nevertheless the difference between com.
rnercial busines s and government business is such that certain types of expense
should not be allocated to us no :matter what the accounting system of the contractor
norm.ally provides. Examples of such expenses are entertainment expense and
reserves for conunercial bad debts. We have also considered that certain other
individual expense items such as product and institutional 'advertising and contri-

)( butions and donations, should not be accepted by the govern:ment.

ISSUE 3

¥'~R€lated to Issue 2' is the additional question as to whether the government
should. question the "reasonableness" or "allocability" to gover:r""D.ent work of a
cost which is.handled consistently under the contractor's norma. accounting
system in accordance with "generally accepted accounting principles 't • Stated
differently" this question is whether the cost principles sliould contain rules or
guidelines for determining the l'reasonableness" or "allocability" of various
cost elements or whether we should accept, as the criterion, "generally accepted
accounting practices ll

•

Industry Position

Industry feels strongly and nearly uniformly that lIreasonableness" and
l1al1ocability" of costs should be governed by good accounting prac~ce as r-e
flected in going acc'ounting systems and that the govermnent shou,ld not adopt
special tests or criteria which require significant variations in indu~trylB

accounting system.s. Hence, they feel that the cost principles should not atte~pt
to prescribe how to evaluate the l1reasonableness" or the "allocability" of any
element of cost and, above all, that' we should not say that a cost il!!-DOtallocable
to us.

2
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Governm.ent Pos;it'iQn

llGenerally accepted accounting principles" are broad standards for the
evaluation of the financial position of an enterprise and for the zneasu.rement of
income and expense over a given period of time. Thus a system m.ay be znain
tained in accordance with such principles and fulfill the :requirem.ents of nlanage-'
nlent, the stockholders, the taxing authorities, and others, and yet not yield cost
data satisfactory for cost reiJnburseznent or to support pricbg judgments without
sonle adjustments. Accordingly what znay be "good accounting practice, " for
the purpose of determining the company's overall income and expense m.ay be
inappropriate when deterrnining the price to be charged a particular custOnler
or c:.'.ass of customers.

ISSUE. 4

Th~ proposed cost principles point out that when we are buying from
COmp:1.1UeS or industries actively engaged in conunercial competition, we can
norm.a.l1y rely on the restraints of competition to assure that certain iteJ:ns of
expense, such as general research, are kept by m.anagenlent decision within
reasonahle bounds. However, where we are dealing with firms whose work is
exclusively or predorninantly with the governm.ent such competitive restraints do
't.Qt_ exist. To provide appropriate control in such instances and to avoid unex-

'\ l'e::tcd disallowances of costs by the govermnent, the cost principles suggest that,
with respect to elements of cost where reasonableness is hard to determine,
particularly with contractors whose work is predominantly with the government,
there should be advance agreement as to the extent of allowability of such costs
and that such agreem.ents should be incorporated in the contracts. The issue
is whether this provision is sound.

Industry Position

The industry comment generally objected to this provilion on the ground
(a) that it favored com.panies in a strong negotia.ting pOlition, (b) promoted lack
of uniformity of treatment and (c) lim.ited management'. di.cretion to make lound
business decisions by requiring approval in advance of incurring legitimate
business expenses.

Government POlSition

The industry COmnlents leemed to as.wne that a failure to negotiate and
agree on such costs would render them unallowable. This is erroneous. They

d be unallowable only if subsequently found unreasonable which would not

3
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happen if there had been an agreement. This point can undoubtedly be cleared
up by a clearer rewrite ,of this section of the principles. Nevertheless, the basic
"i.ssu.~ will to some degree remain. We consider it highly desirable that there be
an advance agreement on the ground rules when we are 'dealing with traditionally
difficult questions of cost particularly where there is no Dlotivation through -the'
needs of competition to keep such costs within normal and reasonabl~ liIn.its.
This will not lead to any less uniformity of treatment, probably to Dlore, than
we would have by complete reliance on the concept of "reasonableness l1 advocated
in the industry conunents. As to th~ infringement on managem.ent decisions we
are simply telling managem.ent that; if ~hey want reimbursement from us for
exceptional or unusual e~enses in these troublesome fields, they should get our
concurrence. The only way we could avoid such infringement would be to allow
whatever they spend without regard to our judgment as to reasonableness.

ISSUE 5

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

Sa. -:'\dvertising Costs

Industry Position

'The industry cozmnent strongly urgea the allowability of insti~tional

advertising in all media on the ground that it stimulates interest and the pursuit
of careers in engineering and science, affects employee relations and, by keeping
the company before the public assists the company in other ways which are of
indirect advantage to the government, as in ma)ting it easier to attract investment
capital. To a lesser extent industry urged the allowance of the costs of product
advertising on the ground that the government benefits through cheaper prices
for defense work from the creation of mass markets for conu:n.ercial products.

Governm.e:z:t Position

Product and institutional advertising are essentially selling expense
and are designed t(1 influence the geperal public. The costs thereof should be
allocated to that portion of the contractor's business which is conducted with
the general public. We have consistently held to this position for many years.,
~e have, however, allowed advertising in trade and technical journals, provided
,P~>':'cts "l.re not offered for sale. This we propose to continue.

f ,
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5 b. Compensation for Personal Services

• (i) Com.pensation dependent upon or measured by profits. See Tab A.

(ii) Stock Options.

Industry Position

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

Government Position

Stock options are not a cost of doing business in that they do not get
on the contractors' statements of income and expense. In the form. in which they
are currently used by industry they are not deductible by the employer as a cost
for tax purposes. They should not be allowed as a cost for pricing purposes.

5 c. Contributions and Donations

~dustry Position

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

Government Position

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

5
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5 d. Interest
•

Industry Position

All industry comment indicates the belief that the int~rest on bor
rowings m.ade necessary by our contracts should be allowed as a cost against
our contracts.

Government Position

It is felt that the allowance of interest as a cost would provide a
preference for one method of obtaining capital requirements over other methods
and therefore would provide an incentive for borrowing for the perfonnance of
our contracts even where our cash requireznents could be m.et out of available' .
capital. The extent of capital requirements of our contracts should be con- JI~
sidered in the fixing of fees or profits (See Tab C, Issue '2.). I(

5 e. Plant Reconversion Costs

Industry Position

Reconvers{<;>Ii from defense work to civilian work Inay be very
,;ostly. Where unusually heavy expense is involved, allowabllity should not
be precluded by the cost principles.

Government Position

The government does allow all initial set-up expense as a charge
to its work. In addition it allQws the cost of r.emoval of special government
furnished machinery when special installations, such as large concrete fo~da

tions, are involved. This is considered equitable and it is felt that we .hould
continue the policy of requiring that, upon completion of government work,
set-up or make-ready expense for commercial work be charged against
ensuing production.

5 f. Research and Developmen

Industry Position

~ ~f- D~t"15YUnder the p~o- osei:Beiplea-pure relearch iI allowed on a

6
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pro-rated basis as a charge against any contracts. Product research-or
C devel~pment is allowed only as a charge against the product or product line

'which is benefited. Product research or developnlent is not allowed as a
charge against government research contracts. Some industry comment
opposed the distinction between pure research and product research.
claiming that this would require a difficult segregation. Others felt that
product research should be allocable to governm.ent research contracts.
Others. ~-eipally-tbe-Aj,-craftlnd nsuie6 :l'..sscx;,iatjon, ,o~jected to the
requirement for negotiation to predetermine reasonableness of R&D expense.

1i,Q( ~~s ~"':... --~ t,... I;~ "1/.,e.1 e-r,'-1e.!i'2e:i,·..-....... -sf ·c;lL.4J,.("rlr·~fr-Lrp',...3t's
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Government Position "

The allowance of pure research to the extent of reasonableness
is new. Previously it was not allowed unless specially agreed on. Product
research has been allowable as part of the price of products which are
benefited. We feel that this is a reasonably clear and uncomplex segre
gation and that, for instance. the sale of an atomic reactor should not bear
any part of the cost of developing a new line of refrigerators. Recent dis
cussions with various industry groups seem to indicate a better understanding
and l'Ilore willing acceptance of this principle than the initial written comments
showed. The point raised by the AlA with respect to the necessity for pre
agreement on reasonableness is covered under Issue 4 above.

5 g. Training and Educational Costs

Industry Position

The proposed cost principles:

(i) allow in-training and out-tra.i.n.ing at vocational and
non-college levels.

(~i) allow part-time technical, engineering and scien~c

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

(iii) allow post-graduate tuition. fees, materials for full-tiJ:ne
scientific and engineering education (BUT NO SALAR.YOR

1
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SUBSISTENCE), for bona fide employees for one school
year for each employee so train~d.

(iv) disallows grants to educational institutions since such
grants are considered donations.

In connection with (ti), industry objects to the lilni.tation of 2. hours a
week for the study during workiJ::\g hours _

In connection with (ill), industry objects to the non-allowability of salary
and subsistence. Finally, industry objects to the non-allowance of grants
in (iv).

GoveTnm.ent Position

The above policy was developed cooperatively by theprocurem.ent,
manpower and research interests of OSD and the m.ilitary departments.
During the developm.ent every aspect of the problem was reconsidered and
the above Was adopted as being a reasonable treatment under today'. Cir
cum.stances.

It was felt, inconnecti0~with (il), that thfs sort of activity
~ .t to be accomplis'hed outside of working hours, but mstances were found

in which this was not possible. Two hours per work week appeared to be a
reasonable solution. In connection with {iii) above, allocability of thh
expense against Government contracts is a tight question. As a matter of
policy, therefore, we sought a reasonable solution and one in which a
discipline to reasonableness would be provided. Sharing of the expen.es
provides this incentive. Grants, in (iv) above, were disallowed on the
basis that grants are in fact donations and s~d be allowed only if ,con
tributions generally are allowable (See Item' H).

8



TAB C

Issues on Which the Industry Views Have Been Adopted in Whple
or in Part

1. Industry Position

Industry strongly approves the existing section of ASPR that describes
our negotiation and pricing policies. These policies emphasize negotiated
bargaining toward reasonable overall pricing. The industry com.m.ents express
the fear that the proposed new cost principles would undennine this policy

~

and lead to fonnula pricing based solely on audit reports.

Govermnent Position

Since the intent of the proposed draft was to continue oUr existing
pricing policies and since this intent was not understood from a reading of
the draft, the "Applicability" section of the draft is being rewritten to make
this intent clear and, hence, to acconunodate the industry views.

z. Industry Position

Industry strongly urges that interest on borrowings be allowed as

Govermnent Position

While we do not feel that we sho.lld accede to this position ('See. Tab B,
Issue 5 d), we have emphasized, elsewhere in ASPR, that the extent of the
contractor I s capital inve stment in the performance of the contract .hall be
taken into account in negotiating the am.ount of fee OT profit. '

3. Indust'>: Position /

Industry felt that the treatment of overtime pay, extra pay'shift pre
lniurns and multi,- shift prem.iUlns was unnecessarily complicated and would
lead to confusion among the serviees to the disadvantage of industry.

Government Position

Since the original submission of the draft for industry conu:iients, the
policy with resp~ct to overtime, extra pay shifts and mu1ti-shiftshas been
greatly simplified in its administration and this s.iInplification, carried into
thp. coc:.t principles, satisfies the industry objection.

I
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TAB D "

Timetable for Completion

Meetings with industry associations

Completion of revisions stemming from
. meeting s with industry

Coordination of final proposal internally
and with General Accounting Office

Publication
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November 7, 1958

The Honorable E. Perk~ns McGuire
Assi3tant Secretary of Defense

(Supply & Logistics)
The Pentagon
Washington 25, D. C.

Subject: Comprehensive Cost Principles

Dear Mr. Secretary:

Pursuant to the suggestion made by you at the joint DOD-Industry con
ference on Cost Principles held at the Pentagon on 15 October 1958, this letter
is submitted to amplify and explain further the industry views expressed at the
conference) and to comment also in some cases upon contrary views expressed by
government spokesmen. It has been prepared after the receipt of written comments
from each industry spokesman, and after a detailed review at a conference on
6 November among industry spokesmen or representatives of the associations who
participated in the preparation of the industry statements on 15 October. This
document represents the unanimous views of these people.

You and the other Assistant Secretaries have before you the task of
deciding upon issues on which wide differences seem to exist between government
and industry viewpoints as expressed at the 15 October conference. In preparing
the industry statements for the conference, the views of the conferees (which
included managers, controllers, and professional accountants) were remarkably in
accord with each other. It is difficult to believe that this consensus of so
many different interests and viewpoints can be as wholly wrong as the government
spokesmen would lead one to believe, for these industrial and professional views
are based upon years of actual experience. We shall, therefore, try to show you
where we think we are truly apart, where implementations negate apparent intentions
with which we are in accord, and why we think a complete and exhaustive review of
the proposals outstanding are essential. In considering these, we know you will
show the same thoughtfulness and patience which has characterized your handling
of this complex problem to date.

The responsibility which you and the other Assistant Secretaries bear
in making these decisions is of the utmost gravity, as they affect the cost
recoveries and profit potentials of every company engaged in defense contracting 
not, as in the past, just those which undertake cost reimbursement type contracts.
At the same time, however, this obligation to decide also provides a unique
opportunity - to cut through past disputes, to reassert principles basic to our
economic system, and to reaffirm that the prime objective of our Government is to
be fair and equitable in carrying out its business transactions. We feel that
you agree with us in this fundamental principle. For example, the definition of
allocability included in the latest draft (paragraph 15.201.4) does in fact
express a fair and reasonable approach. The problem lies, however, in that much
of the remainder of this draft of nCost Principles" completely negates this
definition. To correct this defect, you must make flfairnessu a concept more
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fundamental than "reasonableness," or than vtapplicability,vt or than ilallocability,vr
even though each of these three is of real importance and significance. You must
also be ready to separate principle from interpretation, and to require the clear
subordination of interpretation to policy. This can be done, we submit, without
taking precipitate action, without conclusively binding the DOD or contractors
finally as to any specific element of cost, and without now attempting to perfect
every interpretation. This is, we sincerely believe, the only fair and practical
way to issue comprehensive cost principles soon which will not evoke a storm of
protest, criticism and bitterness from many sources.

There are other compelling reasons for such a reconsideration of the
general aspects of these proposed regulations even at this late date. When they
are made effective, they will have virtually the same effect as the enactment of
new legislation, for they will change the ground rules from what they have ever
been before. If made applicable to current contracts to any extent, the regulations,
as proposed, would materially revise the basis under which every present contractor
agreed to perform his obligations. Undoubtedly they would also cause greatly
added costs of administration and of audit and negotiation both to contractors
and to the Government, and would force extensive delays in placing original con
tracts or definitizing necessary actio~ 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 thepr0p.0sed document, the specific governs the general. A clear way
to draw this distinction, and to el~orce it, would be to leave interpretations
and instructions out of ASPR, confining it to principles and policy - and making
this the limit of a contractoris obligation through incorporations by reference
into specific contracts. Auditors 9 manual would be an adequate place for detailed
interpretations or instructions, provided these were approved by a central source
to assure conformity to principle and policy, and uniformity among the several
Services.

While many particular differences between Government and industry were
disclosed at the 15 October conference, and others remain which were not discussed
there, the fundamental differences relate to the basic approach to be taken,
mentioned above, and to seven other factors, which are: 1) recognition of all
normal and legitimate costs, 2) reasonableness and allocability as adequate tests
and controls, 3) applicability, 4) effective date, 5) requirements of public
interest, 6) advance understandings, and 7) individual items of cost. We believe
that all differences as to particulars would be readily resolvable if ways can be
found to reach agreement on the first five of these points. We shall, therefore,
devote most of the balance of this statement to them.

I. RECOGNITION OF ALL NORMAL AND LEGITIMATE COSTS

Industry believes that the Government should start from the proposition
that it is willing to accept any cost which has been incurred or accrued in good
faith by a responsible contractor exercising its best management skills in the
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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 9s draft, in Section 15-201.1, shows that the Government starts from the
premise we have proposed above (if one word - i1allowableu - is eliminated), but
then the balance of the proposed regulations whittle away at this to such an
extent as to render Section 15-201.1 meaningless. This, we believe, is because
that in the proposed regulations, some costs are dealt with according to their
functions, and others according to their objects. The distinction here is as

between, one the one hand, the purpose of the goods or services purchased, and,
on the other, the kind of goods or services purchased. This distinction is
considered to be as between the function of the cost (its purpose) and the object
of expenditure (the kind of thing purchased). Among professional accountants, it
is a basic principle of cost determination that all costs incurred by a contractor
should be judged for validity according to the function performed by the goods
or services they represent. It is unfair to disallow reimbursement of cost incurred
for a valid function merely because they are costs of an aobject of expenditurett

which Government auditors or other critics deem to be generally objectionable by
its nature.

A single example of the distinction being drawn is illustrated by the problems
of advertising. If costs incurred to buy advertising may fairly be associated with
performance of a Government contract because of the nature of the results sought
or achieved by the advertising, then these costs should not be deemed invalid for
reimbursement merely because of the tradition that nit is not necessary to advertise
to get Government business."

The Government 9 s own internal accounting practices, developed since the
endorsement by the Hoover Commission in 1948 of the accounting distinctions
between "functions" and Uobjects," are utilizing more and more the approach we
advocate. An example is ilperformance budgeting. t1

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 ex11austed, 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
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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 "principlesu) 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 uspecial
considerationl1 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
ationif 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
under cost reimbursement type contracts, and to the extent the proposed regulations
are applied to other types of contracts, contractors must expect disallowances of
cost equivalent to the new measure of disallowances under cost type contracts. If
applied to terminations, the allowable recovery would also be much less than under
the provisions of Section VIII of ASPR. It is impossible to predict the measure
of such non-recoveries under the new regulation, but they would aggregate a
substantial portion of profits.

At the 15 October conference, the propriety of industry's position has been
recognized from time to time by Government spokesmen, but these sixty-two departures
from uprincipleu into "instruction," from "functioni1 into Itobject," 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, however,
discloses only one - itcontingent fees for securing goverrunent 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
sho\tn 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 "objecta rather than
by Ufunction. a

Equality of treatment among competing contractors is, of course, required
by the paramount test of fairness. It is not accomplished, however, by total or
partial disallowance. Rather it must be realized through a recognition of all
normal and legitimate costs and judicious price negotiations. One company is not
superior to another because it may not have incurred a cost that the other company
has - the test should be, what is the best overall price to the Government for
what it is buying? Competition is hampered - not encouraged - by arbitrary cost
disallowances.
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Neither is disallowance a solution to difficulty of measur~nent or con
trol. Ways acceptable to both industry and government can be found to provide
equitable measurements for allowing the costs of such things as contributions,
the maintenance of excess facilities, interest, grants to educational institutions,
advertising, civil defense, reconversions, applied research and development, and
many other kinds of costs proposed to be disallowed or specially reviewed. Let
us recall Commander Malloy's amnonition 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 i1 • So far as we know, a specific
joint effort to agree on such measurements has never been undertaken, face to face.
If the concept advocated at the outset of this statement were adopted, these
determinations need not be made before cost principles are issued - because they
would each be interpretations and instructions for auditors and not a portion of
the liprinciples" 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 l1allocabilityit 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.
"Reasonablenessll or itallocability" 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 ~'fright 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, hm'lever, 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:

n•••• 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)
(2)
(3)

(4)

Cost is something to be determined, not negotiated;
Competition in the market place will create equity;
The Government should recognize its share of the

operating costs of the supplier;
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:

VAll 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 to such
classes of work. Other costs incurred benefit both
classes of work and shall be allocated to each in
proportion to the benefits derived or reasons for
incurring. VIt

Obviously, Dr. Wrightvs 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 "reasonablenessia ,

Itallocabilitylt, \1standard accounting principles ll , and "consistently applied. it We
believe a joint effort can also resolve these problems. As requested, there is
included in the attachments hereto recorrunended tests of ureasonableness l '. 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 Itreasonableness", Itallocabilitylt and like concepts as tests
are wholly consistent with accounting by Itfunctionll , and the separation of "principles'
from interpretations and instructions, as heretofore recorrunended. Mlen 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 Governmentvs proposals of areas of applicability become
impractical and patently unjust.

If itfairness" 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 terraination 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 promulgatedi 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, actual~ incurred,
are 19total costs. 1t Such costs do not become a Uprofiti? merely because they are
"disallowablen under arbitrary Government regulations. This is another inevitable
result of blindly accepting these pr9Posed regulations.

It is also interesting to contemplate the regulation 9s 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 Governn~nt and 20% to the contractor, the contractor
would receive a price of $1020, thus being required to give :;peo of the nsavings"
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 ar~ actual profit is reduced from
the target of ~lOO, 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 $120J 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 l'unallowable il be eliminated from
the submission from the outset. Thus such costs will never be considered in
negotiation, and will never become a factor in pricing. To this degree, formula
pricing has already occurred. In this atmosphere, an increased use of formula
pricing will be an inevitable result of putting regulations out in this format
and of this character. The Hoover Commission, in 1955, recognized this in its
recommendations for revisions in ASPR, Section XV, when it recommended cost
principles only for cost reimbursement type contracts, and that there only be
"guidelines for auditors" as to everything else.

Are rtcosts a factor i ' in any negotiation before such costs are incurred?
They are not then costs, but only estirnates 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 remov.e such incentives.

Implication exist that these proposed regulations may broadly appiy 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 contr&cts
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 experienc~ in marty
instances where such attempts have been made. Also it is impossible to predict



The Hon. E. Perlcins 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 Y costs, this
regulation would appear in some cases to have the effect on the prime contractor
of forcing it to accept not only the disallowances of some of i.ts own costs, but
also of some of its subcontractors Y costs. In other cases, it would deny the
availabilit3' of subcontractors to primes, thus forcing the use of second-best
sources.

For these reasons, and those advanced at the 15 October conference, we
strongly urge, at the very least, that this regulation not apply to fixed price
negotiations, or to the preparation of cost estimates or price analyses in
negotiated procurements or tenninations, 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 nonnal and legitimate costs, reasonable in amount
and fairly allocated, then their applicability could be expanded. We oppose in
principle, however, any use of cost data as a formula basis for negotiating
prospective firm fixed prices.

IV. EFFECTIVE DATE

The regulations as proposed are completely silent on when and how they
will be made effective. This is a matter, however, which cannot be left undecided.

If the regulations are applied, in any way, to contracts in being, the
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 n~king these regulations
effective. To say that they shall apply only to contracts negotiated after a
certain date, or executed after such a date, will not suffice - for then a con
tractor is left with two different sets of cost accounting rules to apply - one
as to old contracts, and one as to new. This would continue until all present
contracts are run out, which could be years ahead. Experience under ASPR, Section
XV has shown that auditors and negotiators would try to apply the new regulations
to existing contracts, whether the contractors had agreed to accept them or not.
This would only cause confusion, more delay, and more friction between Government
and business.

To be fair, then, the Government must be prepared to pay for taking
away rights to cost recovery. Parenthetically, but also of importance, it must
also be prepared to accept and pay indefinitely for materially longer times for
cost and price presentations, audits, and negotiations, and substantial delays
in completing procurement and pricing actions. It just takes longer to isolate,
review, audit, discuss and decide about over 60 elements of cost than it does 18,
or none. This will cost money to both the Government and the contractor in
higher administrative costs and time delays.

V. REQUIRm!mNTS OF PUBLIC INTEREST

At the 15 October conference, it was pointed out that Government officials
V'must weigh rather carefully and rather heavily the public interest factor. 11 Several
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spokesmen alluded to this, and to "public policyV1 or such phrases, directly or
by implication. For example, one said, liare 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. II

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 llnder pressure to
protect them. At the same time, however, we want to be sure it is public interest,
or that it is public policy - and not merely some individualis concept of it, that
causes a decision to be made adverse to the interests of industry, and ultimately
to the Government itself.

In this area of cost principles, of allowable or unallowable costs for
contracts, etc., we do not know of any official or clearly identified legislative
expression of public policy. We do know of an expression of policy by an agency
of Congress - the Hoover Commission - which we have already 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 vnth 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 9s 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 countryis 20,000 defense contractors, large and small,
is important not only to defense, and maintaining our armed might, but also to
the overall economy and welfare of our cities, towns, states and nation. These
will be hurt by these proposed regulations - not vitally, but significantly - and
their profits, already below those of other industry, will be still less. Before
the action is taken, therefore, we request that you weigh verJ carefully whether
any public policy requires or makes desirable the infliction of this hurt.

VI. ADVANCE mJDERSTANDINGS (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(jj»; and (ix) travel
costs, as related to special or mass personnel movement (ASPR 15-204.2(56)(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 Government end-use work, whether as a prime
or subcontractor. The latter is especially burdensome for small businesses doing
business as subcontractors to many large prlines.

Comparisons to custom under Part 5 of the present ASPR, Section XV are
invalid, as such discusssions have often been with auditors and rot 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 ~~ounts 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 IT~B OF COST

We could extend our remarks at the 15 October conference and debate
further on each individual item discussed. This would be ul~~ecessary if you accept
our basic premises, as heretofore outlined, for then you would not issue, as an
ASPR, any statement on allowances, disallowances, or review requirements for
individual elements of cost. If, on the other hand, you should decide to continue
the present fonnat and approach implicit in the outstanding drafts, then, though
in overall disagreement, and in addition to the COlillnents 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 industrJ9 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 Government 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 shm'l you how that can be done.

Sincerely yours,
-1 /--,

~--~:,:~, ,: ~ ,/ ~--.-- c/ . /--';'~-/J- .i./: ;. ~
Ernest F. Leathem -"--
Associate Chairman
October 15, 1958 Conference

ENC.



ATTACffiJIENTS

I. TEST OF REASONABLENESS

We propose the following:

(a) In evaluating estimates or actual costs of performance of specific
contracts, the application of the test of reasonableness requires a flexibility
in understanding and the exercise of sound judgment in dealing wi.th 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 9s business.

2) Whether the cost makes a functional contribution to
the conduct of the contractorYs business.

3) Whether the cost was incurred in accordance with
established policies and practices of the contractor.

4) Whether the level of the cost is consistent with the
prior history or experience of the contractor with
regard to the cost, adjusted for changed conditions.

5) Whether the cost is compatible with the prevailing
level of comparable costs incurred in similar concerns,
in the same geographic area, or in industry in general.

6) Whether the cost exceeds that which would be incurred
by an ordinary prudent person in the conduct of
competitive business giving recognition to the
circumstances under which it was incurred.

(d) In the negotiation of fixed price contracts, the presumption of
reasonableness, of costs, as such, is not applicable inasmuch as the controlling
element in such negotiation is the 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
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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II. ADVERTISING - Section l5-?4o•2(al

Industry recognizes that some forms of advertising are seldom, if ever,
properly allocable to Government contracts, but these are far narrower than the
areas of advertising, and other types of costs, absolutely excluded and ma~e
unallowable by this section. It protests, therefore, such absolute excluslons 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 of the
stigma of unallowability in general.

III. COMPENSATION FOR PERSONAL SERVICES - Section l5-204.2(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:

ttl. Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller
knowledge or understanding of the subject under study, rather than
any practical application thereof. Applied research, for the purpose
of this regulation, consists of that type of effort which 1) normally
follows basic research, but may not be severable from the related
basic research, 2) represents efforts to determine and expand the
potentialities of new scientific discoveries or improvements in
technology, materials, processes, methods, devices, and techniques,
and 3) represents efforts to 'advance the state of the art'. Applied
research does not include any such efforts when their principal aim
is the design, development, or test of specific articles or services
to be offered for sale.

~2. Development is the systematic use of scientific knowledge which
lS directed toward the production of or improvements in useful products
to meet specific performance requirements, but exclusive of design,
manufacturing, and production engineering.

"3. A contractor's costs of independent research as defined in (1)
above (not sponsored by a contract, grant or other arrangement,) shall
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be allowable as indirect costs, provided they are incurred pursuant
to a broad planned program reasonable in scope, with due regard to
expansion when justified by changes in science and technolo~, and
which is well managed. Such costs should be charged off as 1ncurred,
and not capitalized, and shall be equitably allocated to ~ll the work
of the contractor but in appropriate cases, such allocatl0ns may be
made separately f~r each of acontractor 9s organizational segments.

~t4. Cost of contractor t 5 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 govermnent
has contracts and provided such costs are reasonable in amount and are
allocated as indirect costs to all work of the contractor on such
contract product lines. Such costs may either be allowed as incurred,
or capitalized and amortized over a reasonable period, but the method
of recovery chosen by the contractor must be uniform and consistently
applied.

"5. If provided for under the contractor 9s accounting system, indepen
ent research and development costs may, but are not required to include
~nunts 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. Holaday9s
comments supported). These costs should be recoverable against the base of all
contracts of any type to the proportion which Government business bears to total
business or in accordance with other acceptable methods of allocations. Development
should be recoverable against all types of contracts, included within the product
line toward which the development is directed.

On study we believe this clause will be seen to provide the overall con
trols sought by Messrs. Munves, Golden and others at the 15 October conference. On
the other hand, the proposed language in the 21 August 1958 draft would exclude
entirely all applied research cost recovery unless it was related to production work
in contract product lines. This is impractical because such research begins long
before such a relationship can be identified. Also it excludes any recovery of that
portion allocable to research and development contracts. This is manifestly unfair,
especially to those companies whose Government work is largely, but not wholly, on
that form of contract. Moreover, the requirement for applying departmental overhead
to R&D jobs should be permissive and not mandatory since the proposed draft would
force a contractor to perform his accounting in a prescribed way.

v. CONTRIBUTIONS AND DONATIONS - Section l5-204.2(h):

It is contrary to every instinct of humanity arid fails completely to
recognize industry?s public and community responsibilities to deny acceptance"o.f its
expenditures for contributions and donations as normal and legitimate costs •. l~e
fear of the.Government seems to be e~cessive'gifts or.improper,objects of giv±n~.

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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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 l5-204.2(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 co~nittee.

VIII. OVERTIME COMPENSATION - Section 15-204.2(y)

IndustryWs recommendations are limited to requesting a clarification
between overtime premium pay and shift premium paY$ both in ASPR, Section XII and
any new Section XV.

This matter can be resolved by a joint drafting committee.

+- .j:-.~~
ITEMS NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE ~ L A:.;.'. :"',. I

rr)6~"
IX. RENTAL COSTS - Section 15-204.2(hh) OCt .'/· flo

Curf J.

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 contractorWs premises, and for contributions to local civil
defense funds and projects. The latter usually consist of employee time and
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This is a very small percentage of total costs for most contractors l but
is a very vital one in maintaining external and community relations.

VI. INTEREST - Section 15-204.2(9)

The Government spokesman at the 15 October conference took a position
contrary to all fact when he said that interest 'lis not a price paid for something
used in production. n It is incredible for anyone to think that a bU~iness can ~e
run or a Government contract produced without moneYI and that there ~s not a pr1ce
to be paid for money. The simple fact is that interest is a vital cost of doing
business. Indeed

l
this cost of capital ranks with the cost of material l the cost

of labor, the cost of overhead, etc., as the fundamental costs of conducting any
business operation.

The most frequently presented arguments against interest recovery hinge
primarily upon the thesis that the Government should not favor those companies which
engage in substantial borrowing over those companies which rely primarily upon
equity capital. The proponents of such a thesis are ignorant of the peculiar set
of economics in military business as opposed to the acceptable economics of ordinary
commercial business. This separate set of economics must dictate to the sophisticated
and competent management of a military company that the best interests of their
stockholders are served by engaging in an optimum amount of borrowing to finance
the working capital requirements of military sales. This "leverage approach" is not
used for the purpose of pyramiding the earningson stockholders' equity, but rather
because of the cyclical, expandable and contractible, nature of military business.
Since most borrowings are of the short-term or V-Loan nature, which too is expandable
and contractible, management can to some extent insulate the comPanY's financial
status against the cyclical hazards inherent in military business. To do otherwise l

i.e., to rely solely or primarily upon additional stockholders' capital for the
financing of military sales, would, by an professional investor standards, represent
poor management policy. Very simply, to have committed the corporation to a broadened
stockholder capital base and to be faced subsequently with a contraction in its
military sales would result in a diluted and weakened corporate status. Indeed,
the corporation would at that time look like an "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
co~porations 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 f?r weakly managed and weakly financed corporations, but instead represents
compensat10n to the well managed and well financed corporation for very properly
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xv. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2(9)

Financing and refinancing costs are an inevitable part of the costs of
doing business. These costs should not be shoved over entirely against commercial
business. Government should bear its fair share.

Does anyone really believe that financing is not required to do business
with the Government?

XVI. MAINTENANCE AND REPAIR COSTS - Section 15-204.2(t)

Industry recommends an unqualified allowance of such costs, and hence,
the deletion of SUbparagraphs (l)(i) and (ii).

XVII. MATERIAL COSTS - Section 15-204.2(v)

Technical revisions are required in subsections (2), (3) and (4) to assure
that the contractor is entitled to recover its full costs of materials, and to
recognize varying acceptable accounting practices. As to subsection (5), the
allowability of prices in interdivisional transactions is too narrowly defined and
needs extensive revision, especially to recognize the fact that competitive costs
exist as to wholly Government end-use components as well as to commercial components.

XVIII. ORGANIZATION COSTS - Section 15-204.2(w)

True costs of organization are an inescapable cost and should be
allowable if anlortized on a reasonable basis. Without them, the contractor would
not exist to undertake contracts for the Government.

XIX. PATENT COSTS - Section 15-204.2(z)

This section is unduly restrictive in its wording, and could be materially
improved by a joint drafting committee. The Government certainly should not,
directly or by implication, disallow the costs of obtaining and protecting patents
to which it wants or claims license rights and, in addition, it should bear its
allocable share of patent costs incurred by the contractor.

xx. PROFESSIONAL SERVICES COSTS - Section 15-204.2(ee)

The success of a suit against the Government, or of defending a suit brought
by the Government, is proof of the contractorVs inherent rights. The professional
costs of defending these rights should, in all fairness and equity, be allowable.

Technical corrections and changes are also desirable in the tests of
reasonableness and allowability contained in subsections (1) and (2) of this
section.
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant
protection costs than to charitable contributions.

The limitation that expenditures must be made at the suggestion or require
ment of civil defense authorities is not only unrealistic, but a direct violation of
management 9s 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 ithistorical contingencies,n 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 15-204.2LhL

This section is replete with technical changes requ~r~ng 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 Itimmediately
prospective ii production.

XIII. EXCESS FACILITY COSTS - Section 15-204.2(1)

Limiting the allowance of excess facility costs to "current and
iImnediately prospective purposes if is too restrictive and does not serve the Govern

ment's best interests. We feel that those facilities "reasonably necessary for
stand-by production purposes il should be the criteria.

XIV. INSURANCE AND INDEMNIFICATION - Section 15-204.2(p)

Industry's objections to this paragraph are technical but vital. These
are based upon the premises that (1) the portion of business interruption insurance
which is disallowed cannot be avoided by contractors as a normal and legitimate
business cost and should be allowed in full, (2) actUal losses incurred through an
approved self-insurance program or otherwise should be allowed without being
contingent upon contractual coverage since these cannot be foreseen in advance of
occurrence, and (3) the contractor should not be prohibited from purchasing
insurance covering the insurable risk that a contractor has in Government property
unless there is a complete relief of liability granted to the contractor.
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XXI. RECRUITING COSTS - Section 15-204.2(gg)

t We would prefer to see the subject of iispecial benefits or emoluments"
dealt rath affirrr~tively. As presently written the use of Hstandard practices in
the industryll 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. It

XXIT. ROYALTIES - Section 15-204.2(,i.il

This section needs material revisions and deletions. The determination
of the unenforceability of a patent (see subsection (iii», or of its invalidity
(see subsection (ii», are judicial functions, which under no circumstances should
ever be left to the determination of a contracting officer.

Royalty payments are usually based upon contractual obligations freely
negotiated at arms length. There is no reason wr~ it is not enough to subject
them to ordinary tests of reasonableness.

XXIII. 9ELLING COSTS - Section 15-204.2(kkL

The philosophy that selling and distribution expenses are generally
Qnnecessary in securing Government business, and hence are unallowable, fails
to recognize the many indirect benefits the Government gains from a contractoris
sales, distribution and sales engineering functions. The paragraph as written
would permit an allocation of only those expenses which consist of iltechnical,
consulting, demonstration and other services;v for purposes of adaptation of the
~ontractoris product to Government use. This is an unwarranted limitation and
this category of expense should be fully allowable, subject only to tests of
reasonableness and allocability.

XXIV. TAXES - Section 12-204.2(00)

This section requires technical reV1S10ns to bring it into accord with
recent court decisions, and to pen11it a contractor to protect property against
tax lien e!~orcement, and to protect its interests in a timely manner when the
~vernment fails to meet date deadlines.

(XV. TRADE, BUSINESS AND PROFESSIONAL ACTIVITY COSTS - Section 15-204.2(pp)

Here again, exclusions by definition occur. One omits from allowability
~embership costs in service organizations which in fact are required to preserve
t corporationis status in its plant communities. The other places overly narrow
iualifications (i.e., itdissemination of technical information or stimulation of
lroductionll ) 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 ~~der termination
~laims:

Common claims of subcontractors
Costs continuing after termination
Initial costs (including high start-up costs)
Interest on borro\dngs
Loss of useful value of special machinery and equipment
Preparatory expenses
Settleme~t eXDenS8S5pec:ra.L .Leases
Subcontract settlements
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XXVII COST ELEMENTS MADE WHOUY UNALLOWABIE

Paragraph of Proposed Cost Principles

Made Unallowab1
by Present ASPf
Section YY

I

Bad debts (Sec. 15-204.2(b)) yes
Stock options (Sec. 15-204.2(f)(5))
Historical contingencies (Sec. 15-204.2(g)(2)) yes
Contributions and donations (Sec. 15-204.2(h)) yes
Entertair~ent (Sec. 15-204.2(k)) yes
Excess facility costs (Sec. 15-204.2(1))
Interest (Sec. 15-204.2(q)) yes
Bond discounts (Sec. 15-204.2(q)) yes
Costs of financing and refinancing (Sec. 15-204.2(q)) yes
legal and professional fees paid

in preparation of prospectus (Sec. 15-204.2(q)) yes
Costs of preparation and issuance

of stock rights (Sec. 15-204.2(q)) yes
Losses on other contracts (Sec. 15-204.2(5)) yes
Organization costs (Sec. 15-204.2(w)) yes
Reorganization costs (Sec. 15-204.2(w)) yes
Costs of raising capital (Sec. 15-204.2(w)) yes
Legal, accounting and consulting

services (of certain types) (Se~. 15-204.2(ee)(3)) yes
Federal income taxes (Sec. 15-204.2(00)(1)(i)) yes
Taxes in connection with financing,

refinancing or refunding (Sec. 15-204.2(00)(1)(1i)) yes
Special assessments (Sec. 15-204.2(00)(1)(iv))
Taxes for which exemptions are

available etc. (Sec. 15-204.2(00)(1)(1ii))
Grants to educational or training institutions, including the donation of

facilities or other properties, scholarships or fellowships (Sec. 15-204.2(qq)(5))

Losses from sales or exchanges of
capital assets (Sec. 15-204.2(f£)) yes

Contingent fees for securing goverr~ont orders yes

XXVIII COST ELEMENTS MADE PARTIALLY UNALLOvJABLE

(Sec. 15-204.2(a))
(Sec. 15-204.2(e))

Advertising Costs
Civil defense costs
Depreciation on idle or excess

facilities (Sec. 15-204.2(i)(5))
Use charge in fully depreciated assets (Sec. 15-204.2(i)(6))
Fines and penalties (Sec. 15-204.2(m))
Insurance on lives of officers,

partners or proprietors (Sec. 15-204.2(p)1(v))
Patent costs (Sec. 15-204.2(z))
Reconversion costs (Sec. 15-204.2(cc))
Costs of special benefits or emoluments

offered to new employees (Sec. 15-204.2(gg))
Applied research and development

costs (Sec. 15-204.2(ii))

yes

yes

yes
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Made Unallowable
by Present ASPR

Paragraph of Proposed Cost Principles Section XV

Accruals for mass or abnormal
severance pay (Sec. l5-204.2(mm)(2)(ii»

Commissions and bonuses lsec. 15-204.2(f»
Unrecovered true depreciation Sec. 15-204.2(i)4(ii)
!nsurance Sec. 15-204.2(p)
Deferred maintenance (Sec. 15-204.2(t)1(ii)
~ateria1 costs - credits (Sec. 15-204.2(v)2)

It ft - writeups or
writedowns (Sec. 15-204.2(v)3)

Lease-back costs (Sec. 15-204.2(hh)(3»
Memberships (Sec. 15-204.2(pp)(1)
Training and educational costs (Sec. 15-204.2(QQ)(1,2&3)

"""XXIX COST ELEMENTS FOR WHICH SPECIAL TESTS OR REVIEWS ARE REQUIRED

yes
yes

yes

Item
Paragraph of
Proposed Cost Principles

Made
Unallowable
By Present
ASPR Sec.XV

Special
Consideration
Required by
ASPR Sec.XV

Bidding costs (Sec. 15-204.2(c)
Compensation for personal services (Sec. 15-204.2(f» yes
Future contingencies (Sec. 15-20h.2(g)(J» yes
Emergency depreciation or

amortization (Sec. 15-204.2(i)(4)
Use charge on fully depreciated

15-204.2(i)( 6»assets (Sec. yes
Insurance (Sec. 15-204.2(p) ) yes
Costs of materials transferred

between plants or affi1itates (Sec. 15-204.2(v)(5» yes
Overtime J extra-pay shift and

15-204.2(y)multi-shift premiums ~sec. yes
Pre-contract costs Sec. 15-204.2(dd» yes
Professional service costs (Sec. 15-204.2(ee)(1) and (2»
RecrUiting costs (Sec. 15-204.2(gg) )
Rental costs (Sec. 15-204.2(hh) (1) and (2)
Research and development costs(Sec. 15-204.2(ii) ) yes
Royalties (Sec. 15-204.2(jj» yes
Selling costs (Sec. 15-204.2(kk» yes
Severance pay (Sec. 15-204. 2(mm»
Unadjudicated taxes (Sec. 15-204.2(00)(2»
Meeting or conference expense (Sec. 15-204.2(pp)(3»
Travel costs (Sec. 15-204.2(ss)(5»

xxx ITENS ON WHICH ADVANCE NEGOTIATION IS REQUIRED AS A REQUIREMENT OF COST ALLOVJANCE

Contingencies (Sec. 15-204.2(g»
Insurance and indemnification

(losses not covered by insurance - Sec. 15-204.2(p)(1)c)
(Inde~lification - Sec. l5-204.2(p)(2»

'atent Costs (Sec. 15-204.2(z»
lrofessiona1 service costs (Sec. 15-204.2(ee)(3»
Rental Costs (Sec. 15-204.2(hh)(3»
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CON T R ACT S

CONffiACT COST PRINCIPLES; MAPI Files statement Supplementing
Its Presentation During DOD Hearings on Proposed Set of

Comprehensive Contract Cost Principles

As indicated in Bulletin 3560, MAPI participated in a joint
governmeht-industry conference at the Department of Defense on October 15,
regarding the proposed set of comprehensive contract cost principles.
Supplementing our oral presentation a written statement has been submitted
to Assistant Secretary of Defense Perkins McGuire, the text of which is
reproduced in this bulletin.

The MAPI statement of November 14 stands firm on the proposition
advanced and documented by MAPI since 1956, namely, that under no circum
stances should contract cost principles of the type embodied in ASPR,
Section XV, be applied to fixed-price contracts. This position is spelled
out fully in the MAPI statement in terms of current public policy on the
subject supporting the MAPI position, pertinent regulations of the Depart
ment of Defense which would be in conflict with any single set of cost
principles, and the need, in our view, of a complete reappraisal of the
concept that a single set of cost principles be uniformly applicable in
government prime and subcontracting. The Institute has consistently
reasoned and argued that the result of the current DOD proposal would be
to convert fixed-price contracting into formula pricing as employed in
cost-reimbursement type situations.

OUr other specific recommendations are summarized on page 12 of
the letter tn Secretary McGuire. In addition to the problem of fixed-price
contracting the statement recommends that advertised contracts, most sub
contracts, and contract terminations be excluded from the applicability of
the proposed regulation. Treatment of specific cost disallowances is
covered in the December 16, 1957, MAPI statement entitled "Defense Procure
ment and Contract Costs" which is incorporated as a part of our current
presentation.

Comments and further suggestions from interested member companies
will be appreciated. May we acknowledge again assistance from the MAPI
Accounting Council and the CTA Financial Council in connection with the
Institute's work in this area.

MACHINERY & ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED oRCANIZATloN, [OUNCILFoR TECHNOLOGICAL ADVANCEMENT,
ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GOODS, (THE FACILITIES 0 F PRoOUCTloN, ol5TRIBUTIo N,TRANSPDRTATlDN
COMMUNICATION AND COMMERCE), IN ADVANCING THE TECHNOLoGYANo FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES
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November 14, 1958

Honorable Perkins McGuire
Assistant Secretary of Defense

(Supply and Logistics)
The Pentagon
Washington 25, D. C.

My dear Mr. McGuire:

In accordance with your suggestion of October 15,
1958, made during the joint industry-government conference,
we are submitting herewith a further amplification of the
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 government prime and subcontractors, the
bulk of their production falls in the commercial area.

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

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 its suggestion and--before proceeding to any detailed
examination of the proposal itself--to set it against the
backdrop of our total national defense program, considering
it in this broader perspective.

MACHINERY & ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION, COUNCIL FOR @
TECHNOLOGICAL ADVANCEMENT. ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GOODS eTA
(THE FACILITIES OF PRODUCTION. DISTRIBUTION, TRANSPORTATION, COMMUNICATION AND COMMERCE) _
IN ADVANCING THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES
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The antecedents of the present proposal.--For some years the De
partment of Defense, acting partly upon its own motion and partly by reason
of suggestions from Congressional committees and the General Accounting Office,
has attempted to develop a set of cost principles which could be applied to
negotiated, fixed-price contracts as well as cost-reimbursement contracts.
This process, covering a period of some four or five years, is an outgrowth,
of course, of developments dating back to the World War II use of T. D. 5000,
the War and Navy Departments' "Green Book," the post-World War II Joint Termi
nation Regulation and, finally, Section XV of ASPR which controls the reim
bursement of contractors' expenses under cost-reimbursement type contracts.

This record of developments, culminating in the present proposal,
contains one interesting experience that is especially relevant to the docu
ment here under consideration. A Munitions Board memorandum of November 15,
1949, which limited the mandatory application of ASPR cost principles to cost
type contracts, nevertheless permitted their use "as a working guide" in fixed
price negotiations. In practice the working guide assumed the status of a
rigid standard and, for this reason, permissive authority for the use of cost
principles in connection with fixed-price contract negotiations was revoked
by Department of Defense Instruction 4105.11, November 23, 1954.

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

Urgent need for reappraisal.--This recital of the present proposal's ~

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

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

In addition to its numerous recommendations for enlargement and im
provement of our national defense in terms of military programs and weaponry-
with which this statement is not directly concerned--the Johnson Subcommittee
recommended in connection with stepping up the tempo of our defense effort a
simplification of our military procurement procedures. With this latter recom
mendation our statement most emphatically is concerned.
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The testimony of certain witnesses pointed up the shortcomings of
our present procurement system, and such testimony is emphasized in the re
marks of Senator Saltonstall in proposing certain amendments to the Armed
Services Procurement Act (10 USC 2301 et seq.) on October 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 in our industrial establishment to work •••
Ironically, Livingston pointed out, even in the controlled
economy and industrial establishment of the Soviet Union
great rewards were provided for success in scientific and
technological areas, and penalties for failure. The Russians
know full well the virtue of the incentive system. If the
fUture security of the United States depends upon its ability
to develop in the shortest possible time modern weapons of
destruction so as to deter our enemies from 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 government, for
increasing contractor incentives.

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

General Quesada, newly appointed Administrator of The Federal Avia
tion Agency, bespoke this attitude in a recent speech in which he suggested
that industry and government must II start work immediately on working out some
new concepts embracing the ways in which we reward industry1s efforts for
scientific and technological development of advanced weapons. 11 The report of
the ad hoc Committee on Research and Development of the U. S. Air Force
Scientific Advisory Board--the stever Report--emphasizes the same point in
these words: "Contracting procedures should be changed to give contractors
greater incentive to do research development work more effectively." 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
to a searching Congressional study--would seem to offer further evidence of
a new look by Congress at the whole question of providing incentives and re
moving disincentives to more efficient production of war materiel.
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Within the framework of the Armed Services Procurement Regulation
itself we find within recent months substantial improvement in regulations
relating to pricing policies for negotiated contracts and in the acquisition
of contractors' proprietary technical know-how. This whole complex of state
ments and action had encouraged us to believe that a new spirit was abroad in
the whole area of government procurement. UnhappilY1 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 would1 in our judgment, represent a serious backward step.

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

Considerations of Public Policy

In the recent industry-Department of Defense conference on this
subject, repeated reference was made by government spokesmen to considerations
of public policy, particularly as they dictated the disallowance of certain
items of expense regarded by industry as normal costs of doing business.
Although raised for the most part in connection with the discussion of spe
cific items of cost1 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 awninistrative implementation, the
Armed Services Procurement Regulation, makes the advertised bid method of
public contracting a preferred method as an unmistakable matter of both
legislative and administrative policy. Although the statute deals with the
point only by indirection, ASPH, we think, harmonizes completely and specif
ically with legislative intent in according the next order of priority in
procurement preference to the firm, fixed-price contract. (Since the
descending order of SUbsequent preference is well summarized in a quotation
from Lt. Col. George Thompson, USAF, appearing at a later point in this
statement, we shall not now dwell further on the matter.)

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

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

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

The real issue to be decided.--The realities of the situation as veil
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 ASPR cost principles--in
either their present or proposed form--as desirable or proper standards even
for cost-reimbursement type contracts.

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

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

Although the document here involved purports to be a statement of
cost principles, it consists in fact of a relatively brief statement of
principles followed by an extended and detailed specification of costs which
are allowable or unallowable in certain contract situations. Experience per
suades us that in a practical contracting situation the statement of prin
ciples, such as it is, will be disregarded and the contract administrator
will rely upon the specified list of allowable or unallowable costs. Moreover
--and despite protestations to the contrary with which we shall deal later-
the extent of allowability or unallowability of any item of contract expense
identified in these "principles" would almost certainly be the same tUlder
either a cost-reimbursement or a fixed-price type contract.
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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 argu
ment which we have advanced repeatedly in the past that promulgation of a
lIcomprehensive" set of cost principles applicable to both negotiated, fixed
price and cost-reimbursement type contracts will serve to convert fixed-
price contracts--in one degree or another--into cost-reimbursement agreements.
We regard this result as inevitable, both as a matter of logic and as a matter
of experience.

In their present form the proposed cost principles represent an
artful piece of draftsmanship and an evident effort to respond to prior
industrY criticisms relating to the inevitable effects of an across-the-board
application of cost principles. Specifically, the proposal declares that
cost principles are to be used (1) Ilfor the determination oft. 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) lias the basis for evalu
ation of cost data" in retrospective pricing and settlement or l'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
regulation has attempted to make between applicability of cost principles in
cost-reimbursement and fixed-price contract situations is an exceedingly nice
one. We believe, nevertheless, that this distinction, however nicely drawn,
will become a distinction without a difference in practice.

A chronology of the process by which the present phraseology of
applicability came into being may be instructive. When this proposal was
first publicly mooted in Mr. Lloyd 11ulit's letter of May 28, 1956, the Insti
tute called attention to what we regarded as a built-in weakness in the pro
posal--ll •••we urge that any generalization of contract cost principles be so
framed and administered that it may not serve as a deterrent to greater em
phasis on firm, fixed-price contracting." Doubtless, other industry associa
tions had the same concern.

The September 10, 1957, draft of this proposal attempted--with
somewhat less than complete success--to avoid this change by careful distinc
tion as between the proposal's application to fixed-price contracts and cost
type contracts. Our connnents 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 cormnend the effort.
He cannot fail, however, to entertain grave doubts as to the manner in which .-.."
this theory of differing applicability will be treated in actual procurement
practice.
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The almost inevitable obliteration of any distinction in actual
practice is illustrated oy a landmark decision of the Armed Services Board
of Contract Appeals, the Sw~rtzbaugh case. As you will recall, the question
involved a dispute over the interpretation of a contract price revision art
icle. The contracting officer sought to apply present cost principles. In
its opinion the Board said "in contradistinction to a cost-reimbursement con
tract, Form IV of the Price 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 II cost
related areas" under both fixed-price and cost-price contracts. A corollary
proposition holds that a cost under a fixed-price contract is no different
from a corresponding cost under a cost-type contract and that both should1

therefore, be judged by reference to the same standard, i.e., a common or
comprehensive set of cost principles.

We think no one would argue seriously that there is any essential
difference between an item of expense under a fixed-price contract and a simi
lar expense under a cost-type agreement, nor that the manufacturer incurrins
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 lO-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 tn the latter case is
so much greater than in the first that fixed-price contracting is preferred as
a matter of policy.

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

It seems to us inevitable that reference to the proposed cost
principles in pricing or repricing fixed-price agreements will very greatly
reduce the area of risk and the incentive possibilities of such contracts.
Insofar as lIcost-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 either by
formal advertisement or direct negotiation. An excellent capsule statement
of this preference has been made by a leading contract pricing authority, as
follows:

"Our objective then is to negotiate a contract type and
price that includes reasonable risk and ~rovides the con
tractor with the greatest incentive for efficient and
economical performance. In all cases it is basic to our
pricing philosophy that a contractual arrangement lacks
incentive until we reach a firm agreement on price. The
firm, fixed-price contract obviously supplies this incentive
to the fullest degree, and it is the type preferred in the
Department of Defense. We also prefer fixed-price types of
cost-reimbursement types and firmed fixed pricing over retro
active pricing." (Underscoring supplied.)!J:.

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 judgment, would be trans
ferred to all fixed-price contracts by adoption of the present proposal.

11 Lt. Col. George W. Thompson, "The Pricing Significance of Contract Types
Used in Negotiated V.ilitary Procurement," XVIII Federal Bar Journal,
No.2, April-June, 1958, p. 136. Lt. Col. Thompson was recently awarded
the Legion of Merit for his outstanding contributions to Air Force Pro
curement.
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The Institute firmly believes that the presently proposed set of
comprehensive cost principles should have no application to any type of fixed
price contract. As contrasted with the cost-reimbursement situation, the
contractor under a fixed-price contract must assume the risks associated with
the price fixed prior to the incurrence of costs through contract performance.
If the contract price has been fixed at too low a level the contractor may
suffer a loss which is not recoverable from the government. Under cost
reimbursement contracting, on the other hand, the contractor faces no such
problem. He will be reimbursed for contract costs incurred and, in most
cases, will be paid a fixed-fee profit determined by formulas prescribed by
ASPR. Under such a contractual arrangement the contractor has little or no
incentive for the most efficient and expeditious contract performance. How
ever, in the fixed-price area, when a contractor has no such profit guarantee,
contract performance must of necessity be both efficient and expeditious or
any originally hoped-for profit will be completely consumed by costs. Thus,
under fixed-price contracting, the contractor's incentives and his concurrent
risks are maximized.

The proposal's effect on subcontracts.--The manner and degree in
which the proposed cost principles would apply to subcontracting are not en
tirely clear from the draft proposal. Nevertheless, its reference to "the
use of cost principles and standards ••• in contracting and subcontracting"
(Par. 15-101) clearly implies a fairly extensive application.

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

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

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

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

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

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

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

It is understandable that, in many situations, the 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 submitted by a fixed-price contractor in a pre-contract price analysis to
be judged by the ordinary standards of business or by an arbitrary manual of
cost allowance and disallowance? Second, assuming a pre-contract aUdit, what
form will that audit take and to .That 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:

lIIn other than cost-reimbursement contracts, the govern
ment audit report is merely advisory and generally the
form of the report clearly segregates, in separate col
~~s, those costs which are accepted, those which are
questioned, and those which are disallowed--so as to
permit proper examination at the contracting officer and
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Board levels in accordance with the cost principles
applicable to the particular type of contract involved."
(Underscoring supplied.)Lg

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 clearj 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 uni
lateral disallowance of expense items now proscribed by the proposed draft
of comprehensive cost principles.

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

Thus, it seems 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 il-
lustrated. -----

The proposal's effect on the "All Costs" concept.--Just as we believe
the adoption of this proposal would so circumscribe a contracting officer's
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 in 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, selling
expenses, etc. We have thought such rejection economically unsound and, in
the long run, unwise from the standpoint of both government 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 neces
sarily requires.

John Green, IrCosting and Pricing in Contract Appeals Procedures, 1/

XVIII Federal Bar Journal, No.2, April-June, 1958, p. 189.

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

Specific Recommendations as to Applicability of the Present-Proposal
Sunnnarized

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 summarized be
low:

(a) That contract cost principles be made specifically
inapplicable to (1) advertised contracts, (2) all
firm, fixed-price contracts, (3) all subcontracts
except those clearly involving privity with the
government, and (4) contract terminations. (As
a corollary we recommend that cost principles now
appearing in Section VIII of ASPR be retained for
application to contract termination.)

(b) That as to all other types of fixed-price contracts,
general principles only (enumerated in Paragraphs
15-100 through 15-203 of the proposed draft) as dis
tinguished from that portion of the draft which is
a catalog of allowances and disallowances (15-204
HApp1ication of Principles and Standards") be made
applicable to such contracts.

Application of Principles and Standards

The Institute has connnented 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.

~{e do want to acknowledge significant improvements which have been
made by your staff in the September 10, 1957, revision of the proposed cost ~

principles, particularly in such areas as executive compensation, research
and development, and the allowance of overtime costs. Important as those
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improvements are, we continue to believe that if the Department of Defense
deems it essential to publish a set of cost principles in sUbstantially the
form here proposed, then its treatment of specific items of cost should be
further liberalized in accordance with prior recommendations in the attached
statement.

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

Respectfully yours,

CW"S:mo
Enclosure
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B. Differences in specifio items of cost

1.

2.

Advertising ~nse - (allow only advertising in trade
journals and " elp Wanted" advertising).

IndUS~ Institutional and produet advertising should
be iillow as a coat.

OODs Institutlonal and product advertising are not nece.
saryta obtaining or performinp rlovernment contracts. Only
advertising in teChnical ,journals and "Help Wanted" advertis
ing are allowable.

~nsat1on for £arsonal services - ("profl t 8h aring" allowed,
s options not allowed). ---

Indust17' Bonuses, prof!t sharing plans and stock options
to employees should be allowed.

DODI Bonuses and profit sharing plans are allowed if reason
able, but not stock options. I

< I

I

J. Contributions and donations (disallowed) -

IndustrY'S Allow reasonable contributions and donations as
costs.

DOD: They are not a cost of perfominp; a Oovernment con
tract and are not allowed.

4. Interest - (not allowed)

IndUS!Ut '!'he cost of borrowinf'; money to perform a con
tract shou d be an allowable cost.

rom Interest costs should not be allowed since allowance
of interest as a cost would provide a preference for one
method of obtaining capital requirements over other methode
and. therefore, would provide an incentive tc>r borrowing for
the perfomance of our contracts even where our case require
ments could be met out of &Ya11able capital. The extent of'
capital requirements of our contracts should be considered
in the fixing of fees or pratlt ••

2



B. Difference in specific items of cost - continued

5. Plant reconversion costs - (not allowed)

Indu8t!2: C08t of reconverting a plant from military
to CiVilIan production should be allowable.

OOIn Such costs should be charged to future OPerations.

6. Research and develoJll1ent costa - (allowed. but restricted)

Indust!7t Desires that product or applied research be
charged to all work.

DOD: Allow product or applied research only if the
Oo...ernment is interested in the product being developed.

7. Training and education - (allowed, but restricted)

Indus?2l '1'be contractor's regular training and education
al progr-.. should be reimbursable. plue educational grantee

DOD. 'lb. cost princi'Ples allow training and eduoational
exp8ii'8ea, but state in detaU the limitations. Eduoational
grants are disallowed.

3
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COMPREHENSIVE CONTRACT COST PRnlCIPLES

Coat Requiring Special Tests or Reviews

Made Unallowable
by Present

Item ASPR Sect! on IV

Bidding costs
Compensati on for personal services
Future contingencies Yes
Emergency depreciation or a'nortization
Use charge on fully depreciated assets
Insurance
Costs of materials transferred between

plants or affiliates
Overtime, extra-pay shift and multi-shift

premiUllU!l
Pre-contract costs
Professional service costs
Recruiting costs
Rental costs
Research and development costs Yes
Royalties
Selling costs Yes
Severance pay
Unadjud1cated taxes
Meeting or conference expense
Travel costs

Special Consider
ation Required by
ASPR Section XV

Yes

Yes
Yes

Yes

Yes
Yes

Yes

1 December 1958



COMPREHENSIVE CONTRACT COST PRINCIPLES

Partially Unallowable Costs

Item

Advertising costs
Civil Defense costs
Depreciation on idle or excess facilities
Use charge in fully depreciated assets
Fines and penalties
Insurance on 11ves of offi cers, partners or

proprietors
Patent costs
Reconversion costs
Costs of special benefits or emoluments

offered to new employees
Applied research and development costs

Accruals for mass or abnormal severance p~
Commissions and bonuses
Unrecovered true depreciation
Insurance
Deferred maintenance
Lease-back costs

Made Unallowable by
Present ASPR Section XV

Yes

Yes

Yes

'Yes
Yes

1 Dec8II\ber 195R



CCMPREHENSIVE CONTRACT COST PRINCIPLES

Unallowable Costs

Made Unallowable by
Item Present ASPR Section XV

Bad debts Yes
stock options
Historical contingencies Yes
Contributions and donations Yes
Entertainment Yes
Excess facility costs
Interest Yes
Bond discounts Yes
Costs of financing and refinancing Yes
Legal and professional fees paid in prepara-

tion of prospectus Yes
Costs of preparation and issuance of stoek

rights Yes
Losses on other contracts Yes
Organization costs Yes
Reorganization costs Yes
Costs of raising capital Yes
Legal, accounting and consulting services

(of certain types) Yes
Federal income taxes Yes
Taxes in connection with financing, refinanc-

ing or refunding Yes
Special assessments

Losses from sales or exchanges of capital assets Yes
Contingent fees for securing government orders Yes

1 December lq5A



COMPREHENSIVE CONTRACT COST PRINCIPLES

Generally Allowable Costs

Made Allowable by
Item Present ASPR Section IV

Bidding costs
Bonding Costs Yes
CaIlpensation for personal services Yes
Normal depreciation Yes
&nployee morale, health and welfare costs
Food services and dormitory costs
Fr:l.nge benefits
Labor relations costs
Insurance
Mainten8'lce and repair costs Yes
Manufacturing and production engineering coste Yes
Material costs Yes
Overtime and shift prem11D1'lS Yes
Patent costs Yes
Plant protection Yes
Precontract costs
Professional service costs
Recruiting costs Yes
Rental costs
Research and development costs
Royalties Yes
Service and warranty costs -
Severance P8&V
Special tooling
Taxes Yes
Trade, business, technical and professional

actinty costs
Training and educational costs
Transportation ooste
Travel c.osts

1 December 195fl



COMPREHFllSIVE CONTRACT COST PRrnCIPl.ES

Criteria for Allowabi1itl

Criteria for determining allowability of individual items of cost
includet

a. Reasonableness
b. Allocabl1ity
c. Generally Accepted Accounting PrincipIes
d. Significant Deviation Fran. Contractor's

Established Practices
e. Limitations Specifically stated in The

Contract Cost Pr1nciples

Reasonableness

PRUDENCE is the acid test of reasonableness. The NATURE and AJ60UNT
of the cost to be allowable must be that which would result from the ,1udgment
of an ordinarily prudent person in the conduct of COMPETITIVE business.

Additional tests of reasonableness for consideration aret

a. Generally recognized as ordinaJ1T and necessar,y
performance.

b. Arm t s length bargaining
c. Legal restraints
d. Specific contract terms

Allocability

REL~TIONSRIP to the contract is the aoid test of allocability. A cost
is allocable. hence allowable, if it is ASSIONABLE or CHARGEABLE to the work.
In other vords. allocability means that the cost is "necessary for or inci
dental to" the perfonnance of th~ contract.

AMOUNTS chargeable. or allocable, must be in fair proportion to the
benefit received by the contract from the NATURE of :;he cost incurred (i.e.
a proporti onate share of the president' 8 salary).

Generally ACCepted Accounting Principles

Classification as DIRECT or nrmRECT costs or 88 credits to a oontract
may follow any generally accepted accounting principle or practice that is
appropriate to particular circumstances.

I December 195A

"
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COST PRINCIPLE FOR RESEARCH AND DlntOPMJilfT

1. Basic research, tor the purpose of this regulation, 1s that type

of reaearch which i8 directed toward increase of knowledge in science. In

such research, the primary aim at the investigator is a fuller knowledge

or understanding of the subject under study, rather thm my practical

application thereof. Applied research, for the purpose of this regulation,

consists of that type o£ effort 'Which (1) normally follovs buia research,

but IlI8i1 not be severable from the related basic research, (2) represS1ts

efforts to determine and a:pand the potential1t1es of new scientU'1c dis

ooveries, and techniques, and (3) represents efforts to "advance the etate

of the art." Applied reeearch does not include any such effort8 when their

principal aim 18 the dasign, development, or test of speci.t'ic article.. or

sernC88 to be offered for sale, which are within the definition of the tem

deYelopment as hereinafter provided.

2. Development is the 8YBtalatic use of scientific knowledge which

i8 directed toward the production of, or improvements in, useful products

to lll8.t specific pertornumce requirements, but exclusive of manufacturing

3. A contractor's independ.,t research and development 18 that

"aearch and cWvelopment Wiich i8 not sponsored by a cmtraet, grant, or

other arrangement.

4. A contractor'. coa't8 of independent research as defined in (1)

md. 0) above shall be allowable as indirect costa (subject to paragraph (8)

below), prOVided they are allocated t.o all work of the contractor.



5. Cos t of contractort s independent deVelopm.ent, as defined in

paragraphs (2) and (3) above (subject to paragraph (8) below), are allowable

to the extent that auch development is related to the product lines for which

the govemment has contracts, provided the costs are reasonable in amount

end are allocated as indireot ooate to all work of the contractor on Bueh

contract product lines. In cues where a contraotor's normal course ot

business does not involve production work, the eoat in independ«tt deVelopment

is allowable to the extent that such development is related and allocated as

an indirect cost to the .f'1eld of effort of government research and development

contracts.

6. Independent research and development costs shall include an amount

for the abl!JOrption of their appropriate share of indirect and atininistrative

eosts, unless the contractor, in accordance with ita accounting practices

consistently applied, treats such coste otherwise.

1. Research and develOplllent casu (including amounts capitalised),

regardless of their nature, wh lch were incuITed in &ccount1n~ periods

prior to the award of a particular contract, are unallowable.

8. The reasonableness of mcpend1.turee for independent researd'l and

development should be determined 1n lip.ht of all pertinent considerations

such as praTioue contractor research and d..-elopment actinty, eoat of past

programs and changes in science and technology. Such expend:!.tuns should

be pursuant to a broad planned program., which is reasonable in scope and well

managed. Such expenditures should be serutinized with great care in

connection with contractors whose work is predondnCltly or substantially

with the government. Advance agretlJlents as described in ASPR 15-204.1(b),

2
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C •

• 9

.._PPLY AND LOGISTICS

December 31, 1958

MEr"iaRANDUM FOR THE ASSISTANT S~RETARI CF DEFEmE (COMP'l'ROI.LJiR)
;.t:';/~'J; ~~THE .ASSISTANl' SFX:P..ETARI OF THE AlUff (LCGISTICS)

,. THE ASSISTANT S~RETARY OF THE NAVY CHATERIAL)
THE ASSISTANT SECRETARY OF THE AIR FCRCE (MATERIEL)

SUJJJECT: Contract Cost Principles

As you are aware, our staffs have been re-evaluating our previous
draft of the contract cost prirx:iples in the light of the strong protests
lodged by 1n:iustry at the 15 October 1958 meeting am. in subflequent
corre~pondence. The attached memorandum contains the results of this
staff analysis and contains mch food for thought as to our final
resolution of this matter. While I am not necessarily in agre~1lBnt with
all of the recommendations contained in this report, I think that it
provides a ba.c;is for our further d1~eU8sioM. I would like to meet with
you upon my return to W~hington in early February for the purpose ot
formulating a recommendation to the Secretary of Defense.

C4

Lt

1 Incl
Memo to ASD (S&L)
29 Dee 58'

~
PERKINS McGUIRE

Assistant Secretary of Defense
{Supply and Logistics)
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS

CR

KEMawmM Fai mE ASSIS!AIT SIORl'rAllI fI DlFUSK (SUPPLY iJID LCDISnCB)

SUBJPI:T. CoDtr.t a.t 1'Jo1.m1plell

1. At 7CU1" direction, I haft held __rows .-t1ng8 with represent&
tives of the H1l1t&r7 DepU'taant8 aDd \be .1"1s~ Secretary of Det'aD8e
(Comptroller) to eODl!lid.er 1ihe ooatrect 008t pr1.Dc1ples in the light at
the strong prote8ts 'llhich haft Men NOeiftd tre. industry. CWo obJec
tive has been to take • tl'Otlh look at the entire pbll oeophy lUlder1Jing
our past .r!crte to deftlop • oo-oalled com.prehensi" oet of cost
pr1miples. Additionalll," haft renewed the 1.Ddirtdual ite. of ooste
and OI1r !'eC01IIUIlIndaUOns in t.b1. rqard are .et forth here1l.l.

2. Separate ..tinge _1"8 held en the Peearch am develOpMnt
principle witl"t additional repreeentati'YeS at ~o Mil1tarT Departments
and this offloe who are eOaDerned directly with the Department or l).teMe
research progra.m.. We haft agreed on a nbet.antial revision of SIU1' pre
Yioue draf't of this pr1nDiple and tlhb DeW edt has been eent ~ the
various A8sistant Secretariee for an u:preesion of tb.e1r Tiew.

3. Thel'e 18 attached, as Tab A, a rn1.tJion of cert.a1.n porUODl! of
the coet p!'1ncipl... The.. ohangn are IrU8Iar1.sed as follfMI.

A. Title. Changed \0 -Contract Cost Pr1.ncipln and
Prociaures". fhU _ang. is IUd.e to e-awster the ilrlustrJ'
cla1a ~at we haft 1DDlucled prooednNl and wtnct10nal
t)"pe aterial in IIdd1Uon to apr1DCiplelJ". We teel that
the detaU 1Ih1oh is lDcldM 10 the -'rD.· DMe••&!7 tor
proper p4w1 n1wtrauen. .

I. AdvaDDe tJDd81"8t:~ Ih1epl'1.zmlple au Men eJw1ced to
iiearli iDdICa ~Tbe aM... .r nch an~. agree-
_nt em ·arrre1a.n\ .t e08t 1d.ll Bet, lD 1uelt. M1"ft too
aak. that ete.ent either alJ.owble .r~e·. Addition
ally. _ have Becreaated the It.-tor 1Ih1ch _vance tlDller-
rioaodine" are -DOraall.7 "Hn101al'' troa thOR. "re ~Ilt.

are • D01"III81l.1" appropriate".
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». ~~. IId.e ,..wlp1e lau __ UMra11_ a••••'
Ie Lii! .. ..n tJl -aib1_ .-wend '" • 0... D\
a!' ..u ......ni.s "I ,.. "UM _terla1.e _ 'fs,•.s..
lit worep .. -.rp1u~.

L ~oatl1..baU.. ud Donati_, We __ .....~Uft
ilWiie Li \liIi ;rliIIit;L to all... 1IIle uew fit reM....1.e
eoaVi_\1_ Y _tMlJ8Mcl D08IJ1"01'1t eIw1.\Ple -.uba
Uomt. It b -.r teel1ag tU.t 18!a.trT f\tll7 ev.tMnanUe.W
this tJPI of ...t as an anaY014ab1e u:pIIBe. We dD _t
belleft that _ haw opeae4 ·PaadoN'. barf aM~ farther,
we teel that M ~le pnba- or MJdniIJ\rat.1on
w11l .. dC~1'eCl.

The .lir FOfte rePl'_ent&U... does DDt OemuJ' in the
aboYe ncOB'8J"Ciation r..ling ~at~ 11II propotted, th1B
pr1no1ple would epen the cloer to t\trtber 4elu.nde D7
lndutry. • _11 _ 1e.1 to .... and cowplu -,IIi n1et.ra
Un probl_.

F. ltttereet.. 1I1b.1le .. l"'MS.-nd that 1Dtereet OOlts I"R&1n
itiallOWAile, _ PJ"OPOIM an addition w ASFR )-605.11 to
indicate that the .neDt or a oeotrM\or'. ~Ul 1DTnaen"t
in the pert~ or the COlltrllOt "'-" __ \akaD into
O0D.81deraUon 1D the t1Jd.Ic of tbe aou.t of the tee or
profit.

G. nut RecOllftndOl1 c.te. !b1s pr1De1p18 haft Men
fih8i'ill&ed £0 an;; 8dd!Uonal ceete .,. __al agree_nt
where ~tT 80 41ota\M in~ OU.WlBano-.

I.. Rental C-oste. I!da pl"tDa1ple ....... Ubuallsed. ..
IDellid8 iMiiet • ..uUo. lR tae UN- _ • teet .t
....oaabl.,... et NDtal ....---- .'h. 1_ atMob'... ~•••• na-W~ at tile .......Uon

pri.aciple. !be ebJ_U- til Ud8 Ifttd_ u w neopl.. that. b the
dete1"ll1.n&Uoa. .r ~ nuemabluI" fIL M\al. .......'1., ••t:: .u.zrc
ottioen, a a pna~&1 .at.r, -. -.IT eGpe 1I1th tile ~ee''''e er
_1. fit line eitaat.1eD. S1.nD.~ S. ..., 1\ U tel\ 1ha\ __-.14
il\jec" _... fiaftl' ~ t.Id.8 appr••b 1J*a .,. _..-t pri.Jwiple t.e UtJJ..\
eontn.ct1ng ort1cen in tu:l~ ditt:1csul'ti &J"U .r eorrt.rllCt Mkhd.
\raUon.. The ~t&ao-e of t.h1.8 J'ftie1-on 1. nrrentJ.y contained in
parauapb ~StOS (a) .r the llr }'oroe Proo.....nt lMtl'UCtioM.
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s. '" haft _pent ~t. et ar tt.. 1a~ OIlr pny1eu polIIit101l
1I1th nttpeet toe the Appl1eaD1llty MO't4.e at .. ~1pln 81nae 1\ 18
~e -n oon\roYendal ana Ntil .\Jab .. DepariMDt at Ilat-.. aDd
111ttl 1.Ddutl7. In OU' ft1'iew ., .. , • ., OJ '.,. haft ....
pe.rUoular IIOte .r the ev.as -. 10dpd Itaa.-, iMiIF,lHa\1.aD fit
de\ailed~ pJ1Jit1p1u to til .. ll;au4-priAae 'Jpt. -.ue_
...%"~ \0 atJUa tala .., ~ • a ...-u..~
,. the.~ et ",.u.. ... tIM ~pI'lM ...., _ feel \hat
~ b ju\U'1ecl ta tIIe1I'~ .. ar ,..'wi.. ...,... 1a tId.a
fleIe.rcl. lD 1IlIti\l.oA to tM iDIIus'" "" •••, .. JIl11\UJ Iepar' lete
INlft _pi.......... 6Idft tIM, .u' ftPl,atu. lIP ntrs..n, ..cpl.
the PJ'U!ltI prlna1plee S-erplraW la.JIIl ..tot.. W, I, • tIM
balc pt_"? I fer .. detendaU,. fit~ ,.~ t-r
t1Jred-priee 'ne oCdltr_te. bla~ .. J"s ."~\1eD .. IV
pnY1eu!! 4ran wtdU, bow,.~ wfiel" p.ws VIe .....tIIk..le
t1aTor at pricUg _,. fWEla. Pruaa •••D\ pareormal ef aU .r thtt
~ tire appnbenrift hn • ..m-tine ott1eere an the oest.
prin:1plee as • oru1ich to .T01d o1"1ue~ \0 ~ ..tir1at.ftt. .1 eur
generall7 eac-ep1;ed priCing ptlll_.pIq. 1'h4I7 haft _1 D\elned, U tid
iMus't17, that w.e vUl be the 1Bln1tahle renlt of eu p.rn1au lppJ"Oach
re-gardle,,~ or _r 1n.tent t.e tao eOD.Wv7.

Our~ anal"'!8 of \he epec11'18 It.-of cost .. Bft'
rec CJB\!II8ndod is that they an fair aDd oqd.tabt. fO"l .V1c t awUe-at1"n t.G
cost typeoont.1'aote. In,..Yin1ng w.rr fIf tbe "S*'U1o iteM of ...t, _
artt l*Jet!tsarUy pr1uri.lJ" eoncerbld Y1111l~ te \U11' allowab1lltT
in the ri.~ .en \1Pe eOBtnct-. We tM! that _ lIhenld _ 8N

e-ousenat1'M, J2IOI'e det.a1led, aDd .ere epea1t1c lD thU \1Pe or .eatret.
than in those or 1ibe t1zecl-pr1oe t,pe.

The -.d tor ••t ~u with I'MpGCt M f'1ze4-pri,M 'JPe
eontraote Tarin in • br-oed epeotrum.In ~ ~nal pri,eing or inDent!.,..
contracts, uJor NllaDDe -.et De plee8Cl _ ..t.8. tn Nde'te-l"II1.nable
type aontractB, _ are g..ral.1T lMk1"e ahead aDd, *11. Cloet &Dal1'S18
18 an 1JIportant tao'\Or til eetabUsh1Ag ta1J' a.s NUOMbl. pr1ea. it
~t be U6d "d1c1111l8l7 and DOt .1a~. 1ft f1l"II t1D4-pri.ee unv.t8,
the Wle or ..-t. aDa111J18 IID4 U. _\aU et 1u ... ft1"lft III • bl'Oad
.eel•• 48. eodaaYOr to fit • &1ftn.n et eon pr1M1p1M. WI....
as tM7 as1; ..~ .. M tbe '--"tJpe • ..w.~, to '"" ...,. aDd
ftried pr1c1Dg a1tutloalJ, _ peat .... ar ft 1Ul1lriUBI tal'
eontrec\1.ni peneenel _.t u.. ~ til n-t prlH _.\nats
MIl Gar prlc1D& tMhll1.- 1dl1 -. len.

VII .....~ .............~.. tq tiM iift1.- tbt.
- ••oet is • eonN.:U"dleee tI .. .". at .-.Mt1t.• de -' tAke
lnu.e with thU ,....nl1V. JM.lftr, _ dq .tt., to tift ~1ple
--. te Nnlt 1a • MWled eftluUeD fill ... laM8'\~. 'lJUe
_tJ.fttion tor .,.e1l1.cJ.\7 1A the 4Ift1aat.1_ et • price 1Il1l 1an1~ 1.ud
'-0 fcmaaJ.a pr1e1n&. ftl81"8 an 8D7 d.••UOM 1a 1IlIdc&b _ J»ed be eoacerned.
0ll1y with t.he seneral 1eTel of ..u-te4 .... and ...oJallaril.7 111\h the
t.ypes oL cae" 1Dcluded 1n the -U-te.



We Uft st.ated I'8pe&tedlT 1A jim tIl.to t.be BeioU.aUoa or • lair
and reasorwb1e pri.ee reqd.rn the -.weia• .r good _.t,... 3~t.. The
-'rcJ18. or \his J~1It~ tlex1bU1v in h MCoilaUon pz'OOeftS
\0 ooncentrate OB iibe"'or alealDte et • prUe. _niat1Da ''lP11.. em.
••••• &1'" aM \aD ...~ .. _ '- U'J"1,. at • -"a"7~
ta1r ud. .....ute)tJ'S.ae. Ia tId.a at ••sUN of Ii:" ... '-Ira (.-t
......t. 41etaUoa '7 .. ,... M the _ns.au...) 1\ •~ tIa&\
&be G...~ -.geu.at.er -.~ wLtIl .... n ......'uQ- M ..op1_
the ftl1ditT et .........'. ftCI'l" lila ..,., to ....._ el
.en in retRrB f. a -.n~ ......ta • tiM.~ IIltb
'!WpeOt t.e aIWtbeJo ~_ta\ et __ pr1ee.

!be Hsot"u... .., t.nh .......... ad _. ~ aft ...

wio aDd 1DheNnt. .,..w.•• 1IIl1cb haw JftftIlW .. MII7~ '
w.e ...u.a .... ~ pen 1ft,..... U tee priM1.p1N an ....eeI
with tbelr lIpp11eabillV" ..t terih ill Ute n MCut 19S8 cb"aft, _
.an look torard W _.UDIt.. ad Y1.elent. u.a&J' aMn\ .Uh~.
We ean toreeee tutllrlll 1I:l.~'UDd1rc on 1iM pari at aoat.I"Il8Ung otti.oens
~ they HdeaTOr \.0 ftC0Dl'11e tiM IIppl1cab1l.1\7 of the oost. pr1nIt1ples
with the pr1Cing techn1qnee ef ASPI hnl_ III, Pu1; 8. Wa.an a:peet
prelIJ~re tOlllU'd tOftm1a pricing eunaUa& rr. nY1ev1.Di &'.ltber1Uft 8uch
~ t.1le General AocOll.D:t1ng Qft1oe•.

L" MD1 1_pea1i8J .. liDS ou.nel.... b tile tlome fit ••11......
Some llellbert' of th. 1IIDI'Jd.Dg tJI'8U.P sVol1i11 ad.yoca\e(1 a ttoIIplet.e nparation
fit all fi.xed-pr1ee 'JPe eoa\nat. traa U1T \1..1n 111t.h tM aoet. pri.aelplee.
They wcW.d oreat. a .opa1"at.e par\ 1n leeU_ X, to..,.r t'1Dd-pri.ce t.jpe
c~ntracte 10.ich the prl.ac1pl. would _to 1M und ... -p1de" .ince
I'reViOlUJ experJ..eMe ill u1nc t.be ,....... "tie n, Pert. I, as & gu.1cie in
~ t1Xed-prl.ee .00000ac~ JuId NINlWcl ia t...u.a pr1e1Jttl. !M
l18Jor1t1'. hnnar, 1IhUe • ...m.~ 1D. the _0IIMpt or • npaPa\e pert for
f.j.~r1c6 o-.ow_te, Ml1eYM that. .1nD...t~ 18 _ i.IIportant
factor 111 pl'1c1.ng MD7~ eODtFact.8, __.cl '0 eta. that tohe
ecOet p:rinciplea v1ll De UtKt -t,o pre"f1.de aeneral p.1.d.anhI' in~ pr1e~

or nell ~lttJoac\8. 1IUle noep1s1ng that e"ft ttda latt.e1' tu-1n \0 the
principles nlDII the 4anier ef ._ t8l'lll1a priciJai. 1\ b ..,..,.aW hen
... a1d4la g1"8WJd 1Ih1eh att..,. u. "'"' MO etaU. _r tM ....., hDtl1ct
ins pointe at un 1I1b.1ch .... laftl..... .

.u. .. ...,.. J'ednf'Md .. .,.lieOS]!. a-u._ --. u..,
_ &1'e aot. IIbla t.o pnHn\ • hD.7'~W .. 4INn *' ~........
u.. h'b Of .''-Jled, IIPIPMft te eft_ tM --' )In8\t.hl nh\1a.
It s.. fa...... beftld.ta '- Ml"ft ••• ..,.. tor IIltuN~ of
the Da10 pol1D7 ...... .-.r1l1ltC • IMo1.aUc et tId8 a.t1"iftl~

pnblea.
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fhe ~.a\at1ftof the "sUtut 8Mlretary at Defense (CoJll)t!"eller)
cloae DOt c oncu witil \be n.w uprwHCl _rein. It. is h18 wiev that. to
the extent ••te are a t.\er 1D prJ.c1Jll, tJw.r abllll14 " 4Jft1uted. en a
IUI1.tcms HttU ngardleee fit t.be 'Jpe or ••avaot. 1Jma1'ftl4. lie '-11.....8
tliat the present propoeal U 1De0ll81neftt. v1th __ pe].U,. prw'I'1~
w\Ql1abact atWr t.b--eh ........\1. a\ \be Mpwt. 1eftla 1I1w.n t.be
J)epe.rtJM1lt, aDll that. tile "",,,eMd.1iV -"1-"""'*' lD tile 11 Aqut.
usa d.ret$, 1d:t.h ..rW.B 1IIlaor~, _adA 1M "W'.Il.

I. L JIltI4t
.., Ie, fSi
haft »1neur, AS,. D1YU1_

, I~ls

1. Tab A
2. Tab B
3. T~ C
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12/91,8

TITLE OF SECTION

In order to avoid' the charge that ASPR Sec. IV is not ·Cost Principles"
as the present title wOuld indicate,' we recommend that the title be changed
to "Contract Cost Principles and Procedures."

ADVANCE UNDBRSTANDINGS

Modify l'-204.1(b) of the 21 August draft to read as follows:
, , ,

tI •••Such agreement may be initiated by contracting officers individually or
jointly for all defense work of the contractor, as may be appropriate. Any
such agreement should be incorporated in cost-reimbursement type contracts
or made a part' of the contract file in the case of negotiated fixed-pri. ce
type contracts, and should govern the cost detenninations covered thereby
throughout the perfonnance of the related contract. 'The absence of such an
advance agreement on any element of cost will not, in itself, serve to make
that element either allowable or unallowable. However, the nature of certain
costs is such that advance agreements are normally essential. These are:

(i)
(ii)

(iii)

pre~contract costs (ASPR 1,-204.2 (dd));
royalties (ASPR 1,-204.2 (jj));
travel costs, as related to special or mass personnel
movement (ASPR 1,-204.2 (ss)(,));

Examples of others for which such agreenents are normally appropriate, though
not essential, are:

(iv)
(v)

(vi)
(vii)

(Viii)

use charges for fully depreciated assets (ASPR 1,-204.2 (i)(6));
compensation for'personal services (ASPR 1,-204.2 (f));
deferred maintenance costs (ASPR 1,-204.2 (t)(l)(ii))·
research' and development costs (ASPR 1,-204.2 (ii)(6)); and
selling and distribution costs (ASPa 1,-204.2 (kk)(2))."

DIRECI' COOTING

In order to take care of a concept Which had been inadvertently amitted
and to avoid duplication of charges under certain circumstances, we recoDll1end
addition of the following sentence at the end of 15-202(a):

1,-202(a) Add:

"When i tams ordinarily chargeable as indirect costs are charged to Goverrunent
work as direct costs, the cost of like items applicable to other work of the
contractor must be eliminated from indirect costs allocated to Government work."

1 TAB A
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ADVERTISING

15-204.2 Listing of Costs.

(a) Advertising Costs.

(1) Advertising costs include the cost of advertising media
and corollary administrative costs~ Advertising media include magazines,
newspapers, radio and television programs, direct mail, trade papers, outdoor
advertising, dealer cards and window displays6 conventions, exhibits, free
goods and samples, and sales literature. The following advertising costs are
allowable:

(i) Advertising in trade and technical journals,
provided such advertising does not offer specific
products or services for sale but is placed in
journals which are valuable for the dissemination
of technical information within the contractor's
industry; and

(ii) help wanted advertising, as set forth in (gg) below,
when considered in conjunction with all other
recruitment costs.

(iii) costs of participation in exhibits sponsored by the
Government for the purpose of developing military
applications of products.

(iv) advertising relating to accomplishment of the
contract mission for the purpose of obtaining
scarce materials or equipment, or disposing of
scrap or surplus materials.

(2) Except as provided in (iii) and (iv) above, all advertising
which offers products for sale is unallowable.

CONTRIBUTIONS AND DONATIONS

Reasonable contributions and donations to established nonprofi t charitable
oganizations are allowable provided they are expected of the contractor b.Y the
community and it can reasonably be expected that the prestige of the contractor
in the community would suffer through the lack of such contributions.

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

2 TAB!
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INTERliSl' ON BORROilINGS

PrnOSal: Maintain unallowability of interest as a COOT, but revised profit
po cy appearing in ASPR 3-808.4 bY adding a new subparagraph (d) and
relettering the remaining subparagraphs. 'The inserted paragraph will read:

"d. Extent of the Contractor's Investment.

'The extent of a contractor's total investment in the performance of
the contract will be taken into consideration in the fixing of the amount of the
fee or profit. fl .

PLANT RECONVERSION cosrs

(cc) Plant Reconversion Costs. Plailt reconversion costs are those
incurred in the restoration or rehabilitation of the contractor's facilities
to approximately the same condition existing immediately prior to the
commencement of the military contract work, fair wear and tear excepted.
Reconversion costs are normally unallowable except for the cost of removing
Government property and the restoration or rehabilitation costs caused by
such removal. However, in special circumstances where equity so dictates,
additional costs may be allowed to the extent mutually agreed upon.
Whenever such costs are given consideration, care should be exercised to
avoid duplication through allowance as contingencies, as additional profit or
fee, or in other contracts.

RENTAI. CCS'l'S

(hh) Rental Costs. (InclUding Sale and Leaseback of 'Facilities).

Revise paragraph (1) of the principle to read as follows:

(1) Rental costs of land, building, and equipment and other
personal property are allowable if the rates are reasonable in light of
such factors as market conditions in the area, the type, life expectancy,
condition, and value or the facilities leased, options aVailable, and other
provisions of the rental agreement. - ·1pplieation of these factors involves
alon~ ~th other considerations comparison of rental costs with costs which
woul be aiiocable if the radIities were owned by the contractor.

3 Tab A
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15-700 Ic!j)! of 'aJ"t. tIa.18 Pan ... t.-tb. tU plU11.... '-

uect rer 'he ..u\\aUon fIl la~~. \JPe • ...v.te,
1DchdiDg t.erm.aau. r, lA .GH 1mrtanoee .ere nob eft1uat.1on

s.s !!q!11Nd \e u\abl1eh m t. neb .0IItinct8. "Piad-prin- 'Jpe"

••nt.I'.ct.s 1Pc1u4e, tor~ IJIt th1a Par\, the r.u......

(1) t1J'II tiDcI-prln (ASPR ~.1)

(u.) t1xM-p2"1oe w tilth ..calaU.. (Ami J-!tO).2)

(ill) n..4-prte. elNlv._ prcm.41ng tor the ....tend.Dat1011

or pr1ee (ASPIl J-b03.)

(1T) t1zecI-pr1" 1.DeuU__.w.e. (ASPR )-C01.1,)

(y) .........N1 t ....l. J*"'1.OD .r t1ae ... _tG'1&la

oea\nri8 (AiPR )-¥)S.l)

15-701 ...10 C_14an.UOIII. (a) ,..tar ttz_ pri.oe 'Jpe oa\reete,

Ficu, net nparate .,.mente et een p].u pl'otlt.. aN to IN -eo\1.atecl.

A negotiated priM U the ..1. t. ,.,~t \0 • eoavaettor ..... n.z.d

prl.ce VPe Mltt.....teJ alloab1e ••_ an ... kw1tJ tor re1JIbu.n..nt

liDIMr OO(l~1"e~d \,Jpe c....."'. Aco...unc17, Vle pNu1ee and

proeednnJe ef ASPR SeoUeD nI, Pan I, an SOftI'll1ag aDd *all be tGllwed.

in tbe agotiat1on et t1ud-priee~ .OB'WMte.

(b) All rMeaD1sed ~ MPl IecUa Ill, Pan e, \beN are 1111ih1zl

the t1xecl-price t.lPe ..~1PJ7 et on\no. ev\d.n dtaaU_, e.g.,

1M.nUn aDd re4etera1nab'e~•• 1& 1IIIII1eh ...-t.e .. a dp1t1eant

t.tor j.n the .-got1atlOft e£ p1"1he. III -.ch a1.\uat1ous,. aotne _to M

.-utted. D7 oontraet.ors, e'ft1uated b7 the "","r.-ent. ~ ..ed _

1



~ in -.oCLaUlle ta1Jl &DII NM-ola pI'1OH. HovaTer, l'Ii.noe

tile baas.. ."..\1_..... 14 .... dw.ati.ene, 111 the n8i0UatiOil of •

pdH ratHr th_ the cletaniaatlM ., eJlauable aDIi unallovable eowW.
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OFFICE OF THE ASSIsrANr SECRETARY OF DEFENSE

Supply and Logistics

Dear AdmLral BoY'le:

September 7, 1960

Your letter of 8 July asks for our response to nine specific questions
relating to the application of ASPR 15-205.35, covering allowability of a
contractor's independent research and development costs, in light of the
provision~ of ASPR 15-107 which provides for an advance understanding on
particular cost items (including research and development), and DOD Instruc
tion 4105.52 which provides tor uniform negotiation of such costs and estab
li.shes an Armed Services Research Specialists Committee to provide scientific
and technical advice in connection with the negotiation.

At the outset a brief a.na1y'sis of the documents cited ~ facilitate
an understanding of the problem.

ASPR 15-205.35 allows a contractor's independent research and develop
ment eXpenses on the basis specificaJ.1y described. It indicates that ad
vance understandings are particularly important with contractors whose
work ;1s predominantly or substantially with the Govermnent. General guide
lines as to the reasonableness of this cost item are included and several
alternative techniques are p:rovided for use in those situations where it
is determined that the cast is unreasonable and, hence, the Government
should not bear its full allocable share of the total research program.

DOD Instruction 4105.52 makes provision for the negotiation of con
tractors' independent research and development costs by a single mlitary
department when (i) the research and development costs are substantial,
(ii) a substantial portion of the contractor's business is with the Depart
ment of Defense, and (iii) the contractor's defense work involves contracts
with DIOre than one military department. The Instruction also establishes
the Armed Services Research Specialists Committee and aSsigns to the Com
mittee the mission of providing, when requested, advice to the sponsoring
department on the scientific and technical factors which influence the
extent to whicb the independent program should be supported.

Now we will respond to your specific questions.

1. Question 1 presumes that the Armed Services Research Specialists
Committee will negotiate advance understandings. As stated above, the
negotiations of research costs will be undertaken by the military depart
ments rather than by the Research Specialists Comm:l.ttee. While the recom
mendations of the ASRSC will l1ecessarily be advisory in nature, theY' will,
nevertheless, be given great weight by the military departments.



The second portion of the question has to do With wether the nego
tiation procedures are available (a) to any contractor who desires to
recover research and development expenses, or (b) 'Who also does business
wi th more than one d.epa.rtment. It will not be necessary for all contractors
who desire recovery of independent research and development expense to be
considered under the procedures established by DOD Instruction 4105.52.
Thus, where a smalJ. amOlmt of cost is involved, either because of the size
of the research and development program or due to the mLnor amount of defense
contracts, or where a contractor is dealing o~ with one Department, it 'Will
usually not be feasible to utilize the centralized negotiation procedure.
However, a contractor who is dealing with more than one mLlitary department
and 'Who particularly desires to negotiate a centralized advance understanding,
notwithstanding the amount of cost involved, will be accommodated to the
extent that the current workload will permit. A contractor who is dealing
with only one dePartment, but with several different activities within the
one departmentj> may request a centralized negotiation within the department,
the results of which will be used throughout the department.

2. This question asks 'Whether the dollar volume of contracting deter
mines whether a contractor will negotiate centrally and inquires if there
are additional. factors 'Which suggest the need for such negotiation. The dol
lar volume of contracting, as such, is not significant; however, the amount
of independent research and development expense allocable to defense work is
an important crtterion. Add!tional factors are whether a substantial portion
of the contractor's business is with the Department of Defense and 'Whether
the contractor's defense work involves contracts with more than one military
department.

3. This question asks if contractors who will participate in the
centralized negotiation of research and development expense will be limited
to those 'Who negotiate final overhead rates on a centralized basis. The
centralized negotiation of research and development expense will not be
;restricted to those who centrally negotiate final. overhead rates. Advance
understandings reached by the research and development negotiators will of
course be utili zed during the negotiation of final overhead rates.

4. This question asks the role that Government scientific and techni
cal personnel will play in negotiating advance understandings in the research
and development area. The Armed Services Research Specialists Committee will
review, 'When requested by the negotiator representing the sponsoring depart
ment, the independent research and development programs of defense contractors
and will determine 'Whether there has been an adequate segregation between the
independent research and the independent development programs. Additionally,
the committee will report and make recommendations directly to the sponsoring
department on the scientific and technical factors affecting the basis or
extent to 'Which So contractor's independent research and development program
should be supported. In carrying out its responsibilities; the conmdttee
will utilize, 'Where appropriate, the services of other research specialists.
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5. This question asks 'Whether the military departments will "control"
a contractor's independent research and development program. Our approach
is concerned only with the problem of cost allawability and not "control."
When the cost of a contractor's independent research and development program
is found to be "reasonable", there is no question of "control" involved. Of
course, 'When a determination is made that a contractor's proposed program is
not reasonable and, hence, the :f'ull allocable portion will not be allowed,
there is a measure of control being exercised. This ty.pe of control, however,
is oriented toward the reimbursement of costs under Defense contracts. A:rI:f
contractor is obviously free to pursue any ty.pe or level of research at his
own expense. The provision making independent development costs allowable
only on the basis of a showing of relationship of such costs to the product
lines for which the Government has contracts mtght be considered a ty'pe of
control. However, broad control of the contractor's independent research
and development program is not intended.

6. This question asks if a distinction will be made between contractors
whose business is priltErily commercial as against those 'Whose business is
primarily Government. The mix of Government and commercial business is an
important consideration in connection with the evaluation of many elements
of cost and will be particularly so in connection with research and develop
ment costs. We have found it necessary to scrutinize costs with more care
in connection with contractors whose work is predominantly or substantially
with the Government. However, the same tests of reasonableness "Will be
applied in each instance and the mix of government and commercial business
"Will not, per se, control the final result.

7 and 8. These questions concern themselves with the use of cost
sharing formulae and request clarification as to whether cost sharing is
appropriate unless there has been a preliminary finding that the over-all cost
is unreasonable. It is our view that a preliminary decision of unreasonable
ness should generally precede the use of cost sharing methods. In the event
a contractor's business is substantially commercial, it is eJq>ected that the
pro rata amount of research and development expense alloC9.ted to commercial
business will .act as a deterrent to the incurring of unreasonable or unneces
sary costs. In such instances a cost sharing arrangement will not nornally
be necessary or desirable. However, in those instances where a contractor's
business is primarily with the Government and the contractor's research and
development program is so substantial as to appear to be unreasonable in
amount, it may be desirable to enter into a cost sharing arrangement in order
to provide a motivation for more efficient accoIli>lishment of the program.

9. This question asks wether f'urther guidelines will be issued to
contracting officers setting forth tests of reasonableness or other criteria
for the recognition of research and development costso While we do not now
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anticipate that further direction will be necessary :f':rom this level,
experience in operation~ dictate otherwise. In addition, the military
departments will issue such implementing instructions of a procedural nature
as are necessary to operate the system which has been established.

Sincerely yours,

/s/

G. C. BAImERMAN
Director for Procurement Policy

Rear Admiral Jas. D. Boyle, USN (Ret)
National Security Industrial Association, Inc.
1107 - 19th street, N. W.
Washington 6, D. C.
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