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SPREAD ~~ - CONI'P.ACT'. lsT Ht~ 

Resolution ot Issues Discussed witt. 

at Meeting Held 15 October 1 

l. Applicability ot the Coet Principles to other 
thllll cost-reimbur.!lement type contracts. 

Industry Position 

The extension o£ cost principles to fixed-price 
type contracts will inevitably result in formula 
pricing. Industry particularly objects to the 
requirement tor submission ot price proposals in 
accordance with the cost principles. Objection 
is made to use of principles in connection with 

. terminated .fixed-price type contracts arid to their 
applicability to subcontractors and vendors. 

10 Sept 1957 - 8/21/$8 Draft 

l$..000 Scope ot Section. This Section contains general cost principles and standards 
tor use in connection With (i) the determination of historical costa, {11) the preparation · 
and presentation ot cost estimates by prospective contractors, contractors and subcon
tractors in negotiated procurement and in termination tqr convenience of. the Government 
and (111) the audit of cost in the negotiation and administration ol contract!'!, and (iv~ 
the evaluation ot cost data in procurement and contract administration. 

Part 1 - Appl.icabilit7 

1$-101 Scope of Part. This Part prescribes the use ot the cost principles and standards 
set:"'10rtb in the several succeeding Parts ot this Section in contracting and subcontracting 
and delineates the nature ot such use under different circumstances. 

1$-101.1 Use. Part 2 ·u prescribed tor uses . 
(!) Ai'&contractual basi!, by incorporation by reference in the contractor, tor 

detel"'ld.nation ot: 
{A} reimbursable costa under cost-reimbursement type contracts inc111t11ng 

coet-reiJnbnrsement type ·subcontracts thereunder aJXl the cost-rei.mbursemeat i 
portion ot time and materials contractsJ • 

(B) terminationa llhen the ~ thereof are determined unUaterall7 by the . · ~ 
-... contre.ct.ing officer J · ·· _ _...,· .- ·· 

--..,.__(C) costs of terminated cost-reimbursement contracts. I 
(11) AS & buis fora · ..{. 

(J.) tbe d-Y1!l,OpDent and sublllission ot coet data and price anal;yses b7 
contractors anti prospective contractors as required in support of 
negotiated overhead rates, requests tor progress payments, and settlement 
proposals under tarmination'J 

(B) audit reports prepared by the Audit Agencies in their advisoey capacit7 
ot providing accounting intormation respecting negotiated pricing, 
repriCing and termination. 

·(ill) By Contracting Otticers in the evaluation ot cost data, as tollovsa 
(A) In Retrospective Pric;r and Settlements. In negotiating t1rm fixed prices 

or settlements !'or vor · Vh!Ch hu been completed or substantia:ll.y' completed 
at the time ot negotiation (e.g., .f'1nal negotiatio~ under fixed-price 
incent.tve contract, redetel"'llination ot price attar completion ot the work, 
negotiation ot tinal overhead rates, or negotiation of a settleD!Int 
agreement under a contract terminated tor the convenience of the Government), 
the treatment ol costs is a major tactor in arriving at the &JilOWlt ot the 
price or settlement. J.ccordingl;y, .ASPR, Section XV, Part 2, shall serve 
as the baais tor evaluation ot cost data. However, the finally agreed 
price or settlement represents something other than the sum total ot 
acceptable costs, since the final price accepted b7 each party does not 
necessarily renect agreement. on the evaluation ot each element ot c~t, 
bnt rather a t1nal resolution ot all issues in the negotiation process. 

· . (B) ~Forward Pric~. To the extent that costs are a !actor in forward 
pc!Jli, ASPR, eetion IV, Part 2, shall serve as a guide in the evalua
tion ot cost data. The extent to which costs intluence tonrard pricing 
varies greatly 1'rom case to case.· In negotiations covering 1\lture work, 
actual costs cannot be known and the importance ot cost estimates depends 
on the circumstances. The contracting Officer IIIUSt consider all the 
!actors artecting the reasonableneSs ot the total proposed price 1 such as 
the technical, production or t11'iancia:l risk assumed, the complexity ot 

· work, .the extent ot competitive pricing, and the contractor's record tor 
efficiency, econ~ and ingenuity, as well as available cost estimates. 
He mst be tree to bargain tor a total price which equitably distributes 
the risk8 between the contractor and the Government and provides 
incentives tor etticiency and cost reduction. In negotiating such a price, 
it is not possible to identify the treatment ot specific cost elements ~. 
since the bargaining is on a total price basis. Thus, While Part 2 will 
be used to evaluate coet data, it will not control negotiation ot prices 
tor work to be performed in the tuture, e.g., negotiation ot a tim 
fixed-price contract, an intermediate price revision covering, in 'Whole 
or important part, work which is yet to be performed, or a target price 
under and incentive contract. 

(iv) As the basis tor the r~olution ot questions of acceptability of individual 
CQSts lihenever such questions become issues. 
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Jctober 1958 

Government Position 

We have recognized that industry objectioM to 
Current frooosa1 

1. A new part is proposed in Section XV to 
specifically deal with fixed-price type 
contracts. 

our previous dra!'t are, to some extent, well taken. 
By emphasizing the pricing principles set forth in 
ASPR Section III, Part 8, and by treating the 
applicability or the cost principles to fixed
price type contracts 1n a separate section, we !eel 
that there is less danger or formula pricing. The 
requirement tor submission of price proposals 1n 
accordance with the principles should have no 
applicability to· .fixed-price type contracts. We 

2. Pricing, as distinguished from cos~ing, is 
emphasized. 

.3. The f'undamental differences between retro
spective and forward pricing has been 

do not agree with Industr;y that the cost principles 
-be inapplicable to terminated contracts. The 

principles would be used to provide general "guid
ance in both the pr:Une and subcontract areas when. 
ccmts are a factor in pricing. 

maintained. . 
4. The principles "shall be used as a guide 

in tho evaluation o"f cost data required 
to establish a fair and reasonable price" 
when costs are to be considered in the 
negotiation of fixed-price typ9 contracts. 

Latest Suggested Revision 

Part 7 - Fixed-Price Type Contracts 

15-700 Scope ot Part. This Part seta forth ·the guidelines to be used tor the .. 
ev&luatlon o? costs in negotiated ti.xed-price type contracts and subcontracts 1 including 
ter.ninatioM thereof', in th01.1e in.qtances where such evaluation is required to establish 
trees f'or such contracts. iiffied-prlce typeri contractS Iriciude, !or purposes o! this Part, 

e !0110W1D8: · . 
(i) t1rm fixed-price contracts (ASPR .3-40.3.1) · · 

(11) fixed-price contracts ·with escalation (ASPR 3-40.3.2) 
(111) ti.xed-price contracts providing tor the redetermination of' price (ASPR .3-40.3.:3> 
(iv) tixed-price inceritiRe contracts (ASPR 3-403.4) . · . 

. (v) non-cost-reinlbu.reable portion of ~ and materials contracts (ASPR .3-405.1) 
l$-701 Basic CoMiderations. (a) Under fixed-price -type contracts, the negotiated 

priCi""''Sthe basiS for payment to a contractor whereas allowable costs are the basis tor 
reimbursement under cost-reimbur8ement type contracts. Accordingly, the policies and pro
cedures ot ASPR Section III, Part 8, are governing and shall be folloWed in the negotiation 
ot fixed-price type contracts. COftt and accounting data may provide guides f'or ascertaining 
!air compensation but are not rigid measures of' it. Other types of data, criteria, or 
•t.andaJ"d. -.v l'urnish eQUally reliable guides to fair COJI1})ensation. The ability to apply 
standards ot business judgmellt as cUs1anet. rro. et.nct. aoo~-t.S."'45 pn.no~p1.- ~- · .. ·-.no .. ._. ... 
of' a ne~otiated price or settlement. · . . · · ... -· 

{b) Among the different types ot fixed-price type contra~ ... 4e need tor · 
consideration ot costs varies considerably as indicated b~ · 

(i) Retrostective Pricing and Sett.J.gs~In negotiating firm.tixed pri.ces 
· , or set iementS for work Which has been completed at the time of' negotiation 

(e.g., final negotiations under tixed-price incentive contracts, redeter
mination ot price alter completion ot the work, or negotiation ot a settle
ment agreement under a contract terminated tor the convenience of' the 
Government), the treatment or costs is a major factor in arriving at the 
amount ·of' the price or settlement. However, even in these situation. .. , the 
tinall7 agreed price or settlement may represent something other than the 
sum total of' acceptable costs, since the t.1nal price accepted by each 
part7 does not neeessaril7 refiect agreement on the ev!lluation of' each 
element of' cost, but rather a final resolution of all issues in the 
negotiation process. 

(11) Forward Pric~. The extent to which costs influence forward pricing 
varies greatl'rom case to case. In negotiations covering future work, 
actual costs cannot be know and the illlportance of' cost estimates deJ)ends 
on the cirCWII."ltances. The contracting officer 11111st consider all the 
factors affecting the reasonableness of' the total proposed price, such as 
the technical, production or financial risk assumed, the complexity of' 
work, the ertent ot competitive pricing, &nd the contractor's record tor 
efticieney, econolll1' and ingenuity, as well as available coet estimates. He 
!llllSt be tree to bargain tor a total price 'Which equitably distributes the 
risks between the contractor and the Government and provides incentives f'or 
ett1cienc7 arid cost reduction. In negotiating such a price,_ it is not 
possible to identifT the treatment of' !lpeCitic cost elements since the 
bargaining is on a total price basis. Thus 1 'While cost data is often a 
valuable aid, it will not control negotiation ot price! tor work to be 
pertormect, or a target price under an incentive contract. 

15-70? Cost Princtiiles and Their Use. {a) When, pursuant to ASFR 15-701, costs are 
to-,;;-cons!dere<i 1# e negotiation o! fixed-price type contract, Section XV 1 Part 2, 
shall be used as a 'guide 1n the evaluation ot cost data required to establish a !air and 
reasonable price 1n conjunction with other pertinent considerations as set forth 1110re 
f'ull7 1n ASPR Section III, Part 8. · 

{b) Whenever an occadon arises in 'Which acceptab111ty ot a specific item of' cost 
becomes an issue, Section IV, Part 2, will serve as a guide tor the resolution of' the issue. 
· (c) In apply.l.ng P~ 2 ot this Section XV to 1'1xed-price contracts 1 contracting . 
otticere w1.U& (i) not be required to negotiate agreement on each individual element of' 
costJ and (ii) be expected to use their judgment as to the degree ot detail in which they 
consider the individual elements of cost in arriving at their evaluati-on ot total cost, 
where such evaluation is appropriate. However, the negotiation record should fully 
substantiate and justUy the reasoning leading to any negotiated price. 

----~ 
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2. Recognition or all normal and legitimate 
costs. 

~ 
3. The issue is ldletlter the cost principles 

should contain rules or guidelines tor deter
mining the "reasonableness" or "allocabilitT' 
ot various cost elements or whether we should 
accept as the criterion "generally accepted· 
accounting practices." 

4. ·Advanced understandings with respect to· 
certain specific cost elements. 

Industry Position 

Indust:y believes that the Government should 
start from the,propos1t3on that it is ~lling 
to ~ccept any cost which has been incurred 
or accrued, in good faith, by a responsible 
cQntractor exercising its best management skills 
in the conduct of its business. 

Industry Position 

Industry feels strongly and nearly uniformly that 
"reasonableness" and "allocabilitY" or costs shou.l· 
be governed by good accounting practice as reflect 
in going accounting systems ard that the govern
ment should not adopt special tests or criteria 
which require significant variations 1n industry's 
accounting systems. Hence, they feel that the 
cost principles should not attempt to prescribe 
how to evaluate the "reasonableness" or the 
"allocab11it;r" of any element ot eo.st and, above 
all, .that we. should not say that a cost is not 
allocable to us. 

In·dustry Poe :I tion 

. Ill general, Illdustry agrees to the concept ot · 
reaching an advanced agreement on the contro
versial cost ,questions. However, Indust17 
is fearf'ul. that advanced agreements \1111 be re..: 
quired in each instance and. that the absence of 
an advanced agreement will result in cost dis- · 
allowances. Industr;r recomm~nds deletion 0 r 
this section or the regulation. It retained it 
should a££1rm that failure to negotiate in ad
vance does.not lead to disallovance, that ini
tially negotiated ~unts or clauses 1118)- be re
opened on showing ot necessity or changed cir~ 
stances, and it should provide a forum in vhich 
contractors might negotiate these factors on an 
overall basis. · . 

10 Sept 57 or 8/~58 Drart 

Heiot1otiqp Requirement 

(b) The extent of allowability ot the selected items of cost covered in ASPR 15--204.2 
has been stated to · appl.1 broadl)- to lll.8.q accounting £17Stems in varying contract 
situations. Thus, as to an:r given contract, the reaeonableness and allocability of 
certain items of cost maJ be difficult to determine, particularlJ in the case of eon
tractors whose business is predomi.Oantly or substantially \lith the Government; In order 
to avoid possible subsequent disall6wance based on unreasonableness or non-allocability, 
it is importut that prospective contractors, particularlJ those whose work is pre
dominantly or substantially with the Government, seek agreement \lith the Government in 
advance of the incurrence of special or unusual costa in categories where reasonableness 
or allocability are dit:icult to determine. Such agreement m:JY be. lnit.iated by the 
contracting officer. Any-such agreement should be incorporated in.cost-reimbursement 
type contracts or made a part or the contract file in the case of negotiated fixed
price type contracts, and should govern the cost determinations covered thereby through
out the performance or· the related contract. Included are such elements ass 

(1) compensation for personal services (ASPR 15-204.2{£)); 
(11) use charges for 'fully depreciated assets (ASPR 15-204.2(i)(6)); 

(iii) food and dormitory service furnished without cost to employees 
or involving signi!icant losses (ASPR 15-204.2(n)) t · 

(iv) deferred maintenance costs (ASPR l5-204.2(t) (l) (iiJ); 
{v) pre-contract co3ts (ASPR l5-204.2{dd)); 
(vi) research and development costs (ASPR l5-204.2{ii){6)); 
(vii) royalties (ASFR l5-204.2(jj)); · 

(viii) selling and distribution costs (ASPR 15-204.2{kk)(2)); and· 
{ix) travel costs, as related 'to special or mass personnel movement 

(ASPR l5-2C4.2(ss){5)). 
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Government Position 
' ., 

Current Proposal 
As a generality 1 we agree that we should accept 
our. share of the normal expenses of doing business. 
Nevertheless 1 the difference between commercial 
business and government business is such that 
certain tiPes o! expense should not be illocated 
to us, no matter what the accounting system o! the 
contractor normally provides. Examples o! such 
expenses are entertainment expense and reserves 

While we have suggested a more liberal treatment 
of certain indiVidual cost ite!IIS, we have not~ 
adopted the Industry position that all nor:n/ \ 
necessary co~ts of doing business are approt 
tor allocation agai~qt government contracts~ 

for commercial bad debts. 

Government Position Current Proposal 

"Generally accepted accounting principles" are 
broad standards for the evaluation of the financial 
position of an enterprise and tor the measurement 
of income and expense over a given period of time. 
Thus a system may be maintained in accordance w1 th · 
~uch principles and fUlfill the requirements ot 
management, the stockholders, the taxing authori
ties, and others, and yet not yield cost data 
satisfactory for cost reimbursement or to support 
pricing judgmenta without some adjustments. . 
Accordingly what may be "good accounting practice," 
for the purpose· of detennining the comp&niY's 
overall income and expense 1 may be inappropriate 
when determining the price to be charged a 
particular CU.'Itomer or class of customers. 

We have made no additional changes in the cost 
principles to accommodate this Industry argument. 
However, we have suggested that the title of 
Section IV be changed to "Contract Cost 
Principles and Procedures." 

Qgvernment Position Cy;rept frgposal 

Ve think that the desirabilit7 of reaching ad
vanced understandings on certain controversial 
items is an important feature of the regulation 
and ·should be retained. W'e have made certain 
changes in this section or a clarifYing nature 
which are designed to accommodate the industry 
objections in some degree. 

Ve propose that the cost principle be changed to 
clearly indicate that "the absence of such an ad
vanced agreement on IUIY element of cost will not 

1 
in iteelt, serve to make that element either al~ 
able or unallowable." Additionally, we have ~/ \ 
gated the items for which advanced understandi 
are "normally essential" from those where eleme. 
are "normally appropriate." 

Latest Suggested Revision 

@VAl{QE UNpERSTANDOO 

Modif7 15-204.l(b) -of the 2l August dra.f't to read as followsl 
" ••• Such agreement 1D87 be initiated by contracting officers individual.l7 or jointly 
tor all defense work ot the contractor, as may be appropriate. An7 such agreement 
should be incorporated in cost-reimbursement type contracts or ,made a part ot the 
contract file in the case of negotiated fixed-price type contracts, and should govern 
the coat determinations covered thereby throughout the performance of the related 
contract~ The absence of such an advance agreement on &n7 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 norma.lly essential. 
Theae are: · 

(i) pre-contract costs (ASPR 15-204.2 (dd)); 
{H) reyalties (ASPR 15-204.2 {JJ)) J . 

(iii) travel costs, as related to special or mass personnel 
movement (ASPR 15-204.2 (ss){5)); 

Examples ot others for which such agreements are normally appropriate, though 
not essential, area 

(iv) use charged !or ~illT depreciated assets (ASPR 15-204.2 (1)(6)); 
(v) compensation for personal services {ASPR 15-204.2 (£)) J 

(vi) deferred maintenance coats (ASPR 15-204~2 (t){l){ii))( 
(vii) research and development costs (ASPR 15-204.2 (ii){6)J; and 

(viii) selling and distribution costs {ASPR 15-204.2 (kk)(2))." 

./\ 
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5. Advertising Costs. 

Industry pgsition 

While recognizing that some forms of advertising 
are seldom, if ever, properly allocable to govern
ment contracts, Industry protests·the absolute 
exclusion of certain types of advertising costs 

·and wants the right to present its ease in negotia
tions to show whether and to what extent its adver
tising is of benefit to the Government, is reasonab 
in character and in amount, and is fairly allocable 
to government contracts. 

·10 Sept 1957 - ~/21!58 Draft 

12-204.2 Selected Costs. 

(a) Adyertising Costs. · 

(l} Advertising c~sts include ·the cost of advertising media and corollary 
administrative costs. Advertising media include magazines, newspapers, radio and 
television programs, direct mail, trade papers, outdoor advertising, dealer cards 

. and window displays, conventions, exhibit::, free goods and samples, and sales 
literature;. The following advertising costs are allowablu · 

{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 
\11 thin the contractor 1 a indust17; and 

(11} help wanted advertising, as set forth in (gg) below, 
when considered in conJunction with all other recruiting coats. 

(2) All other advertising co~a are unallowable. 

Industrj. Positiop 

6. Compensation for personal services. 
Prior to tbe 15 October meeting, we had changed 
this principle so as to allow the inclusion of 
prof! t sharing plans as a part ot total compen
sation. lndust17 agrees with this change. 

10 Sept 19S7 - 8/21/58 

{!) Cgmpep§Atign tOr Perogpol Seryises. 

(1) ~. ~· Compensation tor peraonal aervicu includes all remuneration 
paid currentl7 or accrued, in whatever.form and whether paid immediately or deferred,· 
tor services rendered by employees to the contractorr ~uring the period of contract 
performance. It includes, but ia not limited to, salaries, wages, directors' 
and executive committee members' fees, bonuses, incentive awards, employee stock 
options, empla,ree insurance, fringe benefits, and contributions to pension, annuity, 
stock-bonus and plans tor incentive compensation ot management empla,reea. Except · 
as otherwise specifically provided .in this paragraph (t'}; such costs are allowable 
to the extent that the total compenaetion of individual employees is reasonable for 
the services rendered and are not in excess of those costs which are allowable b7 the 

· Internal. Revenue Code and regulations thereunder. · 
• b. Compensation is reasonable to "the ,extent that the total. 

amount paid or accrued, is commensurate with compensation paid under the contractor's 
established polic,y and conforms generall7 to compensation paid b7 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 at to allowability for contr~ct cost purposes Yhere amounts· 
~ppear excessive. Among .such conditions ~e the following& 
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Goverament Position · Current Proposal 

We feel that it is feasible to exclude certain types 
of advertising as being inappropriate for allocation 
against government contracts. This is partic,llarly true 
with respect to product and institutional advertising. 
We have made certain re~atively minor changes in this 
principle to accommodate Industry 1s suggestions. 

We propose that this principle be liberalized somewhat 
to include the cost of exhibits sponsored by the Govern-
ment as well as advertising for scarce materials or di~~ 
posing of scrap or surplus materials. • 

Latest Suggested Re~ision 

15-204.2 . Listipg of Costs, 

(a) A4yertising Cgsts. 

(1) Advertising costa include the cost of advertising media and corollary 
administrative costs. Advertising media include magazines, newspapers, radio and 
television programs, direct mail, trade papers, outdoor advertising, dealer cards 
and window displays, conventions, exhibits, free goods and samples, and sales 
·literature~ The following advertising costs are allowablel 

(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 
industey; 

(ii) help wanted advertising, as set forth in (gg) below, when con
sidered in conjunction with all other recruitment costs; 

(i_H) costs of participation in exhibits sponsored by the Goverilm<!nt 
for the purpose of developing military applications of products; and 

{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. 

GgyernmAnt Poeition 
Cvrrept Propgso1 

While no substantive issue with industry remains 
- ·-- -· fhe following is proposed as an addition to the 

August 21 draft o£ the compensation principlea~ 
on this principle, it is felt that certain addi
tional· language is desirable to recognize that, 

"in the administration of this principle, 1 t is \ 
recognized that not every compensation case need ' 

in the determination or reasonableness or total 
compensation, contracting officers, as a practical 
matter, can onl1 cope with the unreasonable or out 
o£ line situation. Since this is true, it is felt 
.that we should inject some navor of this approach 
into the cost principle ~o assist contracting offi
cers in an extremely difficult area or contract 
administration. 

be subjected in detail to the above tests. Such 
tests need be applied only to those cases in which \ 
a general review reveals amounts or types of com
pensation which·appear unreasonable or otherwise 
out of line." ~ 

3 
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Latest Sugges.ted Revision 

(t) Compensatigp for Persgpal Seryises. 

(1) ~. A.• Compensation for personal services includes all remuneration 
paid currently or accrued, in w~tever form and whether paid immediately or deferred, 
tor services rendered by employees to the contractor during the period of contract 
performance. It includes, but is not limited to, ealarfes, wages, directors' and 
executive committee members' fees, bonuses, incentive awards, employee stock options, 
employee· insurance, fringe benefits, and contributions to pension, annuity, stock
bonus and plans for incentiva compensation or management employees. Except as otherwise 
speciticall1 provided in this paragraph (r), such costs are allowable to the extent 
that the total compensation of individual employees is reasonable for the services 
rendered and are not in excess of those·costs which are allowable by the Internal 
Revenue Code ·and regulations thereunder. 

· . Q,. Compensation is reasonable to the extent that the ·total amount 
paid or accrued is cQmmensurate with compensation paid under the contractor's 
established polic,r and conforms generally to compensation paid by oth~r contractors 
ot the same size, in the same industry, or in the same geographic area, for similar 
services. In the a4mini§tration of this pringiple. it is regggniged tbat pot everr 
~omnAn~atign gase need by gpblegted 1p detoil tg the abgYQ test§. Such tests need 
£i'~pi1:a gply tp thgse gases 1p yhigb A gener§l reyieK reveals amount§ Qt types gf 
ggmponsatign yhigh appear uoreasgnable gr otheryi§e Out gf line. However, certain 
conditions give rise to the need for special consideration and possible limitation 
as to allowability for contract cost purposes where amounts appear excessive. Amoni 
such conditions are the followingl etc." 

I~ 
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7 • Research and OeveloFJDent •· 

Ipdustry Fosition 

Industry spokesmen argued. strenuously and per
suasively against our previous draft ot this 
principle. Basically, Industr,r contended that 
applied research should be grouped with basic 
research,·and not with development. 

l~_Sept 19$7- 8/21/58 Draft 

1$-204.2. 

(11) Research and Developn!nt Costs~ 
(!) Research ana development costs are divided intwo two major categories tor 

the purpose ot contract costing - (i) basic research, wo referred to as general 
_ research, tundamental research, pure research, and blue-sic)' re!!earch and (ii) applied 

research and. development, wo referred to aa product research arxl product line 
research. 

(2) Bade research is that type ot research which is directed toward increase 
ot knowledge in science. In such research, the primary aiJil ot the investigator u a 
t_uller knowledge or understanding ot the subject under stuq, rather than a practical. 
appUcation thereot. Costs ot i.rxlependent basic research (that which is not sponsored by 
a contract, grant, or other arrangement)· are all,.oWable, SU.bject. to (6) below and subject. 
wo ~o theil' being. allocated to all ot the work ot the contractor. · . 

(3) Applied research is that t;ype ot research which u direct.ed toward practical 
application ot science. DeveloDment ie the ""t.errl8.t.ic uae ot aci.ant.i.Ho \c:n.cN1...taa eli.-+...!. 
towaZ"CS t.be produot:S.on o~ or 1mproYe-"t.e 1n ueeru"l. ma"t.er1.&1e• 4.e~c""• .... ~~. o..-
prooesses.,--exgl.ua:1-nrot-des1glr,···zu.rmtacturing and product1.on engineering. Costs ot a · · 
c9ntractor1 s independent. ap~ed research and development (that \lhich is not sponsored by 
a contract, grant, or other arrangement) are allowable, subject to (6) below, under any 
production contract to the extent that auch applied research and development are related 
to the product lines tor vhich the Government has contract. .. and such costs are allocated 
as indirect costs to all production work ot the contractor on such contract product lines. 
Costs in independent applied research and development are unallowable under research and 
development contracts •. · However, in case. where a contractor's normal course ot business 
does not involve production work, the costs ot independent applied research and 
development work (that which is not sponsored b;r contract, grant or other arrangement) 
are allowable, subject to (6) below, to the extent that such work is related and allocated 
aa an indirect cost to the tield ot ettort. ot the· Government applied re:o~earch and 
development contracts. · · 

(4) Independent research and developments shall absorb their appropriate ~hare 
ot the indirect costs ot the department where ·the work is performed. 
. ($) Research and development costs (including amounts capitalized) 1 regardless 
ot their nature 1 which were incurred in accoWlt.ing periods prior to the. award ot a 
particular contract, are unallowble. . . 

· (6) In addition to the detinition ot reuonablenesa provided in ASPR 1$-201.), 
the reaaonableneas ot expendituJ'es tar independent research and development should be 
det.ermined in light ot the pattem: ot the cost ot past programs {particularly those 
existing prior to the placing ot Government contracts), with due consideration to changes 
in science and technology. Such experxiitures must be scrutinized with great care in . 
connection vi th contractors ldlose work is predominantly or substant1ally. With the Govern
ment. Where such expenditures are not subject· to the re~tri.ints ot comznercial product 
pricing, there Jlll8t be ~surance that these expenditures are made pursuant to a pl&Med 
research progr&lll \lhich is reasonable in scope and is well managed. The costs should not 
exceed those which would be incurred bf an ordinarily prudent pen~on i:l the coilduct ot a 

·competitive business• (See ASPR l$-204.l(b).) . . 
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aoverpment Position 

Ve .have c~ged our basic position on this prin-
. .ciple and our redraft incorporates the industry 
suggestion that applied research be grouped with 
basic research. lla have added the concept, how
ever that in some cases it is desirable that the 
Gove;nment bear less thail an allocable share o£ 
the total cost of a contractor 1 s research program.· 

Cwrent Prow sal 
The revised research and development cost principle 
has been officially approved b7 all parties at inter
est, with one exception. As redrafted, we expect this 
principle to be acceptable to Industry. 

Latest Suggested Revision. 

COST FRINC!PLE FQR RE§EARCH AND pzyELOMNl' 

1. Basic research, for the purpose of this regulation, is that t:ype of research which 
is directed toward increase of knowledge in science. In such research, the primar.7 aim 
of the investigator is a fuller kno~ledge or underst~ding of the subject.under study, 
rather than aD7 practical application thereof. Applied research, for the purpose of this 
regulation, consists of that tY})e of aff'ort which (1} normall,y follows basic research, . 
but may not be severable from the related basic research, (2) represents effort~ to , 
.determine and exp3lld ~he potentialities of new scientific discoveries or illlprovements in 
.technology, materials, processes, methods, devices, and techniques, and (J) represents 
efforts to "advaJSca the state of. the art." Applied research does not include any such 
offorts when their. principal aim is the design, development, or test of specific articles 
or services to be offered for sale, which are within the definition of the tam develop-
ment as hereinafter provided. • 
2. Develo:pnent is the s;rstematic use of scientific knovledge which 1a directed toward the 
production of, or illlprovements in, usef.'ul products to meet specific performance require-

·- - .. ~- ... Q'6tll" ..... a..a.--.-'--.- ~~ __., ___ ..._ __ .. :....-__._,_ ... ....__ -..._.a.--.a.- ...... - ...... 
'· ). A oontractor•a independent. research ~ development 1a that research and c2eve~op:Mnt · 
. vhioh .. h not sponsored b7 a contract, gran~, or other arrangesAent. 

1 4. A contractor's costs of independent research as defined in (1) and (J) above shall 
be allowable as indirect costs (subject to paragraph {8) belov), provided they are allocated 
to all work of the contractor. 
5. Cost of. contractor 1 s independent development, as defined in paragraphs (2) and (J) 
above (subject to paragraph (8) belov), are allovable to the extent that such development 
is related to the product lines· tor which the government has contracts, provided the costs 
are reasonable in amount and are allocated as indirect costa to all work ot the contractor 
on such contract product lines. In cases vhere a contractor's normal course ot business 
does not involve production work, t~e cost ~t independ~nt development is allowable to the 
extent that such developnent is related and~allocated as an indirect cost to the field 
of effort of govetnment research and development contracts. 
6. Independent research and develo}lSient c~ts shall include an amount tor the absorption 
of their appropriate share of indireCt arid:)dministrative costs, unless the. contractor, 
in accordance vith its accounting practice; consistentl7 applied, treats such costs other
vise. 
7. Research and development costa (including amounts capitalized), regardless of their 
nature, which were incurred in accounting periods prior to the award of a particular 
contract • are unallovable. · 
8, The reasonableness of expenditures for independent research and development should be 
determined in light of all pertinent considerations such aa previous contractor research 
aDd developD&nt activit7, coat of past programs and changes in science and technology. 
Such expenditures should be pursuant to a broad planned program, which is reasonable in 
scope and well liWlaged. Such expend! tures ( awpecial.l,y for developaent) should be 
sorutinized with great care in connection with contractors whose work is predominantly or 
substantial.l,y vith the government. Advance agreements as described in .ASPR 15-204.l(b), 
are parUcularl7 impo~tant in this situation• ln recognition that cost sharing of the. 
contractor's independent research and development program m87 provide motivation for more 
efficient accomplishment of such program, it is·desirable in some cases that the government 
bear less than an allocable share of the total cost .of the program. Under these circum- . 
stances, the following are among the approaches which m47 be used as the basis for agree- . 
ment: (i) review of the contractor's proposed research and development program and agree
ment to accept the allocable costs of specific research projects; (ii) agreement on a · 
maximum dollar limitation of costs, an allocable portion of which will be accepted b7 the 
Government; and (iii) agreement to accept the allocable share of a percentage of the · 
contractor's planned research and development progr~. 
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COMPREJfmstn CONTRACT COOT.. PR mcrPLES 

Status and· G~eral 

New ProposAls 

Artq Posi tiona 

c 1 Title 

c ~ Advance Understandings 

c) Direct Costing. 

04 Advertising 

c s Contributions 

06 Interest 

0 7 Plant Reeonvereion , 

a B Rentals 

c 9 Compensation 

c 10 Appllcabillt:r 

Allowability-

. · D 1 Generan.,. Allowable Costa 

D 2 · Unallowable Costa 

D ) P~all7 T1nallovabla Costa 

D I&· .. ·: .. ·~~ Requiring Special Tests 
· .... ·. ·. 

\ m-:~: Ccmtilwema1 Issues with Indus~ 
• • •••••••• •• '1.:,•1:; • - • ••. • • 

P ... :: · · Ccmptroll er Oene_ral tetter 

.. G CongresSMan Hebert Letter - 9 February 1959 

B· · Current ASPR 

l Dratt ot 21 August 1958 
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!he roJ.l.ow1Ds nrct...,.tiaDa srov out ot the 111clustr:J-~t meeting 

eaacera1Da Ccm'Uut eon PI'1Dc1plee belA 15 OCtober l958 ~ 

~.rn: lbe satuatr.r ..,._.. 11pW1110re eptut the aubataDtive 
. . ·s.ou of the PJ0»>88l ~ ep1net the ft\'18e4 ...,UcabU1t)'. 

~·:'·, .. llr. ft18aD ... b]itJbel the~ for eofte 11l1;be ~t 
pao-. 1fh1e!a an -.bo&te4 iR the ..,Ucab'' 'V·· It s.a nc-· «"&14 
tillat 110 .... thew1D •. t~t.Jrm. -

6U.-COSI(~, ,. ~ u tb1a OtJcWJCBp\ sa to~' tt ...-to. us 
\&&t ~ ti4 aft. enabU8h the MOIII1't7 Of eerta1n C08ta to . 
.,_, a •L '-1•••··atert&'.-t tor.,.,..,.. It 1a ree ..,..,_, 
t.bat tile &L COft CGDCept DOt M ~ 

BASOKABIZJIISS AID ALUX:ABILr.ri & Ve tiD DOt feel that 1D4us't17 1B8 
JV~N&Sive oa Gir conteiitiODa here. We ncc••«ld JJO. cba.Dge 1n 

· ~ vitb napect thereto. 

AIJVAEE ~~ 81Dee there can be DO better conclusion of 
r.aaaablceas and el, ocabillt)' tba.n that vhich 1a apec1f1cal.ly 
aegot!a.te4, ve · zws • 1114 cor.rtiDuatiDA ot the a4vaDce un4erstancJ1 ng 
CODCegt. Vhetber· ~e 1t- cuaemted tberemder are correct ought 
t.o NCeive further ooma14aratioll. Jduatry mrq bave ecmetb.ing 1lhen 
it 1101nte out t.be C.enee ot a au1table aeebaniam tor a •1Dgl.e, or 
even three, (A,ll, & AF) aegot1at1on-. ID this, however, the etue 
CODtractin& ort1cer CODCept 18 lm>ught 1D 1aae and a euite.bl.e 80lu
Uon vbich v1l.l BOt eerJ.ouaJ.y attect this very important present 
theory • 

.A!JVER'l'ISI.': Ve tbousht that 1ll4ustry put up a sood ease for the 
al.l.owabfiity of a4ftrt181Ds for the purpose ot eeeur1ng subcontracting 
eourees and eeuee mater1al.s. Dley put up_a na.acmably sood ease tor 
inatitutioDel 84vert1a1Dg as vell. We recOUDt!Dd that the .fomer be 
al.lowecl aD4 tbat ~U1ty ot the latter, v1th ~priate l.imita
UoDs 1 'be recoDaiaued. 

CCID'Zl'ISATIONz Jdast17 ftM14 the eubatance of this pr.tnc1ple IIOUild. 
tiii8, CCJDBeC1UCtly1 11 DO current ~bl.c. 

BSBARm AID IIM:LOJIMB!IT: llr. llol.lulq po'Yitecl the .Oat aJ.aid.ticant 
CICiiiGiW vhich -. to Use ettect that vhlle 1t -.a 41.t:t1cult to 
~ .-.ml .. Q.P1.1e4 nseuch# it .. 11kel.y that 1D4uatry 
~ 414 ---.z-ch ~tor 1lb1ch they coul4 aee· be'letit. · 
Be -tel t.iat w ·to.__, V1th the 41tt1C\ll.t area ~-fPPl.!ed 
~ 8114 nate tbe prlnc1ple OD1y Sa tema ot "research aDd 
"~". We nc: 8ll4 t.bat th1e priraclple be cbo4:1ed 1D a 
pm.poaal 8114 that aaot.her 301Dt aaetiDS be he14 between ASD( S&L) I . 
Nm(CCICP), ASIJ(IU), DJ.r. O.a1ltec11Us8Uea1 D!r. A4vance4 Besea.rch 
P.roJect. Ascey, t.he Depe.rtlaental Materiel aD4 Reaie.rch 8ecretaries 
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· pruent ASPR XV, lD aM1t:1o:., tbr ia.nguap 111 -~ pae .. 111 Ual ' ;,t _ ;: · -'J 

-::~t~r~:~r1~;~;:t~fi~~!~~~~~~s: .•• ~_ .. }r::~~ 
4r&tt v1ll 1lluetrate t.be ta.ctr that the o.ev colt prtneipat 4.o DOt · -_· . · .:/;:~ 
libtnJ.iz.e, except t.o a_veey ai~r 4~p-ee 1 a:rr ot the proviaicc.--cil·:. '. .. <··Y~ 
the preeeAt ASffi xv •. PolloY1na ~· ·l1atf.De Y1U be cotbu ahov1AI , · ::. .;;.:;::~"! 
'the ~"' lW t.at1ont (u e~traated Y1th ·l~ber&ll&&t10!11) .,mpote4 'b7 the :·.:.:i.:··:.:<\:~;,·~ 
~~~e<l rev1a1on ot ASill tv· Vhieh do. not Uiat at pre~zrt.·.:. · :\· · .. ,.: · ·:;.):~ 

. " ....... ~ ; ·' . .-.. . 

I.· .-c~~tr~ll~tle ... ·und~r···p~a~:jt A.Si'R 15·20·5 an -~ in q~t.1~;·: '·::--· 
~ th!l ciitferences, _it any 1 a.utborl r.ed by ~ May l2 4ratt are · · · 
noted tolloviD& e&eh q..;~t&t1on 1D t.be follov1Jli ~le: .. , . · . , ·. · : :~ 

: - . . ~ . •, . ~. . ~-~ .. : ., ' . . . . .~· .. . . . . . . . .. . , .. : . ;' .· . -

''(e.) a.!v..:-rt.i sins·, exe~pt 'help vanted' a4vert1a1DB 1 and -.1vert.1a1~ ·;. 
1n tride &::td uc.h:lic&l J~& ( .ee AS.~ l5-20J. (a) &D4 ... · ·. · ... 
(r)}". The t1:r1t of t.b(ae tv~ reterenced ~roviaiana lia1t.a._·_,_·_· _. 
a.llova.ble ~vert.1aiiJg in trade &Dd techrUcal JO~I ~ t.hat .· ..... · 

· vhic:h · ''4oe.a DOt otter ape.e1t1e pro4ueta tar aal.e lNt. ta .: >. . '· 

-;!A~~ tor ~ pun:·-~se o{ otteriJl£ t1nanc1al ~pport to jo.lrMl,a .,. 
vhicb are v&.luable for the diaaeah:aat..\,cm ot teeh'D.1cal information· · _ 
vi thin t.he c on1.rae tor' 1 ia1u •VJ• • . ·• -. · •, . · , . ; _ . · ~. , ';~~ 

~ nev cort principle• vould ~c:itica.Uy ~ allorn.ble only tvo .. ·-- .--:~> 
ad.d1 t1a.l&l types of advttrt1ai..ng, &.'l.i both ot tbt-.e have pner&J..l.7 _. - /-·--~ 
be-en eor.sidcre~ a.lloVs.ble u.Mer p~Eent ASPR XV despite 1 t.a . . ·'- '._;· · :,' 

~~:.· The Wo -.M~ =~· o_t ~lowable lld~rt1a1, az:e-~-- -~·<' :;,~ 
~-~.- . . ,_. ·- .. --...... ~--~ >- .' . . . ""· . ·. . .' ". . . .. · -...;:r -_ .. ·~. ·\-ff 

(1) ,;C~1tt -of part1c1pat1on ·1n. exh1~1tt·:,-.;·:_~ ... · · ·, ... ~;· :.-·?~¥:?~~ 

·- · __ -· •" (!)upon ~~-it..&tion ~~ ~e~\, .ol:f.~i{;lij;~l; •· ·~·~ 
• . . {,;) vhich exh!bi tl are .tor the pull)OM of.·· z~·~:'·.<-~-~;~-- -.. ,· .·. ·-~~' 

, .. ,: . --- .. -~·=:!!:r~c~~V,~=!!:~ ::;:~~.H?f~:~._: ;;~ ·. \,~J 
. . . . eoata .are not. allCN&ble Wlder w.. -'··-.. :.<.;;,;.:~~,,,:;~··r;-{ .. c:·· ·. . c·--;· ., ·'.: .. :~~~ ':' <~~'~ .-:!~ . i . . h (B) tbl. exb.1b ott 1ft-·~·:.·-,., .. ·-·· .. · : . --~ 

-· · _· :"' ·lf&, :;~ ~-.> ·- -.- ~~;!,,,;,~i·~-~c.-.~ tor ~:~~!.i~~~s~~t~:~~~~i~!····f.:~;lf;F"?~ 
- -·· ·- .-:·. (2). ~Mvertiaia& tor_·t.be··~elUa1ve· plrpon at: obteta1Jii ·. 

· -...... , __ ::.·. · . ace..,.., -.ter1.J,le ,- · plaz:rt., _or equ1pmeDt 1 Or· 41ipot1DI ':·::--~"- .- _ 
• _ -. '7' · :. : ---.... ·' ,· ot acrsp or eurplua ·JDateriw 1 in coJ:meet1ciD v1tla :: · . ---. ~ .. :~·~·t:: ... : . _.· 
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t!"'€~:;ently ~~n expreaae4 ·aa tbe Gove~nt•a intent to dil&llav, ·-: · :_,;-
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·:!:~:!~(o~~~6~~:.1e~.,~p=~~ J<71U"llal.~>· . . ---.-~-~·--:~~: __ .~ 
li:;V!V~r 1 &.1vert1 6l :lg Of th11 t~e is allowable lfben . ,:· :;_:~~ 
directe! t"JVS.-."'0 the dt-~lopment or·aource•_of .UP.Pl1·" -·~.-:'-~-

·•(b) ~:-·~tj zat1on c~r ~ep~'·1at.ion ot (1). ~a.li&e4 apprec1at10Zl · 
o! ''a.luee L! u&et•, or (11) assets tu.l.l)' ~rti&ed or 
depreciat-ed or. t.be c~t.ra.ct.or'a boob ot aec~-~:. · ·. 

. ·· ... ; . ......... · .. 
. .·';:·· · ..... 

Al tb?ugh tb! ~IJ~e 11 nc.t 1dent1ealj 1Jle wbrt&:lee ot the new 
C06t ; r!Dctpl@l i I the- sa.zle U that CfJOted &ben 1 .AD! both 18tl . 

of prlnc:pl~E make pz:ov1a1on tor a ueo or re!lt.&l. cha.rit llben fUl..l1' 
deprt-c1ated u&ete. are ·.iae4 1x. .perto~ GoVe%"'D11ent CO!l'treetl. -
In t.h1s latter ~o~etion, the proposed r.ev ~l'R XV hu l.iJI1tatiODa 

LOt t~--,W tL .tbe ~~~-~~.co~-~- -~~1J)c1p~~-~: .. ·\--:· ~~<·\ .. · · · ··:o·._· 

"(c) ·baJ d@bt~t {t~ludi.n@ Upen~. ot colleeti~n) ~ reeema 

•·. . . . :: ·::~:;;:~~ ge~r~ be8~ 1DtQ1)rete::?:·:s~~~~i-[}:~);; . , . ··. 
una.llova.ble the _bad debt• &r11i.Jlg out ot ·relationehip• ou-r· tbi.D :.~---: ·-.:~ __ ·:.-
-~s,e vit.h-cus~r•·: .Xbt ~ 1~41e . .eeu \o be .t~ ~-:: .. .- · · 

-\~;::-.--~- tit --the &~tiia.l pr&ct1~, .wt t.be inMrt1=- ot -•ci.tst.omera,."beton":. · ..... - _ . _:· , 
O-·-··-- · . .,aceou.nte"· ·and ·the 011Lias1oif ot "eueto.en' " betwen "ot.bar"~:_<·,-~~:--. - · --_ ·· _- <·~-

.- --...... aA!-,~~cleJ-~~n··-l.l{~ ... e~ line . ..:It ney wall nwlt 1D oon;8 ;>J ·- ·' ·_- .- ·.!l 
-~ , .. ~;:._~-- _ >· _ ~1tll~~ · ~,:e; ,~-lot!'· W1c·~Uec_t1ble .. tralt~~r~>lorei_ a~ .ubOcm-tre.e~~~:. __ .-'~.-·- · .. :;; 

~:Y~- In P&ragt-anh··j ' ,;;.,;:.-.• ;~t' . t--ti01l bAa'bee prea eebeci -~.\,.:·~J'-~~::~\;~.:4· 
~~.L~ ___ y- .t::-':.;.;~-.~r .• ~r . ~~"~~-~~-~::].~, tiL,.,.i···t.,~'"""i-:.:; 



. . ·:···· . ·. . ..... _. ;.~ 

uc.~pt ·.t.~t \Jl~~, ~~aai· pre.cUc~s ~~~~-~r t,be'· preaet1t ASPft ~·· >,. ~- ... ~_:: 
........ ! ,· 

L~ N.cog;.: ~ed in \.be oev ~r&.tt b)' ma.kit~.~ lfwcb coet1. a.llow.ble 
· "vt.e~. pa1 j to b~ .tide employe 1 or b:>na tid• e!"t.a.bli ~ c~re1 ai · ·: :. 

. . . or Eel:.1tA6 a.ge:lc!es 114!.~t&i:oed by .t.be contra::;t.or tor the P\lrP"?M 

_. ~:- ~- -: .. ·~~:~:: : ~ ~- .:o.r -.. ~-~.c-.Lri~.-.··:~~-~1~<_ .. fJ:~r~·/:F})· · · -- - .. 

·· .. ··:·-. 
·"(e) · cor.ti~f!r.c/ ~-5em~-~~~~ .. 

: . . ... 

·~ ·n~v- co~t·. pf·~'n.:i:pie~~~--'ititter trom tbe. p~·Hat··-.ooel ·arii 111 tl;e. tac.t< .... · ·~ 
that 1t.ia 1nteoo~ t.bat iM1 be ua~ 1.D aituat1ons (t.ermiD&t1c .. na .. -·:··_··:. 
\l.Dder tix&C price eODtre.:t•, to~ pricing· ot tix&i pr1..ce c~tra.cta,. ··· . 
etc ... ) iL_ ~w.lch· pre&e:.t AS:'"'R XV ~:>e1 nat ~· However, there: 11 no 
real bro&:le.tl1ng of the e..llovanee ot. contibg~OCJ. coata. ··.:·· · .. ~< . 

. . ·~ : .. . .. -~:·. :< ;' ·~--~~#~; •• .::.. • ., ...... 

.. (f) contr!tr~t101'll·. eM donatio~•":. .., .:, ... :··.".-
. .--

Tbere !e ;-.': -.::ha..:l€e ·at all 1r. the nev AS.l'R. xV, alt.b6J.(th ao:zae o! the 
t&rlier dra.fts· d.id ~ &~ sueh costs allo·.rabla •. 

"( ) .... J 4 .I: .. . t • g ~-v~~e~~ p~~ •· 

Al t.hY.lgb r!ot. f?~etfl ca.l..l.y me:Jt1 ~! .in t.he ~v dra.tt, tbere 1e DO .... 
q:J~ft-1.0:.1 ':;;.it. t.hat tu.ch p:. ~:lt£. ·are still una.ll~le·, it only be:aus€:' · 
tlfly ~ L)t co:u!d~~! a.s "costa" u.D:i~ genera.l..ly a.ccept•l 
e.'=count~ pr1nc1pleE a..od pre.ctieea •. 

''( h} ~nt.ert.&inment "-, · 

... 
S~Jct. cost~ ~ e'U 1.1 u.nall~a~le Ullder. the ~v eoet prir.ei:Pl..ea. 

. . _;·:'111 

.. ··-~:. 

. . . ·. ~ 

""I 

.. ( J) ie~r.U re~a.rc!a, unleat •~c1t1eally provided tor el&elt:iere in 
~ contra.: t." 

... ·. 

U~r t.W' qu:>t-ed laog:.A&£e &rd tb6t 1n pre~nt ASPR l5-;~ c&> I. 1 t hse 
bee~ cuf' ~· tor ~at CQ;)tncwre to provide ·s.Z. ·their eaatract1 tor 
alJ ~~ ot sen~r&l reeeuch and develaj')ment co•t.a._. :....... .· 
!'. ·. . . •.···. :. ·-·,. _ _.:_ -:'.: .. :- .;; \; ... _>;· .. :.~·~.::·:_.·::~:,:-: .•. :'·:_ :··:.·: ___ ·:>.· __ ·,,_· .. · 

1:.· 

... 
; 
,, 

<~:I 
: ~<:·~~ 

.... , . 
. . ~ ·-.\~ 

. ~, 

~ May. l~ drL~ ma.te1 b&6!.c neea.rch · &M 4evel~t coate ..Uoval:>l.e 
S">.t~Ject t.:;J c:-eTtt..iL 11:.: t.ati ona ~Ait tou:d _in JD:,at cue• ~re •pecial 
eont.re.et c=:_,ver6€e · ii ·obta.ined und~r t.be. preaent ASPR. · J'u.rt.laer, ·the 
Lnr ASi~ l~.Hlt~e · •uue ltf ·the de.s!.ra~1l1 ty· ot' spec1 al mention 1c t..he. _ 
contra.~te tor th1 e 1 tem ot eo~t ( tl.s.la pa.ralie~ the preaent req..tire-. ~··. 
&.~ ~ t ) a:d c e rt&.1 n o t!le r pro-:e4U&l 1 tep • ~/ ar l.1a1 ta t1 ona DOt · . · .~ " - · 
eo:J.ta.i ~.i ·in m4·J.:Y p&~nt. coct.racta. ~ · ... : ::_ .. · ,., .. .· : __ :·;::. ·.:'~ · .. -' · 

.-f ••• 

. . ·- .· -~; ..... ~: -~·-· -:·~ ·-~.. :-~-- ~-_·.;· ... .. · ... . .· . ·' ::• ·'· , .. . .. ..: 

It 1a. believe,~ t.hat, tor &a:l¥ ot the Go\"enaen~'a ajor .u,ppllara1 · -~··_ · '. -. 

t.hl: ~e• draft v-J..u.d eurte.11 1 rather t.ban b~u., t.be &ll.~e• 7. ·.i~·-. .-. · 
!or b~£!c n:seueh ~ 4evel~t. It 11 also cml.7 t&ir to atate ··:;.. 
t!lat the 1~~~ ot 1.be Ma¥ l~ 4r&tt nprese&ltl •. creat ~~·~- ... 
Clver that in •~me ot the earlier dra..~a, Wbieh vould bave requin4 .: .:.-:_t··-:.i/.-:.;;; 

u::uus~i-c··=-=::.:~~~=::~!:~~~ .. lL~L-·:-~~1:~ .. _1.·~ ·:. J~ 



~i~~~~~:~ ~:~.~~~~ 
\ ··> .. . .. : ... · · · "(t) interest em ~oiTov1ns• (hoYeV.Z. repreeated), boA! 41aeo\mt ~ << 

'~J::. : .. :::::·:= =~:::::::~~~:-~~:~the~~~~=~:~·:. '~~ 
ad~ t1on, wa14 .mate UW.).l.OVA,bla &11 otber ·tntereat coete exc-ept ·t.boie~~ 

.i~S~~~~-·';i>·· ·_ ·. · ::e;~brD ·:=h~~~i~ ~~~=~:r:a~nt!s!~~a!\":: 
.,~.:· .:·. · _,. ot •on borroviXl&a" &ttet "bur.•t• t.n ~ t1r1't 11:. ot nev ~r.ue.ph}~ 

~~~~:-;xij:·:\~:-·;,---~---.. -.··· , -, ~;i~¥~-::~:e~~E:~1-:::E:~·~f 
· · ~:~~:;::~:c·:·:,~<:, ' · · ,, . Govern.."Te~t '1 Urt.erel\a are ~7 protectea agdra~t unreuon&bie or. , , 

i~E::/.~ :.. ;o:l...alloce.ble 11iterest cb.e.rse• b7 ·the seneral tetta ot aUovabtu tr 
Certainly, tbt 1....-.t..1\s~ ot t.be D-eY 4ntt la 4et1e1e1lt b 't.b&t voul4 

. ll'.&ke Wl6.llova~• (eoDt.rart ·w OUJ" \lnder.tcldi~ ct tbe Gonrmaent ••. 
intent)' 1Lt-erest. related· to prineipal rJ:.S vhicJl. ere tbt..uelYea ·&llowa 
(e.,. J.Dureet or. ~nta or arb!t.r&t!o» .. avarda 1a favor ot e:zrr-loyea_!:. 
or 5"olppliue) •, . . . . :,_ . ~:·~"-·: •;_ · •;. : :; .:: >< C- :· . · . . . ;ci 
"(l) h.ge.l, aee6unttng .&n! eo~sulting etrvicea and rela.ted ~naea ··,.,~:,:~· 
i~cu.rre~ in coll.ll{;ctio~ Vith orge:Uzation or l'f!:Orga.ni&at1on, pro&e(!~t1 .· 
ot pateDt iitriDt~~~t litigation, 4efe..ae ot anti-tr\lat _.J.itt, &D4 _::~ 
the pros~eut ion ot cl&!u 81Unlt t.be UA1 ted State••. · · 

/~ n@v dra.t\ ~· c®ti.ll'.le ~· tree~ &u ot weh co;rts u ~le' 
"l-t... \ but v~·olld &lao make UD&llo~le ~ cOfite ot 4efend1nc. patat _ ,_, 

.. .... ~ ird'ri~~mer.t l1t1s&t1on unless ot.bervie~ ~ee1fl.e&ll7 prov1do4 &.a ,. __ ::/?.. 
\. the cont.ract. · It 11 ~l1eve4 that t.be J;resent ASPR XV 1• wo '·,~ 

r/ {tJ 0 I rt stricti ve. &ad certain.l.J t~re ~e-~ to be DO p~ r bt-11!1 tar t'i .. , 
) · / { \• llm.!t1ng lt w..ldn& untl.l~le U.e 4d'enae of patent 1D.f.r1D&e•nt c f. I' ~i · lio coctra.ctor c&.n pre~ent claw beir.g· ~e &G~f!t bim, 'DO •tter . 

... A · b~v ce.pr1e1o-~a t.bose eW.ms ~be, aor can be predict the l1k~1Uoo4 
· ,1 tJ' , I}' ;. Ot .. ~ch d&illl.S W1na a.ie V1 th .. 4t1c1ent eert.a111t;y ~ van&llt tpee1al 

· ~-. ~L~_ ..... l t~. ".~r.·~~~·.·,·'.· _,\.1'·.::, contraet coverage~ In aome cuea, it 11q be eaaant1al ~ a { ~ ~ .f _ cot: tractor detui a&&i.nst pattllt .1ntri~Qent cl•' •• 1D order to ·. . 
·, cor.tinu@ perto.I"ma.:lc-e ot Govermaeut eontraete &:14/or to avoid t.M · -·: 

l
.u ~~ ' pay~nt ot royaltiea. In 1a.n1 eve:lt1 the coeta ot patent i.utr1Dteme:rt 

,.. · .. ., \ ~eteru~es abou.l4 eo:1t1nae to t:e &llovable cotta, an1 W.1 c~ 'be .... · 
. l" _ . \ cured 111 the DeV 4r&tt by t.be 1naert1on ot "proaecutio: of" before - :~:~~·. 

· ~ Q' y-... \.:_~ete!lt ¥U"~:r.&~Dt" ~-~.~ ~ lut ll~~a ~ JJ~S~)l(o). . . 

. .. ::·.::-

"(•) loaeea ~ aalea or excb·~· _of capital uana, ._1Dclu41DC 

1cve rta~ent.a. :: x·.~· i:'•r:_·~·· .. "' ·.<.· ji ;t\:~-;-~~;(t. :\ ;;;.:~r!:: ))·t~ .. -#G~ .. n:.-~ .··.:· .... · __ .... 
Such cotta an atJ.l.l. \m8l.1owabl.a 1a t.bi ., 4raft...·,~- .. ;7.::::t-~::·:,;.! .~·,.. -

·c ~> lo•n• ~-·~ -~~~ •. ::¥~~~,,-0fr:f::[~ .. ~,:··;;J~!*r{::./y ; .. > .•.... ·. :; 

Tbe l.&:lS".J&£e ot the new 4ratt . .._ to .be· bta!e4 tc) cODtiaue tM :>>:·~~
preaent cUsallovamcea, but lui _be ~nt~ t,Q M e:vo broa!v .... ·:~'.:)i 
in that the parenthetical phraee f1A1 w ·.o~ 'to Mob' v.r;eJ.lovable ··t 

· ce.J"'t.aic research cosu Vh.!eh bave 'bOen allovo4 in tbft pan oe t.M_ .': ·'.:::'"~~ 
'bG-51& ·that they repreae:ited t.be coats of ft8earcl6 p~ broader· ... ·:·:~-

' ~ ' 1n ~ope thu that tuDied '-1 ~. GQ"iermzBDt \IM.er ~ retea:U .... _coatraet ·~t 

L~.-~~-~;.:~_~:~_~,J.::~--.=:£::.:.~~J;~::·~~-i~~~;~~;r:£.t:;+.·;~:.:: .. :~;_ 



.<-- .. -:· -.. -: _(p) _premiums tor.~oe oa tb.8 U~a:.ot'_.~l otft~~_::-:;::~,'::;.:~::-~~>· .. -
... -~··:: ··: .·= • prop#e~··:o~: ~·- p_eTaa;~---vbUe -~----~~-.la··•>4>~~~P~~~r>\~.·>!;:i~;::::~-

. _.. :}: -~ "'.:..,..a.nei•....v- ~4 -ct1 " ~ • -A .. _ _._,_. } --.~>;: -~; .. ::;; · ,-~,:: ':~--~"-~'·:~- ''f' ;,:>:. · ~~~-}~:· ... ,: '"~.;:·.~i .. ,~. · ·,:,'!:'": _.,. · 
·-.}' ·~..- .,_,..,, .~ ~ ~ ~~\j.~i_:~•..:.f;\ •. ~t'~':A1:, •il""',. ~t.··~ ..t_ .... ~./r:~ .... t .. :";~--·./:~ .... ~r~,~ .... ~-..,S?f .. ,~=·:f - ~ .. .r- .. 

·:,· .:·._" . ~.-:~·::.:- -;: ~ ··:~:::<:.-, ~ -,-~. ~:~::: -~-:-=· :_ '; -~.: -<·:: ::·_; '·. ·:;-::·:~: .,~~·'-~:-.f.;;::.l~~~~~~:t~r~.. ., -.. :-:~~;;;.~~ ·;(;~:9"-~::~~~~hx:t,~)~,~~::~;\.::-~:-}. ·:t·."". 
·'"'··---------·--~ __ .. / <·-· The pra9c;ft4''·aw···~oet -~tpl.a·voUu- •·-~•·:w·-~•"·tiv.l ~-..--;:_ . 

··,. :: :!!c:!•J::•Z:r!:le::ttt~:j:~=-~=~~·:·;·~:~/ 
_._· ... · (4-: thla pro\~11on-1e DOt· •nt1.-n~ c:tea:r~··.bUt, 1t 1- ·utel¥. tkt ·1t ":".-~·::_::?t>~···~> 

·.·•.n~t~~ebe~~~~.: ··~t:ZJ~t=~~l~~~.;~·>· · 
· ... ind1v1du8J...·ia ·t.be. benetieiart ·and. the ~t-·ia·tbuetow.''_llka_:·i~::;;;~_::d:,~~~-

·.· ••· ·.~ ..• o~~ ·~~. ~~·~.· be~~·: ~,·?c :;~t,;y.:·ti>~, ,:}~.');;:rg L·;;:::.i~·]",~<: .... 
~-r.-r:- : . . ·· "(q}ee+llng aDd cUat.ribu~ion .. aCtirttiea DOt riJ.ated -~·til&: Cantrac't~{/:·~>"·.:'.·::· 

. . ., .. '.. ' ' 'p~~ h • n :' ...•.•. . . j . .· ,, ,. ':",~;;:;~~~WJt~·t,.:.0:i:·;; y''\' / ; '< ·~: ·/,{\ • • : .. • :.,,··, .·: .. 

-·: . :; . · .... The above· _qupted provi &ion .bas ·seneral..l7 ~ &!mildatere4 111 ·a ~~- '. ·· · 
.. - ':_. ·.-~ ;····. llhlch penrdti. the a.llovanee· .ot ·nwna· &at 41atnbUt1on ·~oat• if· they_:. .· 

·::: reason&bl~ ... in amou.zlt 'and are .allocated 1n .m_eqttitable. -er.' ·!'be.·., 1
-:-:<-'> 

· ·. DeV d.ratt, While usi.Jlg man¥ B.lre ~nls,_ .eems. to leave ·the treat2Jerlt· .. ·~··( .... 
. :·~-.' _ot~ coati 14e.ntical_vith' their. baD\11Qs _UDder Preeat ~ xv. <:<·~,~-~:-: < .. _·._.-·-. <·-·.'·; .·. ·, . .... ·: _·.·· .. ·. _··:: :.··._·:: _:._.~·>·::·_ .. _·:.-<:,..:;' .. ''\:i.:,. __ .. ·., . :<'··.<·;:.·:· .. _,.:.·:.:::::-.-.)._';;_: .. ~::(·;~.'1<;::/~-'~;' ~.· 

'. . "(r) texe• aDd .Il8;el ~ c~etion V1th•t1J:t&DCU,, .fttiuimebs,·~. ·->/~-
_or· refunding •perauona, ·-1nclw11Jl8 ~- l1.UJ11. of aeC\U"iUe•· OD_- ·:' ·:.. ·.,-..,'.,.··. · . 

. . " , ~·: ~ ·· . · . . , . , . ;: :) ~: , · ·: ·: ~,;;;;,:e:i,r~.;· . . . , ; ,.\>~. <.;.~:< :;.~~h . 
~-· .. - · thin \)'pel ot ·ootta are ·atJ.ll ~-~_.:tla _, 12 c1nft~F ~-,:~:··.·-;:, . 

.• ·; .: . ,•.···· .. •··•··•· . , .. ::;·/·~. ~JT .... ·;.;;~·:f:' . ·. . .. · •. . .· ... ··.· :::~;:;,;:~~:~:·};~{~~·:}.;/·t~::·~~.'{,i:;;f_< ;c·.··. ..·.·~"}!·l~;i~::: . 
. . . . , ·.From the ·tore go~ analyeia i. 1t · ·aboula be eY14ent \bat tbe ·Mq 12· ··:. <~'-: ::. '-:~· 

. - ' - . ' '. . c!ratt 4oe 8 ilot l&&ke _. a.Uovable .. &tO' ct the ot.)e:t··· \ma.UOvule ·. Un4er' 'pre &eXit' 
'. ,. ASPR. XV· with. the. pc)es1ble esceptJ.cni' ·ot· tbft. ·:YerT id.DOr ·obanp ··u. · .. --~: ,. ·:{·.:~ > . 

. advert.1~.- 'l'boee cue• 1i1 V;b.lcbllD prQpOiecl·uv ASPR aeotioa . :·. :.:,_:·; 
.. ·_· atpec.1t1~ broa4ens the .un~lJ'ovabW\1_ ot t.he.·_c1ted -~• ot ~o~e·_ · .: 

. ·-"<. · :. have 'beg_ ~oted 1». theM ·:Commenia _-···v :Of p~CuJ,.ar-.: ~ni :·.la .;the t~t··<~:~~-

·::··(~:. --··:>)::·. :.: .: · a..-e_ · ~t &Pec1tie&U7 UD&lioVab~ -~-~ PreMD~ -- prine1~e ·:.~:'<~~.--.. , .... _ .... ·.··•• 
. ~ 1n \hat.Jt_-¥1~ nov-~-~ · ~<c0a~ta . ~- ~-~~· 

·· · . ot ~:~,\?~tat -~~ ....... il&tllre-' · · · · · ',\'j/(:, 
:•r;:,\S~~-



.·• --~7 ··::·~J-.7~~~:" ··;=,~·7J~p·-s-~:o~c······ · .. :-·Icc':'. -~:~"::_li;-'·.> ... • .·· i~-~- ... ~~--;~·-~: .<c_~}- .. :. 7~ . 
It 1e tn;e U.S.t. \he ~v dra.tt p;ee::ibee that 1t be ute4 1D · -~- . · .. ,.·- ·. ··._,'~!· 

':,. 

· connecti= 'vit.h fix.e4 price t~ contracts u a ~..Ude ~· ~wver,·. ·.: ·}Fl 
t:.ce ,-tut Af;O a 11&11&1- 1nstrueUon va.s 1awe4 Y1tb n.spe~t t.o ~ . ''~, .··J 
u.e or preeent A5I'R XV aa a £'-Aide u· e0mvet.1on Vi t.h t1xad )rtee · . _:\, -<· ·.:( 
tO:!t·r&ct nesot!at1ona• Tb1B ~Stt--.~etlo:l had to be retc1llie!4 ~ ·· ... _·. ~· · · .. '· 
it b~c~ -...~ent tbat ~ ~l'R.cost pri,n:1_plta wre c~ too:~-:: . 

. nueh w1~t &D4 vere ott.enriee caq>lleat1rc .tued ~rice. contrac\ . .· .. 
netot1at1o.na. !"'"..ere 1e DO ftaeon to ·kl1"' t.he.t tbe rea'tU.ta v1U be'· 
an::J 41tterent lt the. uv coat ·pi-1De1plte art:~ a.,p¥J.icablt u • :. . . 
s-..rlae in ~ot1at1ou ot tt.xea ·pr~ce type cet&tract. •. 1t ·~····'.:: · , .. · · · 
the, cev 4ratt vou..1.4 cowr a \lro~ _field tlwl tb:e prior a.st.r~et.10:: 
u tht.t 1 t ~_also ~17 to i4r.dnati/lne Under. t.ixe4 pnee tne- · ... ·~,, 
contra.eta, vher-eu the ASi'R Vlll ·t'Oa-t -Pl1DC1plea (4evtl.o;-o4 attar .· ·,. . :. 
lengt.hy Gove~nt•iDd'.latey o·::>eMillati(m) 10~ tue4 prlct t)'pe : .. ~.-. ·_·:· 
cootn.et ter.Unat1~:._under the frior 1cs~ct1s. ·· -.;~::t::::\:_:~.. · · 

. . ~;: .... ~- . 

Bt SI~c1tic •. :lt1on, .the ntN -~ would make wW.lovable . tbie tollov!ns. 
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CONTRACT .. COST. PRINCI.PLES·AND PROCEDURES 

15~000 . Scope of Section. ·Tlp.s Section contains general cost princi-

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

·nection with the negotiation and administration of cost-reimbursement type 

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

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

contracts and contracts terminated for the convenience of the Government. 

Part ~ - Applicability 

15-101 Scope of Part. This Part des·cribes the applicability. of sue-

ceeding Parts of this SectiQn .to the. various types of contracts in connection 

with which cost principles and procedures are used. 

15-102 Cost-J!e:i.inbursement Su;,pi>lY and Research Contracts with Concerns 

other Than Educational Institutions. This category includes all cost

reimbursement type contracts (.ASPR 3-4o4) for supplies .or for experimental, 

Q.~elopmental, or research work {other than With -educational institutions, 

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

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

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

shall be us·ed in connection with cost-reimbursement supply and research 

contracts with _other than educational institutions -

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

the contract, for deter.mination.of reimburseable costs under 

cost--reimbursement ty;pe contracts' including cost-reimbursement 
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~y:pe subcontracts thereunder, and the cost-reimbursement 

:portion of t:ilri.e-a.nd-m.aterials contracts (ASPR · 3-4o5 .1); 

{ii) as the ba.Sis for the negotiation of overhead rates (ASPR 

. Sect ion III,~~ ·part 't); and 

{iii) as the basis for the determination of costs .of terminated· 

cos~-reimbursement type contracts where the contractor 

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

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

mination (~ 8-209.7)o 

In addition, ·part .2 is to be used as a guide. 'Where costs are to be con-

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

of this Section. 

15-103 Cost-Reimbursement Research Contracts with Educational In-

· stitutions. This category includes aJ.1 cost-reimbursement type contracts 

(ASPR 3-4o~) for experimental, developmental, or research work with edu-

· cational institutions. ·The cost principles and procedures set forth in 

:Part 3 .of this Section shaJ.l be used in connection with. cost-reimbursement 

research contracts with educational institutions~-

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

in the contract., for. determination of reimbursable costs 

nnder cost-reimbursement type contracts, including cost-

reimbursement type subcontracts thereunder; 

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

Bection III, Fart 'f); and 

2 
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(iii) as the basis for the determination of costs o~ terminated 

cost-reimbursement type .contracts where the contractor 

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

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

minat ion ( .ASPR 8-209. 7) • 

In addition; Part 3 is to be used in determining :the a.l.lowable costs of 

research and development performed by ·educational institutions under grants. 

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

in negotiat~g fixed-price type contracts with educational institutions, 

as indicated in Part 6 of this Section. ffiditor's note: If this para

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

.15-104 Cost-Reimbursement Construction Contracts. This categor,y 

includes all cost-reimbursement type contracts (ASPR 3-4o4) for the con-

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

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

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

tracts for vessels, · aircra:f't, or other kinds of personal property·. The 

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

be used in connection with cost-reimbursement construction contracts.-

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

in the contr~t, for determination of reimbursable costs 

under cost-reimbursement type contracts, including cost-

reimbursement type subcontracts thereunder; 

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

Sect ion III, Part 7); and . 

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

cost-reimbursement type contracts where the contractor 

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

and for settlement of such contracts by. determination 

(ASPR 8-209.7). 

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

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

cated in Part 6 of this Section. 

i5-105 Cost Reimbursement Facilities Contracts. (Reserved.) 

15-106 Reserved. 

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

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

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

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

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

particularly in connection with companies or separate divisions thereof 

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

avoid possible subsequent disallowance or dispute based on unreasonableness 

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

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

seek agreement w1 th the Government in advance of the incurrence of special 

or unusual costs in categories where reasonableness or all~cability. are 

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

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

as appropriate. Any such agreement should be incorporated in cost-reimburse/~, 
4 
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type contracts, or made a part of-the contract file in the case of nego-

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

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

absence of such an advance agreement on any element of cost will not, 

in itself, serve ·to make that element either allowable or unallowable. 

Examples of costs on which advance agreements may. be particularly 

important: 

(i) compensation for personal services; 

(ii) use charge for fully depreciated assets; 

(iii) -deferred maintenance costs; 

(iv) pre-contract costs; 

(v) rese&rch and development costs; 

(vi) royalties; 

(vii) selling and distribution costs; and 

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

movement. 

5 
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Part 2 - Principles and Procedures for Use in ·cost Reim
bursement T.ype Supply ,and Research Contracts with 
Commercial Organizations 

_15-201 Basic ·considerations 

15-201.1 Composition of Total Cost. !he total cost of a contract 

is the sum of the SJJ.owable direct and indirect costs allocable to the 

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

ascertaining what constitutes costs, any. generally accepted method of 

determining or estimating costs that is equitable under the circumstances 

may be used, including standard costs properly adjusted for applicable 

variances. 

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

considered.in.deter.mining the·allowability of individual items of cost 

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

generally accepted accounting principles and practices appropriate to the 

particular circumstances, (iv) ~ limitations or exclusions set forth in 

this Part 2, or otherwise included in the contract as to t~es or amounts 

t>f cost items • 

15-201.3 .Definition of Reasonableness. :A cost is reasonable if., iil 

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

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

question of the reasonableness of specific co·sts must be scrutinized with 

particular care in connection with companies or separate divisions there-

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

reasonable depends upon a variety of considerations and circumstances 
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involving both the ·nature and amount of the ~ost in question. In deter-

mining the r~asonableness of a given cost, consideration shall be given to: 

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

ordinary and necessary tror ·,the conduct of the contractor 1 s 

business of the performance of the contract; 

{ii) the restraints or requirements imposed b:y such factors as 

generally accepted sound business practices, arm's length 

bargaining, Federal and state lavs and regulations, and 

contract terms and specifications; 

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

circumstances, considering his responsibilities to the 

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

Government and the public at large; and 

{iv·) significant deviations from the e·stablished practices of 

the contractor which may unjustifiably increase the contract 

costs;. 

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

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

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

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

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

contract if it: 

(f) is incurred specifically for the contract; 

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

ment work and ot}J.er work and can be distributed to them in 

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

although a direct relationship to any particular cost 

objective cannot.be shown. 

15-201.5 _Credits_! ___ The applicable portion of any income, rebate, 

allowanc·e, and other credit relating to any allowable cost, received by 

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

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

15-202 _Direct ·costs. {a) A direct .cost is any cost which can.be 

identified specifically with a particular cost objective. Direct costs 

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

material or laboro Costs identified specifically with the contract are 

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

Costs identified. specifically with other work of the contractor are direct 

costs of that work and are not to be charged to the contract dir.ectly or 

indirectly. When items orp.inarily chargeable as indirect costs are 

charged to Government work as direct costs, the cost of like items applicable 

to other work of the contractor must be eliminated from indirect costs allo-

cated to Government work. 

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

significant ·amount unless the contractor demonstrate_s that the application 

of any different current practice achieve'S substantially the same results. 

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

provided in ASPR 15-203. 

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

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

a· TAB A 
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as a direct cost. Minor direct cost. items may be considered to be indi-··~ 

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

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

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

classes of work. 

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

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

-------·---

grouping should be determined. so as to permit distribution of the grouping 

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

Commonly, manufacturing over~ead, selling expenses, and general. and ad-

ministrative expenses are separately grouped. Similarly, the particular 

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

pancy costs might be separable from those of personnel administration Within 

the manufact·uring overhead group. The ·number and composition of the· group

ings should be governed by practical con:siderations and should be such as 

not to complicate unduly the 4J_I.ocation. 'Where substantially the same re-

sults are achieved throu,gh less precise methods. 

(c) Each . cost grouping shall be distributed . to the appropriate 

cost objectives. This necessitates the selection of a distribution base 

common to all cost objectives to. which the groupirig is to· be· allocated. 

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

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

principle for selection is not to.be applied so.rigidly as to dOmplicate 

unduly the allocation where substantia.ll.y the same results are achieved 

through less precise methods. 
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(d) The method of allocation of indirect costs mu~t be based 

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

with those generally accepted accounting principles which are applicable 

in the circumstances. The contractor 1 s established practices, if in 

accord with such accounting princip~es, shall generally be acceptable • . 
However, the methods used by the contractor may require re-examination 

when: 

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

terns of "WOrk under ·the contract and other work of the 

contractor,; or 

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

ness; the extent of subcontracting, fixed asset improvement 

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

tion, manufacturing processes, the contractor's products, 

~r other relevant circumstances. 

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

during _which such costs are incurred and accumulated for distribution to 

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

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

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

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

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

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

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

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

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

ing those ·discussed:.m ASPR 15-205) shall be allowed to the extent .that 

they are reasonable (see .ASPR 15-201.3), allocable ·(see ASPR 15-20i.4), 

and determined to be allowable :In view of. the other ·factors set forth 

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

Ho·wev~r, ASPR 15-205 .does not cover every element .of cost and every situ-

· at ion that might arise in a .particular case. Failure to treat any item 

of cost in .ASPR 15-205 is net intended to imply that it is either a.ll.ow-

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

covered, determination of allowability shall be based on the principles 

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

of similar or related S.elected items. 

15-202 _Selected Costs~ 

:(i) 
' ' 

Advert~sing Costso 

.(a) Advertising costs mean the costs of advertising media 

and corollary administrative costs. Advertising .media include magazines, 

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

outdoo;r advertising, deaJ.er cards and window displays, conventions, exhibits, 

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

allowable: 

(i) advertising in .trade ~.technical journals, 

provided such ·advertising does not offer specific 

_products or services for sal~ but is placed in 
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journals which are valuable for the dissemination 

of' technical information within the contractor's 

industry; 

(ii) help-wanted advertising, as ~:iet forth in (33) 

below, when considered.in conjunqtion with all 

other recruitment costs; 

.(iii) costs of participation in exhibits--

. (.A) 

(:B) 

upon invitation of the Government, or 

"Which exhibits are valuable for the dis semi-

nation of technical informat·ion within the 

contractor's indust~, provided, such costs 

are not allowable under this subparagraph (B') /\ 

if the participation is for the purpose of 

offering specific products o~ services for 

sale; 

(iv) advertising ·for the exclusive purpose of obtaining 

scare~ materials, plant, or .equipment, or disposing 

of scrap or surplus materials in connection with 

the contract. 

\. , (";;) .. Except :as:·.provided ?-bove, a.J..l:other .·advertising costs 

are· .unallowable. 

( 2) 'Bad Debts. Commercial bad debts, including losses (whether 

actual or estimated) arising •from uncollectible customers' accounts and 

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

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

lf.AB A 
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Government contract or subcontract, appropriate and equitable recognition 

may. be accorded thereto. 

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

bids or proposals on potential :Government and non-Government contracts 

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

necessary to support the contractor 1 s bids or proposals. l3idding . costs 

of. the -current accounting period of both successfUl and unsuccessful bids 

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

no bidding costs of past accounting periods shaJ.l be allowable in the 

curretft period to the Government contract. However, if the contractor • s 

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

results obtained may be accepted if found to be rea.sona"ble and equitable. 

(4) Bonding Costs. 

(a) :Bonding costs arise when the Government requires as-

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

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

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

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

(b) ·costs of bonding reqmred pursuant to the terms of the 

-contract are allowable. 

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

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

ing is in accordance 'With sound business practice· and the rates and premiums 

ar~ reasonable under the circumstances. 

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

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

enemy attack~ Reasonable costs of civil defense measures (including costs 

in excess . of normal. plant protection costs, first-aid training and supplies, 

f'ire 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 authorities are al.lovable when allocated to all .work of the con-

tractor •. 

(b) ·Costs. of' capital. assets under (a) above are _allowable 

through depreciation in accordance with (9) below. 

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

are unallowable. 

(9) Comwensation for Personal Services. 

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

eludes aJ.l remuneration paid currently or accrued, ·in whatever form and 

whether paid immediately or deferred, for services rendered by employees 

to the contractor ·during the period of' contract performance. It includes, 
~ 

but is not limited to, salaries, wages, directors' and executive coiiDD.ittee 

members' fees, bonuses -(including stock bonuses-), incentive awards, em-

ployee stock options, empl~e insurance, fringe benefits, and contributions 

to pension, . annuity, and management emploY:ee incentive compensation plans. 

Except as otherwise specific~ provided in this paragraph (6), such costs 

are aJ.lowable to the extent that the total compensation of' individual 

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

of those costs which are aJ.lowable by the mternal Revenue Code and regu-

lations thereunder. 

(2) . Compensation is reasonable to the extent that 

the total amount paid or accrued is commensurate with compensation paid 

under the contractor's established policy and conforms generally to com-

pens at ion paid by· other contractors .of the same size, in the same indus-

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

administration of. this principle, it is recognized that not every cOln

peneation case need ~i subjected in detail to the above tests. Such 

tests need be applied only to those cases ;tn which a general review reveals 
~-

amounts or types o"f compensation which appear unreasonable· or otherwise 

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

consideration and possible limitation as to allowability for contract cost 

purposes where amounts appear excessive o Among such conditions are the 

following: 

(i) Compensation paid to o'W!lers of -closely held 

corporations, partners, sole proprietors, or members of the immediate 

families thereof, or to persons Who are contractu~ committed to acquire 

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

mination should be made that such compensation .is reasonable f'or the 

actual personal services. rendered rather than a -distribution of profits. 

·(ii) Any change in a .contractor's :compensation 

policy resulting_in a substantial increase in the contractor's level of 

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

"TAB A 
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ratio: .. of Government contracts to other business, or any change in the 

treatment of allowability of specific types o:f compensation due to changes 

in Government. :policy. 

(iii) . The contractor's business is such that 

his compensation levels are not subject to the restraints nor.mally oc-

curring in the conduct of competitive business. 

(3) Compensation for services rendered paid to part-

n·ers and sole proprietors in lieu o:f salary will be allowed to the extent 

that it is reasonable and does not constitute a distrib!Ition of profits. 

{4.) In addition to the general. requirements set forth 

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

further requirements ~ specified in. (b) through {j) below. 

(b 1 Salaries. and Wa~es. · Salaries and ~ges for current 

services include gross compensation paid to employees in the for.m of 

cash, products, or services, and are allo-wable subject to the qualifica-

tions of {25") below. 

(c) ·cash 'Bonuses and Inc·entive Compensation. Incentive 

compensation for management employees, cash bonuses, suggestion awards, 

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

duction, or efficient performance, are allowable to t~e extent that the 

over-all compensation is determined to be r~asonable and such costs are 

paid or accrued :pursuant to. an agreement entered into in good faith between 

the contractor and the empl.oyees before the servd.c~s were rendered, or 

pursuant to an established plan followed by ·the contractor so Qonsistently 

as to impl.y, in effect, an agreement to make such payment. (But see 
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.ASPR 15·107 o) :Bonuses, awards and incentive compensation when any of 

them are deferred are allow.ble to the extent provided in (f) below. 

·(d) :Bonuses a.nd Incentive ConJ±)ensation Paid in Stock. 

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

. tractor.· or of an affiliate are allowable to t~ ~extent set forth in (c) 

above (including the incorporation of the principles of paragraph (f.) 

belov for deferred· bonuses and incentiv-e colllPensation), subject to the 

following additional requirements: 

(i) valuation placed on the stock transferred shall 

be the fair market value at the time of trans-

fer, determined upon the most objective basis 

. available; and 

.(if) accruals for the cost of stock prior to the 

issuance of such stock ·to the employees shall 

be subject to adjustment according to the possi-

bilities that the ·employees will not receive 

such stock and their interest in . the accruals 

will be forfeited. 

Such costs otherwise allowable· are subject to adjustment according to the 

principles s·et forth in (f}(3) below. (But see ASPR 15-107;) 

(e) . Stock P;Ptions. 'nl.e ·cost of options to employees to 

purchase ·stock of the contractor or of an affiliate is unallowable • 

. (f) Deferred Compensation. (1) As used herein, deferred 

.compensation includes all remuneration, in whateve~ ·form, for which the 
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employee is not paid until after the lapse of a stated period of years 

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

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

. eludes .(f) contributions to pension, annuity, stock bonus, and profit 

sharing plans, (ii) ·contributions to disability, 'Withdrawal, insurance, 

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

pensation, 'Whether paid in cash or in stock. 

( 2) Deferred compensation is allowable to the 

extent that (i) except for past service pension costs it is for serv~·ces 

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

compensation paid to the ·employee, 'reasonable in amount; {iii) it is paid 

pursuant· to an agreement entered into in good faith between the contractor 

and employees. before the services are rendered, or pursuant to an estab-

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

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

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

the criteria anfl standards of the Internal Revenue Code and the regula-

tions of the Internal Revenue ·Service. (But see .ASPR 15-107.) 

(3) In determining the .cost of deferred com-

pensation allowable under the contract, appropriate adjustments shall 

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

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

+:.. feiture by employees of' such .deferred compensation. AdjuStments·- shall 

be made only for ·forfeitures which directly or indirectly inure to the 

benefit of the . contractor; forfeitures which inure to the benefit .of 
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other employees covered by a deferred compensation plan with no reduction 

in the contractor's costs will not normally give rise to adjustment in 

contract costs. Adjustments for normal employee . turnover .shall be based 

on the contractor's . experience and on foreseeable .. pro:f?pect 9, .and S.hB.l.l_ 

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

menta will be unnecessary to the extent that the· contractor can demonstrate 

that its contributions take into account normal forfeitures o Adjustments 

for possible future abnormal forfeitures shall be effected according to 

the following rules: 

(f) abnormal forfeitures that are foresee-

- able and which can be currently evaluated 

with reasonable . accuracy, by actuarial or· 

other sound.computation, shall be re-

fleeted by an adjustment of current costs 

otherwise allowable; and 

(ii) abnormal forfeitures, not within (f) 

above, may be made the subject ·of agree-

ment between the ·Government and the con-

tractor either as to an equitable adjust

ment or a method of determining such 

adjustment. 

(41 ·In determining whether deferred compensation 

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

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

ment, such as, requirements of' continued employment, consultation a:rter 

retirement, and covenants not to compete. 
'TAB A 
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.{g) Fringe Benefits. See .(.i5). 

(h) Overtime, Extra-Pay Shi:rt and Multi-Shi:rt Premiums. 

· ( i) Training. and Education Ex,penses. See ( 42). 

(j) Insurance and Indemnification. Bee {16). 

( 71 Contingencies. 

{a) A contingency is a possible fUture event or condition 

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

indeterminable at a present time. 

(b) . In histori{:!al costing, contingencies are not ·normally 

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

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

eraJ.ly unallowable· for historical costing purposes. However, in some 

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

nized w.hich is.applicabl~ to a past period to give recognition to minor 

unsettled factors in the interest of expeditious settlement. 

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

tingencies fall into two categories: 

(f) those . which may arise from presently know.n and 

existing conditions, the effects of which are 

foreseeable within reasonable limits of accuracy; 

e.g., anticipated costs of rejects and defecti~e 

work; in such situations where they exist, con-

tingencies of this category are to be included 

in the estimates of future cost so as to provide 

the best estimate of performance costs, and 
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categor:r are to be excl.uded from. cost estimates 

~the several. items of cost,.·but sboul.d be· 

discJ.osed separately,. including the basis upon 

which the contingency is computed . in order to 

fac:U.itate the ne~tiation_ of appropriate contra.c 

· tual coverage (see, for exampl.e,. {16), (20},. an 

( 39) belov). 
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(8) Co~tributiohs and Donations. Contributions and donations are 

unallowable·. 

(9) Depreciation. 

;· .1 (a) Depreciation is a charge to current operations which distributes 

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

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

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

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

as distinguished from physical lite. 

(b) · Normal depreciation. on a contractor• s plant, equipment, and other 

capital facilities is an allowable element of contract cost; provided that :the· 

amount thereof is computed: 

~'I 

(i) upon the property cost basis used b.y the· contractor for 

Federal income tax purposes (see Section 167 or the Internal 

Revenue Code o£·1954); or 

(ii) in the case ot nonprof'i t or tax-exempt organizations, upon 

a property cost basis Which could h~ve b~en used by the 

contractor for Federal income tax purpos~s, had such 

organizations been subject to the payment or income tax; 

and in either· .case : 

(iii) b.1 the consistent application to the.assets concerned ot 

any generally accepted accounting method, . and . subject to 

the limitations of the Internal Revenue Code of' 19$4, as 

amended, including --

(A) the straight line method; 

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

22 
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exceeding twice the rate which would have been 

used had the annual allowance been computed under 

the method described in (A) above; 

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

{D) any other consisten~ method productive or an annual_ 

allowance which, when added to all allowances for 

the pericd commencing with_ the use of the property 

and including the ~rrent year, does not, during the 

first two-thirds of' the useful life of' the property, 

exceed the total of such allowances which wuld have 

been used had such allowances been computed under the 

method described in {B) above. 

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

ot~er work as an iridi~ct cost. The amount of depreciation allowed in arir 

._accounting period may, consistent· with the basic'objectives set forth in {a) 

above, varr wi. th· volume of production or use of multi-shift ope~ations. 

{d) In the case ot emergenc.y facilities covered by certificates 

of necessit,y, a contractor may elect to use nor.mal depreciation Without · 

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

normal or.!'true depreciation" after a deterMination of' "true depreciation" has 
been made by' an JWergency Facilities Depreciation Board. The method elected · 

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

'Where an election is made to use norma1 depreciation, the amount thereof' for 

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

- accordance with {b) above. 'Where an election is made to use "true depreciation,·~ 
~ae amount allowable ·as depreciation: 

( i) with respect to the emergency period ( S years), shall be 

23 
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computed in accordance with the determination of the 

Emergency Facilities Depreciation Board, provided no 

allowance is made Which would duplicate the factors 

constituting· "true depreciation"· arid 

( ii) after the end_ of the emergency· period,: shall be computed by 

distributing the remaining undepreciated portion or the cost 

of the emergency facility over the balance or its ·USeful life 

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

.portion or such cost shall not include any amount or un- · 

recovered "true depreciation." 

(e) Depreciation on idle or excess facili.ties . shall not be allowed 

except on such facilities ~as are reasonably necessar.r for standby purposes. 

(f)· No depreciation, rental, or use charge shall be allowd. on the 

contractor's assets which have been· fully depreciated when a subst.antial portion 

of such depreciation· was on a basis that represented, in ertect; a recovery . 

thereof as .a charge against Government· contracts or subcontracts. Otherwise, a. 

reasonable use charge may be agre84 upon. (But see ASPR 1$-107.) In determining 
. ·-

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

at time .. or negotiation, ani effect of any increased maintenance charge-s or 

decreas~ ett~ci~ncy due to age~ 

(10) mDployee ~orale, HeaJ.th1 _and Welfare costs and Credits. Reasonable 

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

first-aid clinics,. recreational activitiee, ·and empla.yee counseling services, 

incurred, ·in accordance with the contractor• s established practice or custom ill 

the indust17 or area, for the improvement of .working condi tiona, employer-

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

unless such income has been irrevocably set over to emplo.yee welfare organiza-

tions. 

{11) Entertainment Costs. Costs of' amusement, di versio~, social acti v.L ties 

and incidental costs relating thereto, such as m~als, lodging, rentals, transpor

tation, and. gratuities,. are unallowable (but see (10) and. (l.a2)). 

(12). Excess Facility ··costs. Costs or maintaining, repa~ing, and housing 

idle and excess contractor-owned facilities, except those reasonably necessar.r 

tor standby purposes,. are unalloWa.ble·. Any costs o t excess· plant capacity re.served 

tor defense mobi:U.zation production which are to be paid tor· by the Government 
. . 

should be the subject of' a separate contract. 

(13) 'Fines and Penalties •. Costs resulting; from violations or, or· failure 
. ' . . ('\ 

'If the contractor to comply wi.th, Federal, State, and local laws and regulation ' 

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

provisions of the contract, or instructions in writing tram the c~ntracting 

officer. 

{14) · Food Service and Donnitory Costs and Credits. Food and dormitory . 

services include operating or furnishing tkcilities for careterias, dining rooms, 

cante~ns;· lunch wagons, vending. machines, living accomodations or similar types 
'7, 

of' services for .the contractor• s employees ::at o~ near the contractor•·s facilities • 
. - . . . 

Reasonable losses frQ.m. the operation of' suCh services are allowable if they are 

allocated to an· acj;ivities served. Profits (except prof! ts irrevocably set over 

to an employee welfare. organization. or the contractor in amounts reasonably useful for 

!\· 
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the benefit of the employees at the site or sites o£ contract perform8nce) 

accruing to the contrac~r from the operation o£ these services, whether 

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

:;· j credit, and allocated to all activities served. 

~..., .· 

(15} "Fringe Benefits. Fringe benefits are allowances and services pro

vided u.r the contractor to its employees as compensation in addition to regular 
. . 

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

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

benefit plans, are allo~le to the ext~nt required by law, employer~pioyee 

agreement, or an ~stablished policy o£ the contractor. 

(16) Insurance and Indemnification. 

(al Insarance inclu:ies· (i) insurance which the contractor is requi~d 

to~~ or which· is .approved, under. the te~s o£ the contract·, and (ii) a:n.y: 

other insurance which the contractor maintains in cormection with. the general 

conduct of his business. 

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

suant to the contract, are allowable. 

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

necti·on-with the general conduct of his business are allowable subject to the 

.rol.lowirig limi.~ations: 

. (i) types • and extent or coverage shall be in accordance 

with sound busine~s practice· and the rates and pr.emiums 
. . 

shall be reascnable Under the circumstances; 

(ii) costs allowed for busines·s interruption or other similar 

insurance shall be 1imi ted to exclude ·coverage· of profit; 
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(iii) costs or insurance or or ·any contributions to any reserve 

covering the risk or loss or· of damage to Government 

(iv) 

proper~ are allowable only to the extent that the contractor 

is responsible for sU.ch loss or damage. 

contributions to a reserve for an approved self-insurance 

program are allowable ·to: ~he extent that the types of 

coverage, extent·or coverage, and the rates and premiums 

would have been alloWed _had insurance bee~ purchased to 

cover the risks;. and 
., 

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

proprietors are allowable . to the extent that the ins:uz-ance 

. represents addi ti-~naJ. compensation (see ( 6 )· above) • .· 

(.3} Actual losses which could hava been covered by pennissible insurance,~ 

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

expressly provided for in the-contract, except; 

(i) costs incurred because of losses not covered under nominal 

deductible insurance coverage provided in keeping 'with 

sound business practice, are allowable; and 

(ii). minor losses not covered by insurance, such as spoilage,· 

breakage,,and disappearance ot small~ tools, which occur 

in the ordin&ry' course of doing busine_ss, are allowable. 

(b) Indem~f'ication includes securing the contractor against liabili

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

The Government .is obligated to indemnify the contractor on1y. to the extent ex

press~ provided for in the contract, except as .provid~d in (a)(.3) above. 
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(17):". ·Interest and Other Financial Costs. Interest (however represented),· 

bond discounts, costs or financing and refinancing operations, legal and pro

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

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

unallowable except for interest assessed b.r State or local taxing authorities 
. . 

under the c~nditions set forth in (41) ~elow. (But see (24).) 

(18)" Labor Relations Costs. Costs incurred in maintaining satisfactory

relations between the contractor and its employees, including costs of shop 

stewards, labor management canmittees, employee publications, and other 

related activities, are allowable. 

(19} Losses on Other· contracts. An excess of costs over ~come under any 

other contract (including the contractor's ·contributed portion under cost-sharing 

contracts), whether such_ other contract is of a supply, research and development, 

or other nature, is unallowable. 

( 20} Maintenance and Repair Costs. 

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

property· un1ess otherwise provided for), . which neither add to the p.ennanent 

value o:t the property nor appreciably prolong its intended life, but keep it 

in an efficient operating condition, are _to "be treated as follows (but see (9)):. 
. . 

(i) normal maintenance 'and. repair costs ~e allowable; 

(ii) extraordinary' maintenance and repair costs are allowable, 

provided such are ·allocated to the periods to which ·appli-· 

cable for purposes of determining contract costs. (But ·. 

see ASPR 15-107.) 

(b) Expenditures for plant and equipment which, ~ccording to generally 
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accepted· accounting principles as applied under the contractor• s established 

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

on a depreciation basis. 

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

ing 9.nd production engineering, including engineering activities in connection 

with. the following, are allowable: 

( i) current manufacturing processes such as motion and time 

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

· improvement; and 

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

production suitability and component design tor purPoses ot 

s.;mplitying production. 

(22) Material Costs. ·/\ 

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

parts, subassemblies, components, and manufacturing supplies, whether purch8sed 

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

as inbotmd transportation and intransit insurance. In computing .material costs 

conside~tion will be given to reasonable overruns, spoilage, or defective·work 
- . 

(tor coFrection. of detective work, see the provisions ·of the contract or proposed 
. ' . . 

contract relating to inspection and co~ection of defective ~ork). These costs 
, . . 

are· allowable subject, however, to the provi~ons of (b) through (e) below. 

(b). Costs or material shall be suitably adjusted for applicable por- · 

tions or income and other credits, ~eluding available trade discounts, refunds, 

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

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

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

failure to take cash discounts was.due· to reasonab~e circumstances, such lost 

di·scounts need not be so credited. 
. . 

(c) Reasonable adjustments arising from differences between periodic 

physical inventOl"ies and book inventories may be inc1uded in arriving at costs, 
. . 

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

(d) ·when the materials are purchased specifically for and identifiable 

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

· be charged to the contract. I£ material is issued from stores, any g~ne~:r 

re~ognized method of pricing such material is acceptable i£ that method is con~ 

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

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

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

used, but the basis of priCing must be· disclosed~ 

(e) Costs o~ materials, services, and s~pplies sold or transferrE!d be-
. . 

tween plants, divisions or ·organizations, under a common control, ordinarily shall 

be allowable to the extent of the lower o'f cost· to the transferor or current mar-

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

item is ~egularly manufactured and sold_ by the contractor through commercial 

channels 'and (ii) it i.s the contractor• s l~ng-established practice to price 

inter-organization transfers at other than cost tor commerCial work; provided 

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

price to its most favored customer for the. same item in like quantity, or the 

curren_t mark~t price, whichever is lower. 
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(23) Organization Costs. Expenditures, such as incorporation fees, at

torneys' tees, accountants• fees, brokers' fees, fees to promoters and organizers, 

in ·connection with (i) organizati-on or reorganiza~ion o£ a business, or (ii) 

J, · ,'~ raising capital,· are unallowable (see (1 ~) above). 

/· . 

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

expenses as registry- and transfer charges resulting f'rom changes in ownership 
. . 

of' securities issued~ the contractor, cost· of shareholders• meetings, normal 

proxy solicitations, preparation and publication of' reports to shareholders, -

-preparation and submission ot required reports and forms to taXing and other 

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

-· 
· The above and ·similar costs are allowable when allocated on an equitable b~sis •. 

(25) Overtime1 Extra-Pay Sbitt and Multi-5hii't Premiums. }Teuiiums tor 
. . . . . -~ 

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

approved pursuant to ASPR_l2-102.4, or authorized pursuant to ASPR 12-102.5. 

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

doctunents required ·by the contract and of' searching the art to. the extent neces.

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

clauses of the contract relating to patents, costs or preparing documents and 

any oth'r patent costs, in connection with the_ filing of' a patent application 

where ti:t;le is. conveyed to- the Government,: are allowable. (~ee also (35) and 

( .36) below.) _ 

(27) ·Pension Plans. See (6) above. 

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

and equipment or personnel-engaged in. plant pr~tection, (ii) depreciation on 

plant protection capital assets, and (iii) necessary expenses to comply with. -~ 
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· · (ii) the impact of Government contracts on the contractor's 

bu~iness (i.e·., what new problems have. ~sen}; 

(iii) the nature and scope of managerial serVices expected o£ 

the·contractor's own organizations; and 

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

tractor's total business is such as to influence the 

contra·ctor in favor of incurring the cost, particularly 

where the sei-vices rendered are no·t of a continuing 

nature and have li tt~e relationship to work und~r Gov-

·ernment contracts~ 

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

services available or rendered. 
\ 

(c) Costs or legal, ·accounting, and consulting services,.and related 

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

anti-trust suits, and the prosecution of claims against the Government, are· 
. . 

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

costs, incurred in connection with patent infringement ~ tigation, are unallow

able unless- otherwise provided for in tqe. contract~ 
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(32). · Profits and Losses on Diswsition of Plant, Eauipment, or Other 

Capital Assets. Profits or losses of a.ny- nature arising from the same or 

exchange or plant, equipment, or other capital assets·' ·including sale or 

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

comp.tting contract costs (but see . (9) (b) above as·· to basis for deprecia

tion). 

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

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

· labor force, costs of operating an aptitude and educationa1 testing program, 

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

costs of applicants for interviews for prospective employment are allowable. 

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

commercial rates fo·r such services are also allowable. Costs of special ben~· 

fits or emoluments offered to prospective employees beyom the staniard prac- · 

tices in the industry are unallowable. 

(34). Rental Costs. :(Including Sale_ and Leaseback of Facilities), 

(a) Rental costs of land, building, aDd equip!JSnt and other 

personal propert7 are allowable if the rates are reasonable in light of such 
~· . 

factors as rental costs ot comparable facilities and market conditions in 
·: 

the u_ea, the type, lite ~xpectanQ7, colldition, and value of the facilities 
. ·. . ~ . 

leased; options available, alld other FOVisions ot the rental agreement. · 

Application of these factors, in situations where rentals are extensivel7 

used, ma7 involve along with other considerations, com~ison of rental 

costs with normal ownership costa pllUI.· a reasonable return on inVestment. 

(b) Charges in the nature of rent be~ween plants, divisions, or -~ 

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

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

duplicate ~ other allowed costs. 

(c) Unless otherwise specifically provided in the cont.ract, rental 

costs specified in sale and leaseback agreeme~ts, incurred b7 contractors 

through selling plant facilities to investment organizations, such as 

insurance companies,. or to private investors, and concurrentl7 leasing back 

the same facilities, are ·allowable onl7 to the extent _that. such rentals do 

not exceed normal ownership costs, plus a reasonable return on investment, 

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

facilities. 

(35) Research and Development Costs. 

(8.) Basic research, for the pirpose or this Part 2, is that 

tYJS or research which is directed t~ward increase of.know~edge in science. 

In such research, the primar7 aim of the investigator is ~ f'tlller knowledge 

or umersta.aiing or the subject under stud71 rather than B.n7 practical applica

tion· thereof. Applied research, tor the par~se of this ·Part. 2,. consists 

or that t7p3 of effort which (i) normally follows basic research, but ·m.a.y not 

be s~verable from the rela~ed basic research, (ii) represents· efforts to deter-
. ~ 

mine ~ expa.Dd the Pc>tentiali ties of .· ne~ ·scientific discoveries or improve

ments· in tecbnolou, ~terials 1 pt•ocesses, methods, devices 1 and techniques, 

and· (iii) represents efforts to 11advance the state of' the art. n Applied 

researc~ does not include~ such efforts. when their principal aim is the 

design, development, or test of' s:t:ecif'ic articles or servlces to be offered 

for sale, which are within the definition or the term development as hereinafter 
.. 

provided. 
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. ' 

(b) Developme~t ·ls t~ systematic use of scientific knowledge 

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

to meet specific performance requirements, but· exclusive of manufacturing ani 

production engineering. 

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

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

other arrangement. 

(d) A contractor's costa ot independent research as defined in 

(a) am (c) above shall be allowable as illdirect costs (subject to paragraph 

(h) below),· provided they- are allocated to all ~ork · ?t the contractor. 

_(e)· Cost ot contractor's iDdepU3dent deve~o.Pnt, ·as defined- in 

(b) aDi (c) above (subject to (h) _below)' are allowable to the extent tha~ 

such developaent is related to the product lines tor which the govermDSnt~---

-~ contracts, provided the costs are reasona~le in ameunt and are allocated 

as imirect costs to all work of the contractor on su~h cont~act product 

lines~ In cues where a contractor's normal course·_ bt.'basinesa does not 

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

~ .... - .. . . 

to _the __ extent that such developaent is related aDi allocated as an indirect 

cost to~the. field ot effort ot goverDment research~ ~evelopaent.contr!'cts. 

(f) Indepelldent research BJXi· developaaDt. cc·sts shall includ_e Q·. 
. ,-- ' 

0 

amount ~tor the abso~ption of their approlz-iate shS.re:- ot indil-ect aDd. adm1~is-

trativa coats, unless the contractor, in accordance.with its accounting 
• 
pra~tices consistently applied,~treats such costs otherwise. 

·(g) . Research am development costs (incl\lding_ amounts capitali-zed), 

regardless of their_ nature' whi.ch were incurred in accounting periods pri-or. to 
~ 

the award ot a puoticular contract, are unallowab~e except where allowable as 

precontract costs (see (30) above). 
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(h) The reasonableness ·or expenditures for illde~ndt:,nt research 

and development should be det$rmined in light of all pertinent considerations 

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

programs aJJd challges in science am. technology. Such expenditures· should be 

pursuant to a broad planned program, which is reasonable in scope aDd well 

managed. Such expeditures (especially for· development) .should 'oe scrutinized 

with great care in connection with contract~rs·whose work is predominaDtly or 
. . 

s~bstantially with the govermnent. Advance agr~ements as described in_ 

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

that cost sharing or the contractor's independent· research and developmeDt 

progr8lll may provide moti.vation for more efficient a~camplishment ot such·;·'· 
. . 

program, it is desirable in some cases that the government bear less than 8.n 
. . . . . . . . 

sllo.cable share of the total cost of the program.. UDder these .circwiiStances, 

the following are among tbe approaches which IDa7 be. used as the basis tor ' 

agreement: (i) review of the contractor 1s prop:>sed illde~ndent research aDd 

development program 8lld agreement to accept tp.e allocable costs ot specific . 

projects; (ii). agreement ~n a max~ do~ limitation or costs, an 

8.llocable por.tion of which will be accepted by" the Government; (iii) an 

agree~~t to accept the al1ocable:share of a percentage or the contractor's .. 
'i 

planned research and development program. 

(j6') . ROyalties and other Costs tor Use of· Patents. · 

· (a) Royalties on· a· }:a tent or amortization or the cost of acquiring 

by pttchase a p:t.tent or rights thereto, nec-essary for the prope~ performance 

o't the contract and applicable to contract products or processes, 'B.I'e allowable 

Unless: 

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

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

been anm1n1.strativel:r determined to be invalid; 

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

(iv) the patent is expired. 

·(b) Sp:.cial care should be exe.rcised·ln determining reasol'l&blelless 
. . 

where· the royalties DJ8.1' have been arrived at· as a result of less than arm's 

length bargaining; e.g.: ·•l,. 

(i) royalties paid to persons·;-: including oorporatiollS, 

affiliated with the contractor; 

(ii) royalties paid to unaffiliated pu-ties, including 

corP'rations, · UDder an agreement entered into in 

contemplation that a Government contract would be · 

awarded; or 

. (iii). royalties pe.id UDder an ~eement entered into after 

the award or the contract.·· 

(c). In 8.fl7 case involving a p~.tent tormerl7 owned b7 the con

tractor, the amount or royalt7 allowed should not e~ceed the cost which would. 

hav• been allowed had the contr$C~or retained title thereto. 

(d) See ASPR 15-107. 

(37) Selling Costs. 

(a} Selling costs arise in the marketing of· the contractor 1s 

product& alld. include costs of sales promotion, iiegotiati~n, liaison between 

Government·representatives aDd contractor's personnel, arid· other related 

activities,. 
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{b)· Selling costs ar~ ~ow able to the extent tbe7 are reasonable 

aDd are allocable to Government business (but see ASP.R 15-107). Alloca

bilit7 o£ selling costs will be determined in the·light o£ reasonable benefit 

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

demonstration, and other services which are tor. parpeses such as application 

or adaptation o£ the ~ontractor 1 s_products to Government use. 

(c) Notwithstallding (b) above, salesmen's or agents 1 conpensat_ion, 

fees, commissions, percentages, or brokerage fees, wbich are ~ontingent upon 

. the award o£ contrac~s, are allowable onl7 when·.:p:tid to bona fide employees 

or bona fide establish~d commercial or selling agenQies maintained .b.r the 

contractor tor the purpose of securing business~ ... 

(38) Service· an::1·warrarity Costs. Such costs include those· arising .. from 

·fultillm8nt of~- contractual obligation of a·contractor to provide services, 

such as installation, training, correcting defects- i~ the products, rePLacing · 

defective parts, making refunds in the case ot inadequate performance, etc. 

When not inconsistent with the terms or the contract, such s~rvice am 

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

duplication o£ the allowance as an. element of both estimated product cost 
~· 

aDd risk. 

(J~) .. Severance Pax.· 

.. _:.··(a) Severance p&.T, also _commonl7 ·referred to ~ dismissal wages,. 

is a pqment · in addition to regular salaries aDd wages, 0,. contractors to. 

_workers whose em~oyment is being terminated •. Costs ot severance p17 are 

allowable onl7 to the extent that, in each case, it is ·required· b,- ( i) law, 

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

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

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

as f'ollowa : . 

(i) actual normal turnover severance payments.shall be 

allocated. to all work performed in the contractor's 

plant; or, where the contractor provides for accrual 

ot pa7 for normal severances such method will be 

acceptable if the amount. or the accrual is reasonable 

in light of' payments actuall7 made f'or normal sever·ances 

over a representative past period, and if' amounts accr~d 

are allocated to all work performed in the contractor's 

plant; ani 

(ii) abnormal or mass severance- pa7···is of such a conjectural 

nature that measurement of,·-cost b7 means of' an acprual (\ 

·Will not achieve equit7 to · both }m'ties. Thus accruals . 

f'_or this plr pose are not allowable~- ..... However, tbe 

GoverDJDSnt recognizes its obligation to }&l'ticipate 1 . 

to the extent ot its fair share, in>SllT specific 

· pLymant. Thus, allowabillt7 will be considered .. 

· on a case-bJ'-cue .basis in·the event. ot occurrence •. 

c4o) Special Tooling Costs I The t~rm •sJacial tooling .. ! means pro pert)" 

ot such specialized nature that its. use, without substantiai modification or . 
. r ~ . . . 

alter.ation~ is limited to the production of' the pa.r~icular supplies or the 

performance or the particular services tor which acquired or furnished, 

It includes, but is not limited to, jtp, dies~ fixtures,:. molds, patterns, 

special taps, sp3cial gauges, and sp3cial test equipnent. The· cost or 
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. s~cial tooling, when acquti.ed for and its usefulness is limited to one or 

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

·specific ·Government contract or contracts. 

(41) Taxes. 

(a) Taxes are charges levied b.1 Feder~,· itate, or local govern

ments. · They ·do not .include fines aDd penalties e?'ce~ . as otherwise. provided 
... 

herein. ·rn ge·neral, t~es (including State 8lld local._ income taxes) which the 

contractor is required . to p~.y and which are paid· or ac'crued. in accordance with 

generally accepted accounting_ principles are allowable·, except tor: 
I. 

(i) .Federal income 8lld excess profits_,. taxes; 

( ii} taxes in connection with tiDancing, refinancing or - : 

refunding operatioDS (see. (17)); 

(iii) taxes from which exemptions are available to the 

contractor directly or available to_ the contractor 
. . 

· based· on an exemptio~ afforded . the Government except 

when the contracting officer determines that the · 

administrative burden incident to obtaining the 

exemption outveighs the corresp:>nding benef~ts accru~ 

to the Government; and 

( iv) spacial assessmen~s on ·land which represent capital 

iml1'ovements. 

· (b) Taxe·s otherwise allowable under (a) abov~, but upon which a 

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

tba t the contractor prior to p;1yment of such taxes: 

(1) promptly requests instructions from the. contracting 

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

including cooperation with and-. for the benefit or the· 

Government to (A) determine the· legalit7 of such 
. . 

assessment or, (B) secure a reruM .. or such taxes •. 

Reasonable costs ot arrr such action undertaken by' the contractor at the direc

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

aDd penal ties incurred by a contractor by reason of the nonpayment or 8.11¥ tax . 

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

contracting officer to assure timely direction after prompt reqnest therefor, 

are also all~wable. 

{c) ~ refund or taxes, interest, or penalties, aDd ~ p81ment 

to the contractor ~t interest thereon, attributable· to taxes, interest, :or . 

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

to _the Government in the manner directed by the Government, provided anr 

interest actually paid or credited to a contractor incident to a re~ ot 

tax, interest or penalty shall be paid or credited to th~ Government only 
'! 

to the extent that such interest accrued over the period during whic~ the 

.~ 
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eontra~to~ had been reimbursed by' the Goventment for 'the taxe~, interest, 

or penal ties~--

(la) Trade, Business, Te.cbnical and· Professional Activ!tz Costs • 
. - ' . : \ 

(a) Mmnbershij?a.-. This categor;r includes coats ot memberships 
" .· . .. .. 

in trade; bus~ess, technical, and protessio~al organizati~ns. Such costs 

are allowable. 

(b) Subscription·s. This. iteai includes cos~ pt subscriptions to 
' 

trade, bu~iness, prof'essibna:L~ or ·technical·periodicals~: SUch· costa are 

allowable. 

(c)".,· Meetin£ and Conferences. This item includes cost o~ meals, 
, : . : 

~~h!~tO, _ ~en tne pr.lmar.r purpose_ 6t the ··incurrence ot such· co eta ~ .the 

··dissemination ot technical intoStion .o~ stimulation o~. production• Such 
......... ~ -·- .... -· . .. . . . . . 

·costa are allowable. 

(43) Training and Educational. eo·at~ •. 

. (a)-· Q)st~·_of' preparation ahd·_Dw.ntenance o.t. a prOgram ot inst~-. 

~on a~ noncollege level,. designed to increase the vocational· ettecti veness 

ot bona tide emplO)'ees, ·!Deluding trail:ttng .materials, textbooks, sahries 
... · 

or ~ges · ·ot tra:tn~es (acluding overtime compenaat1on which might arise there- · 
" t . . 

·. (1) · salarie·e o~ the director ot trainin, aDd.· staff · 
-. . . · .. -. ~ . . . .. 

when the training· program is co~duc~ b7 the 

contractorJ · or· 

<if) tuition and_ tees •h8n tbe_ training ~a 1n an · 

institution not operated b7 the con~ractorJ 

. . ~re ~wable. 
43 
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(b) · Costs or part-time education, at an under-graduate or post-
. . 

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

including only: 

• 

·r .. 

are allowable. 

(i) · training materials; 

(ii) textbooks; 

(iii) fees charged by the educatimal institution; 

( i v} tuition charged by the educational institution, or 

in lieu of tuition, instructors' saiaries and.the 

related share _t;)f indirect cost or the educational 
.:.;J. 

ineti tution to the extent that the sum thereof is 

not in excess of the tuition wich would have 

been paid to ~he participating educationa1· 

institution; and 

(v) straigh~time ·compensation of each emplo7ee for· 

time Spent att$~dihg· classes during workittg hours 

not in exc·esa .-.at 1S6·. hours per y-ear where circum-

stances-do not pe~it the operation of classes or 

. attendan~e at classes after regular working hours; 

(c) Costs or- tUition, fees~: trainizlg materials and textbooks 

(but nqt subsistence,. salary-, or any other emoluments) in connection with 

tulltime scientific and engineering education ~t a post-graduate {but not 

under-graduate) college level related to the job requi~ents of bona fide 

·employees tor a total period not to exceed one school·y~ar for ·each employ;ee 

so trai~ed, are allowable. In unusual cases where required br militar.r ~ 
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technology, .the period~~ be extended. 

· (d) Maintenance expen~e, and normal depreciation or fair rental,. 

on tacili ties o~ed or leased by the contractor for .training purposes are 

allowable. to the extent set. forth in (20} 1 (9), and (34) above, respectivel;y. 

(e) Grants to educational or .training institutions, including 

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

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

( 44) Transportation Costs. Transportation costs include freight, 

express, cartage,. and postage charges relating either tO goods purchased, 

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

readil7 be identi~ed ld. th the 1 taus involved, thq ma:r _be directl,- coated . 

as transportation costs or added to the 9ost of snch items (see (22) above). 
. . 

Whe" identification. with ·the materials recei~ cannot· readilT be· made, 

inb~ transportation costa mq be charged. to the appropriate indi~ect 
. . . 

cost acc.ounta if the contractor follows a consistent, equitable procedure 

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

contract, shall be treated as a direct cost. 

(4$) Travel Costs. 

(a) Travel costs include costa ot tra.I?-sporation, ·lodging, sub- . 

sisten~e:,· and .. inCidental .e~nses, incurred by contractor personnel in a 

. travel status while on official ~pan;r business. 
... . . 

(b) Travel costs ma,- be based upon actua1 costs incurred, or 

on· a per. diEIIl or mileage basis in lieu of actua1 costs, or .. on a canbination ot 

the tw, provided the method used does not result in a!1 unreasonable charge • 

.... 
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•C i :.· ·~t~ ~~ • ~ 
~ ,"·-~ rwr~ . " ,:· . 

(c) Travel costs incurred in the normal course or ove~all 

~.""' .-• . · .. 
1 ~' o ' ·t • I ' 

:-- ~..... ~ • • 1' ~~-, • ·~-.L~~-.-... ~~---~<:~·-_.1· .· 

fal ~Travel costs dire~tly attributable to specific c~ntract · 
': • ~ \ ? ' - • • .! . .... ,. : ' J, '', •• , ' I •' • '• J, ;' ; I • _,.. ~. • 

., ... :.·.·.perto-ce are a:D.owble and. ·:may be charged to the contract in ac~ordance 
. ., ' ~ . .· . . ·''· . ··'.. . ... • . . . . ;' .~ ,; :. . . ~ .;t (J,;'f .' :<:~ !'1 t 

. "''i(.... ,~;·.w.tth the principle ot cifrect costing (See ASPR lS-202). 
~ 'f 

~· ' ' 

(e)' . Nece~s817 1 reasonable costs of family .mo~~~ts and personnel 
... , , .. ,. .. ·· ·.·. :. . : .. .t··:.;,; ' ; . ""'' ~,.~-~::....:·~~.'.". ·. i.\~:J~' . 

! ' . movements''of a special or mass nature are allowable, subject to 'allocation 
.; ..... - .. , ... ~. ····l'· .... · ·' .. \':... ;. .. . ~ ':- - ;: ,. ; . . •:_ .. , . ":~,~c.'·· ·, 7 .:~··e 

f .·tj :··ori ··the~~baids of work ol- time period beneti ted when appropriate. (Bu.t see 
· :~; t~ :3 : ... r~ fl. -'·: 

. ,I-,_. 

"::' t ;;~·. .... ..:: .. ~~~ 

., l·- .• .. :i' 
< •I 

·.;· 

·:J'· 

v .. ·,..'! 
.,.) , ~·~· ' 
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Part· 6 - Guidelines for Application in the Negotiation 
. and Administration or Fixed-Price Type Suppl7 

and Research Contracts with Organizations other 
Than Educational Institutions and in the · 

.. Negotiation of Termination Settlements for 
the Convenience· ot .the Government 

1S-6oo Scope ot Part. ~s Part provides guidance !or the.use of 

Pa~ 2 of this Section (1) in the ev8J.uation or costs in pricing or nego

.tiated fixed-price type suppl:r and research_contracts and subcontracts with 
- . . . . . . 

·~: organizations ot~er than educational institutions, in those instances where 

such evaluation is required to establis~ prices tor such contracts. and 

(ii) in the negotiation _or termination _settlements·. 

lS-601 D'etini tion or Fixed-Price Tzpe Contracts. "Fixed-price type~ 

contracts include, tor purposes ot this Part,. the followings 

,.· 
_: 

· (i) . firm· fixed-price contracts (.ASPR 3-Lo3~1) 

. (ii) · tixed~price contracts with escalation (ASi-R· 3-403.2) 

(iii) fixed-price contracts previdi.ng tor ~e redetemination 

ot price (~ 3-¥>3~·3) 

(iv) fixed-price incenti:ns contracts {ASPR 3-h03.4) 

{v) non-coat-reimbursable portion of ~me and materials 

contracts (ASPR 3-405.1) 

·(v.L) labor-hour contracts (.ASPR 3-4oS.2). 

. lS.;;.602.· Basic Co~Siderations. : (a) ::Under fixed-price type contracts, .. 

the ·negotiated price is. the basis tor -p~ent to a contractor whereas allowab~e 

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

Accordingl:r, the policies and proceduz-es of ASPR Section IIr, Part 8, are 

Tab A· 
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governing and_shall be rollowed in' the negotiatio~.ot fi~ed-price ~e 

contracts. Cost and accounting data may provide gUides ro·r ascertaining 

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

criteria, or standards may tumish. equally ~liable guides to tair can

pensation.. The ability to apply standards. ~t business· judpent as distinct 

trom strict accounting principles is at tne heart or a negotiated price or 

settlement. 

{b) Among the different types· of fixed-price ~e contracts, 

the need for consideration of costs varies considerably as indicated below: 

,.· 

;; . · .. ··. 

{i) RetrosP!ctive Prl.ci!l! and Settlements. In negotiating 

firm fixed prices or settlanents for lllrlc which bas· .been 

completed at the time of negotiation {e.g., final nego- · 
. . · ... · . . ../\ 

tiat1ons under fixed-price incentive contracts, ~eter · 

mination of price attar completion of the l!lOric, or 

negotiation of a settlement agreement under a ccatract 

teminated·.tor the convenience· ot the Govermnent); _the 

treatment of costa is a major factor in arriving at the 

amount of the price or settlement. However, even in 

the~e situations, the finallY' agreed ·price· or settle-
; . . 

ment 1!J8.1' represent :something other than the sum total.: 

ot acceptable costa plus profit, since the final price 

accepted b,y eaCh party does not necessari~ reflect 

agreanent on the evaluation of each element of cost, 

but rather a final resolution of all. issues in the 

negotiation process• 
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·· . _(ii) Forward Pricing. -T.he extent ~-which costs infiuence 

forward pricing· Varies gre·atl)" t~ case 'to case. In 

negotiations· co~ring future work, ac.tual costs ~~ot .· 

be known ,and ·the. ~portance ot cost estimates depends 
. .·. . 

-on the circlm1stances.- .. The contracting officer must 
... ·. 

consider all the factors affecting the re·asonableness 

ot. th~ total·. p~secl price, such· as the technical'· ·_ 

FOdu~tion or ~~azi~ial r.l. sk as aWned, t~e · complexi tT. 
of wrk, the extent ot ·competitive pric~, and the ._. 

contractor• a re~orcl tor etticiency, econODIT·. and . ·· .,~~--
. . ~ 

ingenuit,', as well as available· cost estimates• He.: . . . . . .. ·:. 

must. be free ~- baijain tor a total pri~e· which·--,~-·;:~. 

eqUi ~l;r diatr:i.b~tes the risks between:~ the contractor 

· and the Goverment -~ provides incentives tor efficiency 
. ..·. . .. 

and cost re&ic~~n. · · In negotiating ~c~ a price, .it is 
• • • • ' 0 

not possible to 1dentif7 the treatment ot sp·ecitic c·oat 

elements since the bargaini~ is on a· total price basis. 

Thus,'· While cost dat~ is otten a valuable. aid, it-1411. 

. n~t ~ntrol neg~tiation ot prices tor work to be p~ 

1~6o3:: .. Cost Principles and Their tree. (a) When;· pur5uant to AS~ 1S~601, 

costs· are to be considered_ in ·the 1\egotia~on ot fixed-price type con~racts, · 

Section xV·, Part 21 shall be used as a . gUide in. the eval~t.tioD ~-t c.ost data 

requii-ed to establish a fair and reasonable price in conjunction· with other 
. . 
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~ .. 

Draft 
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perti!Umt .. ednsiderati.ons as set forth more tully in ASPR Section In, 

Par. 8• 
··.•··· 

(b).· In retrospective pricing, whSnever an occasion arises in 

which acceptability of a specific. 1 tam of ~oat . become~ an 'issue, Section XV, 

Part 2, 11111 serve as a guide tor the ccmtraCting officer in·:.hi·~. conduct of 

negoti~tions. 

(c). In appl1ing Part 2 ot this Section XV .to fixed•pr.l.ce 

. . contracts, contracting ·officers villt ( i) not ·be eXpected . to negotiate·· 

~eement on ever.r 1ndiv.ldua1. element ot coatJ and (11) be expected to ~e 

their judgment ·as to the degree of. d~~l in which they consider the 

indiv.ldual fu.ementa of cost in arr.l:ring at their evaiuat1<11 ot total coa~, 

where such evaluation is appropriate. Hoveve~, · the negotiation. record · ., 

. __ ,·. ,-. :. : should tull7 substanti-.te and jutif7 the 'reasoning leading to atrr nego-

. . 

~~ . 

.. 

tiated price. · 

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

submitted bt contractors tor use iJl negotiating prices,· it Jll8.7 be·.necesa&rT 

to obtain breakdOlmS or account 8Dal788S iD. respect to sane. coat items 

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

stance; as stated in the principles. . Contracii9r~ will be e~ected to be 

resp~ve tO reasonable .requests tor d·~ta ot thi~ ld.nd • 

. ..... 
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. · /?c #. • tr.~ ~~ . ~p~ 
Honorable Perk:l.ns !ot:Guire · J.:? . . . 
Assistant Secretary of Defense · : . 

{Supply and U>gistics) 
The Pentagon 
Washington 251 D. c. 

1-tr dear Mr.· McGui~: 

In accordance ~th your suggestion of October 151 
1958, maQ.e .dl¢pg the joi~t· ~n~Us~ry-govermnent conference, 

.~.We ·are subini tting hereWi til a· further amplification of the 
.. vi.eY.s of the· Michillery ... a.nci Allied ·Products Institute 1n ~re-
.. ~ to ~e pJ;-oposed. adoP..tio~ ·of a· comprehensive set of ·~on
tract cQst prulcipl~s-. ~s statement is presented in ~ 
b~ of ·the ·capitaJ..goOd$· and all1ed equipment industries. 
AlthoUgh,· .. ~s· .YQu know, lD8.IlY: of the companies in these 1ndus
tr1es are ilJiportant governtDe.nt prime and SUbC()Dtra.ctorS 1 the 
bulk of their -production falls in the commercial area. 

. ~ . we expr~ss once more our appreciation for the 
persoriSJ. 1~e;.est Which. yeu attd Secretaey McNe11 have taken 

· .tn this sul;)ject., as. evid¢llcf!d by the· October ~5. conference· 
8.p.d by· your ~lliilgiless to receive supp~ementary wr1 tten · 
·ata.t~ts. of ind.~str:r .vie:Ws. · Idea.J.J.y, we ~ght have hoped 

. tor ad_¢lt~onal. time i:r;l which to file" .our supplemen~ state
ment 1. QUt. W ~e =ost .. allx:f.QUs to COmply w:l. i;ll the filing dead
li-ne -of :ti'ft•en days tram .the date· on which the transcript ot 
-the Octob~r 15 .meeting was received by this organization.· 

. In our opinion., the proposal for .application of a 
set of· cOJUprehen~1 ve cost principles to· all types of negoti~ 
~ted contracts ~comes who~ mea.n:1ngi'ul only as we relate 
it to developmE!i:lts in 1;he entire field of national defense. 
For this reason· we. ehould like to review brieflY the histor:r 
ot this suggestion and--before proceeding to any detailed 
examination ·of the proposal itse~--to .set it aga.:l.nst the 
~cltch-op of our·- total national.' defense program, considering 
it in this· _broader .p~rspective. - ~~ ;.... ..·':. ·: ., 

.... ;" 

. ... .. . ~., ... ; .. ., . -.. . .. . ~ 

~· .... ·~ ~:, . .. ,_ ~ 

~ .. • •· ~' A'-' ~• ,. •" '• • 
.... ·' .... :':... '"". 

' ' ... ~ " ... 
~ .. - ... .. 
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WALTER Y/. TANGEMAN ••••• ella ..... ' .:. • ·.:· ·.~ -· 
·MACHINERY Ia ALLIED PRODUCTS INSTITUTE. AND ITS AFFILIATED ORGANIZATION, COUNCIL FDA 
TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GDODI 
(THE FACILITIES OF PRODUCTION, DISTRIBUTION, TRANSPORTATION, COMMUNICATION AND COMMERCE) 
IN ADVANCING THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES 

... CloociMMI .............. c-.~ 0. 

WIWAM L W!AILY • • • • • • "-sideffl 

' . ··---- -~---~-=-- -··. 
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The antecedents of the ;present proposal.--For some years the Depart
ment of Defense,. acting partly upon its own motion and partly by reason of 
suggestions from Congressional committees and the General Accounting Office, 
has attempted to develop a set of cost principles which could be applied to 
negotiated, fixed-price contracts as well as cost-reimbursement contracts. 
This process, covering a period of some four or five years, is an outgrovth, 
of course, of developments dating back to the World War II use of T. D. 5000, 

· the War and Navy Departments' "Green Book, 11
• 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 development, culminating in the present proposal, 
contains one interesting experience that is especially relevant to the uocument 
here under consideration. A Munitions Board memorandum of November 151 1949i: 
~ch limited the mandatory application of ASPR cost principles to cost-type 
contracts, nevertheless permitted their use "as a wrld.ng guide" in fixed
price negotiations. In practice the wrking guide assumed the status of a 
rigid standard and, f'or this reason, permissive authority for the use of cost 
principles in cozmection with fixed-price contract negotiations w.s revoked by 
Department of Defense InstructiC?n 4105.11, November 231 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 reawra.isal.--This recital of the present proposal r s 
history is important, we think, because of some startling recent developments 
in mill tary 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 careful 
re-examination of all procurement policy and procedure. We believe that you 
should g1 ve pr::l.ma.ry' .consideration to the question of whether· or not the pro
posal for a comprehensive set of cost principles drawn in the form of Section 
XV of ASPR--'Which has never been a completely sound proposal in our judgment-
may not be altogether inappropriate at this time. 

The Soviet Sputnik.--As we have noted, the case for application of 
ASPR cost principles to all types of negotiated contracts has developed during 
the post-World War II period which culminated in the launching of an earth 
satelll te by the-" Soviet Union. _This latter event, marking the daw 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 recozmnendations for enlargement and im
provement of our national defense in terms of m.1-11 tary programs and weaponry-
with which this statement is not directly concerned-.;. the Johnson Subcommittee 

' \ 
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recommended in connection with stepping up the tempo of our defense effort a 
simplification of our mill ta.ry procurement procedures. With this latter recom
mendation our statement most emphatically is concerned. 

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

"We have great confidence in the vitality and initiative of 
American industry. . The free competitive system which has 
enabled our nation to achieve unheralded industrial advances 
should be able, as it has in the past, to achieve mill tary 
weapons superior! ty second to none. But, as Professor Li v
ingston of Harvard so aptly pointed out when he testified 
before the Preparedness Investigating Subcommdttee 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 are~s, 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 aggres·sion, then 
we must make fUlJ. use of the inherent characteristics of the 
American industrial system which give it· vigor and strength. 11 

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 devel
opments 'Within government itself'. First,: it seems evident that the Mill tary 
Services themselves are undertaking a fresh appraisal of the awesome technolog
ical problems thrust upon them by the Space Age. There is evidence, moreover, 
of a desire on the part of the Services to share increasingly with private 

• industry the .technological and financial burdens thus created. 

General Quesada, newly appointed Administrator of The Federa.J. Avia
tion Agency, bespoke this attitude in a recent speech in which he suggested 
that industry and government must "start work immediately- on -working out some 
new concepts embracing the ways in 1m.ich we reward industry• s efforts for 
scientific and technological development of advanced weapons." · The report of 
the ad hoc Committee on Research and Development of the U. S. Air Force ('\ 
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Scientific· Advisory Board--the Stever Report--emphasizes the same point in 
these vrords: 11 Contracting procedures should be changed to give contractors 
greater incentive to do research development wrk 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 Gongressional study--would seem to offer fUrther evidence of 
a new look by Congress at the ~ole question of providing incentives and re
moving disincentives to l;IlOre efficient production· of war materiel. · 

Within the framework of the Armed Services ·Procurement Regulation . 
itself we find w.L thin recent months substantial improvement in regulations 
relating to pricing policies for negotiated contracts and in the acquisition 
of contractor's proprietary technical know-how. This 'Whole complex of state
ments ·and action had encouraged us to believe that a new spirt t ~s. abroad in 
the whole area of government procurement. Unhappily, the dogged pursuit of 
this proposal for an across-the-board·application of cost principles seems to 
tis wholly inconsistent ~th the current emphasis on the new spirit described 
above and would~ in our judgment, represent a serious backward step •. 

Let us turn now from the background of this proposal to a more de
tailed examination of specifiq questions 'Which it involves. · 

Considerations ·of Public Policy 

In the recent industry-Department of Defense conference on. this 
subject, repeated ~eference was made by government. spokesmen to considerations · 
of :public policy, partiGula.rly as they dictated the disallo'Wance of certain 
items of expense regarded by industry as normal costs of doing business. 
Although raised for the most part in connection ~th the discussion of spe
cific items of. cost, we suggest that ce~n ove~ding considerations of 
~blic policy apply 'With even greater force to the· question of the appllca
bili ty of contract cost principles w1 th which this supplemental statement is 
pr1ma.r:Lly concerned. · 

A reading of the Armed Services Procurement Act (10 USC 2301 et seq.) 
in conjunction 'With its principal ad:m:Lnistrative 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 1d th the point only 
by indirection, ASPR, we think, harmonizes completely and specifica..l.ly 'With 
legislative intent in according the next order of priority in procurement 
preference to the firm, ~xed-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 
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and services. from responsible sources at fair and reasonable prices, calculated 
to result in the lowest ultimate over-all cost to the government." 

We regard these propositions as central and fundamental policies of 
Defense procurement to which all other considerations of public policy--from 

· whatever source drawn or imagined--must be subordinated. Moreover, we cannot 
believe that policy demands a broadened application of proposed cost principles 
if, as a result, "ultimate over-all cost to the government" is increased. And 
this is precisely the result we predict in that eventuality. 

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

The real issue to be decided.--The realities of the situation as well 
0 ). as the evident concern of your staff with questions of public policy demand 

~ 't' that the resolution of· the question now before you be based upon the broadest 
. possible considerations of public policy •. 'Ihis being so, the issue to be de- . 

· ·.~.~\ · cided may be stated very simply: Would the present proposal for application /~"'\\ 
S'' of contract cost principles in their present form to all ty:pes of negotiated 

contracts serve the public intereat1 

We do not believe that it would. 

'!he Present Proposal 

In turning to the applica~ility 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. 

'lhe principal change in procurement practice to be effected by 
adoption ot the current proposal would consist in applying a revision of the 
present ASPR. cost principles to fixed-price as well as cost-reimbursement ty:pe 
coi;Ltracts. . Having in mind the effect of the proposal's adoption upon the 
broad public policy cpestion posed above, -we should like to consider it in 
te~ 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, ita. effect on subcontracts, its effect on contract termination, 
and ita effect upon the normal incidents of contract negotiation. 

'lhe . nature of the proposal. --As a part of the colloquy on the ·subject 
of applicability at tb.e recent Pentagon conference, the observation was made ,~ 
tbat industry spokesmen were confusing the applicability o.f proposed cost · \ 

' \ 
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principles. 'W1 th their content. We submit that one can no more consider the 
results ·of applying this proposal 'Without considering all fom- corners of 
the document than one could judge the worth.of a horse without examining the 
beast. What, exactzy, 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 

\(~ nciples followed by an extended and detailed specification of costs which 
k \1 a.l.lowable or unallowable in certain contract si tua.tions. Experience per-

t\ ) } s es us that in a practical. contra. cting situation the statement of principles' 
f\ _f ch as it is, will be disregarded and the contract administrator 'Will rely 
~~ ~ pon the specified list of allowable or unaJ.J.owable costs. M::>reover--and de

spite protestations to the contrary with which we shall deal later--the extent 
· ~kl ·of allowabili ty or unallowabili ty of any 1 tem of contract expense identified 

~ in these "principles11 would almost certainly be the same under either a cost
reimbursement or a fixed-price type contract. 

"" 
We have reiterated these elementary propositions only because we 

regard them as fundamental to any consideration of the applicability of the 
proposed cost principles. " 

The proposal's effect on fixed-price contra.cts.--Having in mind the 
basic and unavoidable character· of this proposal, we rei tera.te an argument 
'Which we have advanced repeatedly in the past that promulgation of a "compre
hensive" set of cost principles applicable to both negotiated, fixed-price 
and cost-reimbursement type contracts will serve to convert fixed-price con
tracts--in one degree or another--into cost-reimbursement agreements. We 
regard this result as inevi "ts:ble, both as a matter of logic and as a matter 
of experience. 

In their present form the proposed cost principles represent an 
artfu.l piece of draftsmanship and an evident effort to respond to. prior indus
trY criticisms relating to the !nevi table effects of an across-the-board 
application of cost principles. Specifical.ly, the proposal declares that 
cost principles are to be used (1) "for the determination Of11 reimbursable 
costs or cost-reimbursement type contracts, a.nd (2) either {a) "as a basis 
for" the development and submission of cost data. and price analyses--in sup
port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu
ation of cost data" in retrospect! ve pricing and ·settlement or "as a guide in 
the eva.J.uation of cost data" in forward pricing. 

. The excerpts from the regulation quoted above are, of course1 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. ~ve believe, nevertheles~, that this distinction, however nicely drawn, 
will become a distinction without a difference in practice. 
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A chronology of the process by which the present phraseology of 
applicability came into being may ·be instructive. When this proposal was 
first publicly mooted in Mr. Lloyd Mllit 1 s letter of May 28, 1956, the Insti- . 
tute called attention to What we regarded as a built-in weakness in the pro
posal--" •• •we urge that any generalization of .contract cost principles be so 
framed and administered that it ma.Y not serve as a. deterrent to greater em-· 
phasis on firm, fixed-price contracting. rr Doubtless, other industry associa
tions had the same concern. 

The September 10, 1957, draft of. this proposal attempted--w:f. th 
someWhat less than complete success--to avoid this change by careful distinc
tion as bet~en the proposal's application to fixed-price contracts- and cost
type contracts. Our comments of December 16, 1957, once again pointed to the 
impossibility of a distinction in practice·. 

Apparently unsatisfied with this attempt, as was industry, Pentagon 
draftsmen have ·tried once more vi th the greatest care and the utmost sincerity 
to overcome this problem in the language quoted above. We commend the effort. 
We cannot fail, hovever, to entertain grave doubts as to the ma.Illler in which 
this theory of differing applicability will be treated in actual procur~t 
practice. 

The almost inevitable obliteration of any distinction in actual - :~ 
practice is illustrated by a. landmark decision of the Armed Services Board 
of Contract Appeals, the Swartzbaugh case. As you will recall, the question 
_involved a dispute over the interpretation of a contract price revision art-
icle. The contracting offic~r sought 'to apply present cost principles. In 
its opinion the Board said "in contradistinction to a cost-reimbursement con
tract, Form ·rv of the Price Revision Article depends ·on negotiation and its 
sequel, compromise. Under contracts calling f'or 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 disallow.nces 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 Appea.J.s applies equally 
to the negotiation of price under any type of f1xed-p~ce contract. We be
lieve the philosophy of the Swartzbaugh case is entirely correct, but we 
think this philosophy wuld be largely destroyed by adoption of the proposal 
here under discussion, and The Pentagon's ow past experience with the M.mi
tions Board memorandum referred to above further convinces us of this result. 

\ 

The proposal's use in "cost-related areas" .--The case fo·r an across
the-board ~pplication of contract cost principles appears to rest finally upo~ 
the proposition that such a standard is required for examination of "cost- : 
related areas11 under both fixed-price and cost-type contracts. A corollary 
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proposition holds that a cost under a fixed-price contract is no different 
from a corresponding cost under a cost-type contract and that both should, 
therefore, be judged by reference to the same standard, i.e., a coiimlOn or 
comprehensive set of cost principles. 

He think no one would argtie seriously that there is any. essential 
difference between an item of· expense under a fixed-price contract and a simi
lar expense under a cost-type agreement, nor that the manufacturer incurring 
either cost must recover it in the selJing 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 vd th a theoretical exercise but a 
practical procurement situation. Let us consider the effects of tlie theory. 

Assuming a 10 per cent fixed fee under a cost-type contract, this 
minor part of the 'Whole price is the absolute limit of the contractor• s risk 
and thus the limit of possible incentive. Conversely, a fixed-price contract, 
~th no predetermined f'ee or profit, has a much wider area of risk for profit· 
or loss and, logica.lly, a much greater degree of incentive to the contractOr. 
M::>reover 1 it is ·precisely because the range of incentive in the latter case is 
so much greater than in the first that fixed-price contracting is preferred as . · 
a matter of policy. 

This contrast goes to the very heart of our case against a compre
hensive set of cost principles just as the propos! tiona recited above consti
tute--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 prin
ciples in pricing or repricing fixed-price agreements will very greatly reduce · 
the area of risk and the incentive possibilities of such contracts. Insofar 
as ucost.;.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. 

F!na.ll.y', we should like once again to point out that fixed-price 
negotiations ·will d~generate 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 f1rm1 f1xed-price agreements let either by 
formal advertisement or direct negotiation. An excellent capsuJ.e statement of 
this preference has been made· by a leading contra.ct pricing authority, as 
·follows: 

' \ 
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"Our objective then is to negotiate a contract type and 
price that includes reasonable risk and provides the contrac
tor with the greatest incentive for efficient and economical 
performance. In a.l.l cases it is basic to our pricing philos
ophy t~at a contractual arrangement lacks incentive until we 
reach a firm agreement on price. The firm .fixed-price con
tract obviously supplies this incentive to the fullest degree, 
and it is the type preferred in the Department of Defense. We 
also prefer fixed-price types of cost-reimbursement types and 
firmed fixed pricing over retroactive pricing." (Underscoring 
supplied. )/J:. . 
We concur completely with this statement of policy. Moreover, its 

emphasis upon retention of maximum in~entive to efficient performance is en
tirely consistent w1 th the observations of General. Quesada to W'h:Lch 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 i_n-
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 simp4' to rein
force the statement of our conviction that the cost-reimbursenient process has 
a built-in disincentive character Wich now, in our judgment, would be trans-
ferred to all fixed-price contracts by adoption of the present proposal. . ,~\ 

The Institute firmly believes that the present4' 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 
,. 1 ·the price fixed prior to the incurrence of costs through contract performance. 
Y/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 han. d1 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 11 ttle 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 orig:LnaJ.ly hoped-for profit will be complete~ consumed by costs. Thus, 
under fixed-price contracting, the contractor's incentives and his concurrent 
risks are max:f.m1zed. 

y Lt. Col. George w. Thompson, nThe Pricing Significance of Contract 
Types Used in Negotiated Mill tary Procurement, 11 XVIII Federal Bar 
Journal., No. 2, April-June, 1958, p. 136. Lt. Col. Thompson was 
recently aw.rded the ·legion of Mer! t for his outstanding contri bu
tions to Air Force procureme~t. 
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. . The proposal's effect on subcontracts •--The manner and degree. ln · 
which the proposed cost principles woUld apply to subcontracting are not en

. tirely clear from the draft proposal. · Never~eless, 1 ts refe~ence to 11 the 
use of cost principles and standard~ ••• in contracting and subcontracting" 

' (Par. 15-101) clearly implies a fairly .extensive application.· .. 

In the vast ma.jori ty of cases no privity of contract exists between 
a defense subcontractor or vepdor and the goyernment-•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 X!/ and vi th 
·his costs examined by. reference _thereto, may be ·placed in the situation of hav
i~g 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 ow. ·It seema to us also that 
an already overpowering and. very costly apparatus of contract administration · 
Will be t\lrther enlarged and normal. commercial relationships between contrac-
tors vill 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. specificaliy 
to exempt f:rom their application all subcontracts 'Which lack privity with the 

. government. 

The prowsal' s effect on terminations.--In its present form the pro- · 
posed set of contract cost principles wuld apply to the allow.nce· and dis
allowance of costs in termination settlement~. It would.+eplace the considerably 
more liberal set of special termination cost principles presently found in 
Section VIn of the Armed Services ProcUrement. Regulation •. 

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

Rather obviously, a·contractor is in no way to b~e for a decision 
to terminate its contract for the convenience of the govermnent. The equities . 
of the sitUation seem to us to demand a more liberal treatment of .accrUed 
costs than wuld be permitt.ed under this proposal, and the fact that cost 
p·rlnciple.s now ap]?earing in Sectio.n Viii of ASPR are, in fact, considerably . 
more liberal, would seem to indicate .that this point has been recognized in.the 
past. M::>reover, no just·ification has been offered for a f'ailure to continue to 
recognize this. · 

' \ 
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The ;pro;posal1 s effect on the ;process of contract negotiations.--Yle 
have already voiced our concern over the virtual certainty that adoption of 
the proposed set of com.prehensi ve 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· ana~sis in every negotiated procurement. In 
the absence of competitively established prices available to the contracting 
.officer, his fuJ.fillment 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 wi1l 
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 arbi tra.ry manual of 
cost allovance and disallowance? Second, assuming· a pre-contract audit, what 
form will that audit take and to what use wuld it be put? 

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

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

. . . 

columns, 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 
Board levels in accordance w1 th the cost principles 
applicable to the particular type of contract involved. 11 

(Underscoring supplied.)~ 

John Green, "costing and Pricing in Contract Appeals Procedures," 
XVIII Federal Bar Journal, No. 2, April-June, 1958, P• 189. 

. ' .. 
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This statement makes clear that advisory audit reports on contractor
furnished data presently include an. itemization of "unallow.ble" estimated 
costs. To wat extent such "unallowa.bill ty" is presently based on ASPR 
Section XV is not at all clear; if Section XY is now made directly applicable 
to fixed-price contracts there can be no question as to the source of such' 
"unallow.bility." Indeed, such advisory audit reports would probably serve, 
under ·a broadly applicable set of cost. ·principles, as the basis for unilateral 
disallowance of expense 1 tems now proscribed by the proposed draft of compre
hensive cost principles. 

Faced 'With an "advisory" audit report based directly on a revised 
Section X:V of ASPR--as here proposed--and 'Which "advises" him that many of 

·the contractor• s costs are "una.llow.ble," can we expect our hy:pothetical con
tracting officer to engage iri 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 stul.tified_ by this develOpment. 

Thus,· 1 t seems to ·us that the fictional. character of the distinction 
nov sought to be drawn between the application of cost principles to fixed• 
price contracts and to -cost-type contracts {see page 6, supra) is amply illus-· 
trated. 

The ;proposal1-s effect on the "m Costs" concept.--Just as we beli-eve· 
the adoption of this proposaJ._ wuld 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 llhich are pres~tly disallowed under cost-type contracts. 

. Consider once again the. rr advisory" · audit report to our hypothe~ica.l 
contracting· officer 'Who is directed by the regulation "to employ Section Y3 of 
ASPR as the basis for the evaluation of cost infor.mation •••• ~enever such in
formation becomes a factor in pricing, repricing, etc., •••• " This means, of 
course, that some thirty-odd S:Pecific elements of normaJ. business cost are to 
be regarded as unacceptable and are to be disregarded in arriving at a con-
tract price. · 

The Institute has loDg objected ·to _the arbi tra.ry and categoricaJ. 
disallowance -under cost-type contracts of such items as advertising, selling 
expenses, etc. We have thoUght such rejection economically tinsound and, in 
the long run, un'Wise from the standpoint of both government and industry. To 
ad.o:Pt the proposal for a comprehensive set of' cost principles will compound 
the direct subsidy .to the government--and the correSJ;>onding disadvantage to 
other customers of a government contractor--which such disallowance necessarily 
requires. · 

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

Specific Recommendations as to ApPlicability of the Present Proposal Surmnarized · 

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

I 

2. That if the Department of Defense desires to pursue the goaJ. 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· ll and 12 of our letter of December 16, 
1957, copy attached. 

3. That· if a set of cost principles in the approximate form of 
X:. \ this proposa.J. is tO be published that certain specific exemptions · l\V be made to its a:pplicabili ty, as summarized below: J ' CV(a) 

(b). 

That contract cost principles be made speo±fical.ly in- · 
applicable to (l) 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 Sec
tion VIII of .ASPR be retained for application to 
contract termination.) 

That as to all other tyt>es of fixed-price contracts, 
general principles only · (enumerated in Pa.ra.gra.phs 
15-100 through 15-203 of the proposed draft) as dis
tinguished from that portion of the draft which 1is a 
catalog of al.lowances and disallowances {15-204 11 Appl1-
cation of Principles and Standards11

) be made applicable 
to such contracts. · 

Applicatiqn of Principles and Standards 

- The Institute has commented repeatedly in the past on the proposed 
comprehensive cost l)rincip1es 1 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. 

I We do want to acknowledge significant improvements which have been 
[\A made by your staff' in the September 10, 1957, revision of the proposed cost .~ 
_ V" principles, particularly in such areas as executive compensation, research r \ 
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and development, and the allo-wance of overtime costa. Important as those 
improvements are 1 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 
sta. tement • 

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

CWS:c 
Enclosures 

Respectfully yours, 

~~ 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

ATIONAL HEADQUARTERS: /JOT 19111 Street, .N. W: • Washington 6, /),C./ REpuhlie ?- ?4?4 

29 April·.:19.58 

The Honorable E. Perkins McGuire 
Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon - Room 3 E 810 
Washington 25, D. c. 

Dear Mr. Secretary: 

N. B. NcLEAN 
Cbczir--, B~ o/ Tnmn~ 

R. c. PALNER 
Pnrirlftd 

R. C. SIMMONS 
c~ ExftCVtfw Comm:. 

R.N.NcFARLANE 
Ex.cutiv• DV.aor 

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

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

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

We again wish to rei terata that many of the diffe.rences of op~mon 
are susceptible to resolution if fully explored across the conference table 
by representatives of Government and Industry. Agreement should be reached 
on the basic principles to be employed before the drafting of the cost prin
ciples is completed. 

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

Sincerely, 

Jas. D. Boyle 
'Director of Committees 



N. B. Wc:LEAH 
C~ B-.1 o/ Tnmn• 

NATiONAL SEC.URITY INDUSTRIAL ASSOCIATION R. C. PALMER 
PfWn-.., 

R. C. SINNONS 
C~Niir-. EJC«Vtru. eo-ntt-

R. N. McFARLANE 
. E'"Clll"'- I>inaar ,TJONAL HIADQUARTIRS: 1 /Oi',l!JIII Slreet; H.IY. • Was/zing ton 0. lJ. C./ REpublic ?- ?4?4 

2 May 1958 

TRANSMITTAL MEMORANDUM 

. To: All Official Representatives~ NSIA 
All Members, Procurement Advisory Committee 

Contract Finance Task Committee and Panel 
Contract Negotiations Task Committee 
Contract Terminations Task Committee 

Subject: NSIA Proposal for a Comprehensive Set of.Cost Principles 

The efforts extended by your Contract Finance Task .Committee 
for over a period of a year have culminated in. the attached proposal 
of a Comprehensive Set of Cost Principles, which was submitted to The 

· Honorable Perkins McGuire, Assistant. Secretary of Defense (Supply and 
Logistics), under date of 29 April 1958. . . . · 

It is hoped that our request for ~ meeting with Mr. M~Guire· 
and his Staff will be favorably consider'ed and· that such a conference 
can be held at an early date. 

WFR/jtm. 

Attachinent: 
Transmittal letter to OSD: 

Si-!lcerely, 

·William F. Romig 
·Committees Executive 

NSIA Draft of Proposed Comprehensive 
Set of Cost Principles. · 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

Draft of Proposed Comprehensive Set of Cost Princ~ples 

February 10, 1958 

Part 1 - Introduction 

100 Scope of Statement 
• 

This state~ent sets forth in general ~e~ms contraqt .cost principles and standards 
to be used as a general policy gUide in the negotiation, administration and term
ination of contracts. 

The Statement consists of five Parts as follows: 

Part 1 - Introduction 
~art ·2 - General P~inciples and Standards 
P~t ) -·· Appllcat~on o~ Cost .:Prinqipl:.es to Co~t Reimbursement Type Contracts 
-Part.4- Application of Cost Principles to Negotiated Fixed Price Type Contracts 
Part 5 - Cost Interpretations 

101 Purpose 

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

{1) To ~dentify those categories of costs rec .. orded in a contractor 1 s account
·ing rec.ords which represent· normal and true costs of doing business, and 

( 2) To set forth .acceptable methods f.or allocating costs and expenses· to the 
contractor 1 s business and, where required, to contracts or other detailed 
segregation. 

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

(1) 

{3) 

Government. ~udit pers_onnel in establishing the scope of their examination 
of contract'o~s r acco:unts and in -evaluating the propriety of costs allo
cated to contracts as shown by contractors• accounting records • . 
Gover~ent procurement personnel in reviewing,_ analyzing, and evaluating 
.accounting data. prepared by contractors· or auditors relative to con
tracts~ and in negotiating prices, price revisions, payments and settle
ments on contracts. 

Contractors in preparing estimates for negotiation with procurement per
sonnel where applicable, arid in preparing cost analyses where required. 

102 Use of Cost Data in Contract Pricing - General 

The general cost principles and standards s_et torth in this Statement are not 
intended to be rigid rule$· for cost determination but rather to act as a broad 
framework to be applied with disc;rimi~ti.on and ·judgment. In each individual 
case, the nature of the industry and the policies and practices of the contractor 
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102 Use of Cost Data in Contract Pricin9 - General .. (Continued) 

must be recognized and evaluated. 

With respect to the ~se of cost data in . connection wi'th contract pric.ing, the fol
lowing basic principles shall-be considered: 

(a) .The.primary objective qf the Government is_ to procure. supplies and services 
·rrom.re~po~sible sourc~s at fair.~~d reaso~ble prices to both the Governm~nt 
and the contractor calculated to·'r.esult in ·-the lowest ultimate overall cost ·to the Governtne·nt ~ving ·.9-u~ eqnsi.de.r~-tioh-_to _s'\lch fe[lctors as capability or 
quality of per:f'or~rice,. ability to· meet ·specifications, delivery in accordance 
With required · sched.uies, and advancement of the art, or improvement in the 
product. 

(b) The scope of work involved in each procurem~nt ~hall be evaluated to determine 
the most desirable type of contract for the Government and the contractor. 

(c) In the negotiation_~nd ~Oministr~tion or· !~xed price type contracts (includ-
. ·ing price r·e·d~te.rminabl~ and i.nc~ntive type:s). the objective shall be to nego
tiate _a fair and rea~ona}?l~ :_pri'ce ip t:rhicb due weight is given to all relevant 
factors. In est~bliShing pric_es ·t,mder negot~at,ed contr~cts, educated judgment 
and not mechani.cal rules or mathemat'ical formulae based on costs shall be used. 
·It follo.ws tha,t pricing d~qisions.Sb,all hot be made on a basis of a determina.
tio~ of cost p~u$ a percentage of cost •. Specific agreements need not be nego
tiated wi. th contractors a:s_ t,_o the indiVidual elements of cost except when it 
may be desirable to do so to. cover. special or unusual items. 

(d) Costs shall not be cons_id~_red an important factor for determining· prices . 
un4er !i~ed price contracts When other valid and adequate criteria are avail
able •. Ex~mples or. pr~cing criteria, other th.an cost_ estimates, which may be 
valid and adequate in particular cases for n-egotiating prices include (but 
are _not necessarily limited"to) the following: 

(1) Competitive price proposals, 
(2) ·Published market prices, 
(3J- .Catalogue p~iees o~ pri_ces otllerwise established, ·and 
(4) Pr_eviou_s procure!rient price ex:J)erience on the same or similar items, with 

appropriate al~owances tor changes in qualtities or specifications or 
changes in labor, materials, ·and other cost indices. 

{e) -Prices _established by· competitive bidding eliminate the need for cost esti
mate·audits a.nd are pe.rfo:rmed whenever circumstances permit. In the case of 
contract terminations,· cost audits may be required. 

(f) ·Profits are considered reasonable and just when based on performance measured 
by such factprs as iinproveme·nt in the . kilowledge of the art, efficiency, risk 
and relative costL_ No~e of these factors are such that they can be measured 
~th precision and the~efore excessive attention shall. not be devoted to lim
itations of profit margins based on rule--of-thumb standards or uniform profits 
rates for companies in the same industry. 
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103 Applicability 

(a) In order i,'or the principles outlined in this Statement to be binding upon the 
Government and.upon a cont~actor, the applicable principles shall be incorpo
rated by reference in a contract as follows: 

(1) Part 2, defining general principles and sta.ndards, shall apply to· the fol
ioWing situations where costs· are a factor in determining price: 

{i) 

{ii) 

{iii) 

All cost rei,.mbur~ement type contracts. where costs relating to the 
contract are reimbursable under the provisions of the contract; 

._Fixed price type contracts {including those with price redeterl'J!
.ina·tion c~aus.e,.s ·and tho~·e Qf the· incentive type) wherever cost 
data. ~re an important ~actor to be c'onsidered in the negotiation 
of pri.c'e, either initially or in subsequent price revisions, if 
any, and 

Termination settlements of the above types of contracts. 

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

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

{b) The proyisions ~f Part 4 with ~e~pect to n~gotiated fixed price type contracts 
are set forth f·or the ~dance of Government and contractor personnel in ·the 
negotiation of prices of sucih'contracts, either initially or in subsequent 
price. revisions, if any, or in termination settlements thereof. 

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

(d) In certain instances,_ it may be desirable to spell out in cost reimbursement 
type contracts ·_those 'items of cost whiqh are· to· be charged directly and those 
contemplated for recc;>ve~y. through in~_ect. costing procedure (i.-e. overhead), 
provided these pr9Visions are in harmony with the principles and standards 

- set forth in t~s Statemen,t. . Under ~uc_h· conditions; the. contractual pro
visions shall govern the tr~atment of-such costs. Otherwise the contractor's 
accounting system· shall prevail in accordance with generally accepted ac
counting principles as set forth in Part 2 of this Statement • 

.. (e) The term cost-reirnburs~m~~1; type· contracts, as used throughout this Statement, 
includes cost or cost-sharing con~racts, cost-plus-a-fixed-fee contracts, 
and the cost-reimbursement portion of time-and-materials. contracts • 

. (f) This Statement shall not apply where cost data are not a factor in establish
ing firm fixed prices, as for example: 
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103 Applic~bilitl (Continued) 

(1) Contracts awarded on the·basis of for~l advertised competitive bids, 

(2) Commercial Article~ fQr which competitive pr~ces have been established 
. in the open '~rk~t and/or which ~e es'tablished in a contractor's price 
lists, forms·, disc·ount sheets, catalogs, or other media, and 

(3) .. Contracts awarded by negotiation on a firPl fixed price basis where the 
· reasonableness ·of · tlle ·price is establishe4 by preVious procurement price 
. eXperie_nce on the same_ or siinil~ it~msjdtp ~djustnients.for price changes, 
wnere appropriate,-- or by any other valid criteria referred to in Para
graph 102 (d). 

· lOL Effective Date of Statement 

The principles a.nd stan,~:rds cqnta~ned in this Statement shall be ·effective for con-. 
tracts or amendriients thereto_executed on or after . . ; or such 
earli·er date ·as may be mutually agreed upon by the Government and the contractor. 
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Part 2 ·- General Principles and Standards 

·200 Scope of Part 

This Part sets forth general pf.inciples and standards. which shall apply to all con
t~acts as prov;decl in raragraph' 10.3. This Part does not prevent special treatment 
of any item of cost by contractual provision. 

201 General St~dards for Use of Cost Principles 

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

(a) 

(b) 

(c) 

Sound pricing dep~nds primarily upon the exercise of sound judgment by all per
.sorinel. co~cerrie.O. Wi '\ih ··the procurement a:nd · the:refo;re cannot be measured exactly. 
Various methods.rnay·be ~qually approp~iate fof arriving .. at fair compensation, . 

. .'and reaso~able variati.oilS: e>t method ariq ~of sound judgment may be accepted as a 
basis for. fair compenaatio·n. The appli~atibn o:r· sound business judgment as 
distinc~ from strict accounting principles. ;is ari'essential element of sound 

. negotiation. The parties may agr·ee up.on a total amount to be paid the con
tractor without agreeing on or segregating the particular elements of costs 
or profit comprising this amount. 

Cost and other accounting data may pr.o~de · guides for ascertaining fair compen
sation_ put are not rig;i4 ·measures of it •. _O~her types of data, criteria, or 
standards may also .fU!_'nish. relia~Je guides to fair compensation. In appro
pri~te cases,· costs tna.y be estimated, differences compromised, or d9ubtful 
questions· settled by agreement i:n·an expeditious manner. 

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

202 General Bases for Cost Determination 

In considering cost data as a ~de for negotiation or for cost reimbursement under 
a contract, the general principles· ~et forth b~l.o~ ··shall be used in arriving at 
fair coropensation. :These prin.c;iples ·are intended to include consideration of direct 
costs' incident to the performance' of the contract, and the allocation of indirect 
costs. In applying these principles,. the following factors shall govern: 

(b) 

Costs must be reason~ble; judgment shall be exercised in-determining reason
a6leness. 

Conformance to generally accepted accounting principles and practices shall 
govern. 

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

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

(a). In determining or ev~luating either.est~mates ()r actual costs of performance of 
specific ct;>ntracts' the. ap lic.ation of the te_§t of reasonableness requires a 
flexibi:Li, ty · i~ understap.. ng -~d .the ex~rcise of . s oun judgment in ea ~ wi. th 
a given situation after consideration 'of all influencing or related factors. 

(b)- ':I'he primary factors to be taken into ac_count in evaluating reasonableness of 
costs include the following: 

(1) Established policies and accounting practices of contractor, 

(2) Prior experience of contractor, and 

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

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

(d) 

(e) 

}I 

(1) Application of business and public policies, 

(2) Size and complexities of business, and 

(3) Prevailing general economic conditions. 

In the negotiation of fixed price type contracts, ;the ~umtrt(j.on Qf reason
ableness s}l~ll b; ac~-~~?-1 Y.j .. ~_o;y~~~~~~:t~..9.~JL~~~9~abl: when measured 
aga~ns"E compell~'t+v~. so.urce_s of supply, g~v1.n.g due cons~derat~on to such factors 
as cap~b-ili ty or quality or'-~ performance, ability to meet specifications and · 
deli very in accordance with required schedules. · · 

As to allow~bility of co_~~~ under cost r_eimbursement type contracts, t~e pre-
-sumptioiJ. o~ :easonablenes·~ _ s~a~l be accepted un~ess t;h_e_ ~t ,.l~ yat~ntly un- • 
:_;asonabl~ _ e~~~~-,~sJ._~,__~Y.l?e :~;'_J..l!l:.?..~~~-.--~e~ measured by apj)IYJ.ng tfie factors 
c~"teaabove. Prior to ~king ~ determ:1.:nat~on of unreas-onableness, the -con-
tractor shall be ·giv:en the opport,Ul)ity to submit data sustaining the cost. ~r 
The burden _of proof ·sp~ll be regard~d as having been met if the evidence 
submitted sustains the'reasonableness of the cost under the circumstances 
in which it is incurred. 

204 Application of Generally Accepted Accounting Principles and Practices 

Generally accepted accounting p~inciples and practices are derived from many 
sources~ They may, "for example, be _c;lescribe4 in professional accounting litera
tu..r~, accredited accoUnting textbooks and in official pronouncements of recog-

' nized asso~iat,ions ,of ac-countants, or they may oecome generally accepted through 
usage by industry and ~he accounting profession.· The publication of research 
bulletins, and. other w~rk of the_ professional accounting associations, has done 
much to establlsh reliable standards of accounting practice. Such standards 
permit the use of altern~~ive practic~s or conventions; particularly in varying 
types of business activities. For en,mple, t~ere_are several acceptable methods 
of depreciation accounting, expense allocation and inventory pricing. At the 
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204 Applic~ti.on of Generally Accepted Account.ing Principles and Practices (Continued) 

same tim,e there are generally accepte4 rules regarding accounting practices, the 
violatipn of which is ·not con~orieq by-the accqunting profes~ion. Because of the 
~it~rnative pt~_ct~ces which ~Y p·e _f'oliowe·d i~ adh~ring, to genera.lly acceptable 
accourit_ing .principles, the acc.6Uriting principles· ~nd practices of a particular con
tract~r- shall be .measw::e_d ·in· the ·tig~t o~ the aggte.ga.te body of generally accept
able principles an(i tiot on._the ~as~s·' 9f i'igid formulae. _Consideration shall be 
given to whether or not :the principles or practices followed in the contractor's 
accounting system are: · · 

(a) Recognized and endorsed·by the accounting profession, 

(b) Commonly used by the business community, 

{c) Consistently applied, 

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

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

Acceptable Accounting System 

The accounting system of a · c_pntractor ehall· be reg~rded as acceptable if adequate 
accounting .records, . documeilts and other ev,i,d.ence are ma~ntained to the extent and 
in such detail as Wi.ll·prop~;r.ly :reflect all costs, direct and indirect, for which 
reimbursetne;nt·· is claimed under the provisions of a contract, or which may be used 
as a basis for pTice negotiat~ons or price revi~ions. .ln the case of cost reim
bursement type contracts ·such records ~r·e the bB:~is of reimbursement by the Gov
ernment. An acceptable accounting. system shall 'include the following requirements: 

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

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

(c) The methods employed shal~ .. be_ productive .of reasonably accurate costs by 
contract. This does ri'o.t mean 1'a.ct:ual11 ·costs to the exclusion of acceptable 
standard cost syst~ms, nor.does it imply job or4er costs to the restriction 
of process, parts and assembly costs accumulated on a production program 
basis. · 

{d) It is desirable .that the cost system be contro+led by the general books or· 
account •. However, a statis~i~l.type cost system giving actual costs, which 
is tied into primary records, but not controlled by the general ledger~ will 
also generally.be acceptable. 

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

A standard cost accounting system, that is, a cof)t system making use of standard 
or nor.mal rates for manufacturing costs as a means of management control, is 
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205 _ Acceptable Accounting System (Continued) 

acceptable for cost ~ete.rmination .under qoverllD,lent.contracts, if the variations from 
actual. costs are_ :restp~~d -properly ·so th~t -~n the end the cos-ts chargeable to a con
tract will stand upon the basis of the actual costs as described in paragraph (c) 
~~. . ' . 

The devising_~nd establ~shment of a contracto~'s account~ng system is a management 
responsibility. 4lthough· tnere rnay be as. ~ny diff~;r~nt cost accounting systems. as 
there are cont.:r.a.ctors, the tnajo;r:":ity are bas'ed _on either the job-order or process. 
methods, ·el. ther of -wt4ch may· be :t-r.i th or _l¢. thoy.t stan~rds. Individual accounting 
systems. will vary a_s . to. ~he e~emeht.s -of. CC?.S~S 'cQver_ed, Whether . such costs are 
treated'as direct or incnrec.t, ··and the method -or allocation employed. In some 
cases, the ·meth()d may be such ~h~:t- t;he c_os_t· ?f · pe:rformanc;:e of a contract as a whole 
is determined, r~ther than the' c'os_t of indiirudual comple~ed units of production • 

. In establishing,. a CQ~t aCC9unting syst~m, ma~ag~J1l~nt i~ guiQed by the needs of the 
business, the eXtent· of accuracy ··arid _exactness required and economy of operations_._ 

In determining the. acceptability of a contra;ctor 1 s a~counting system the Government 
may review it,. ~Jhere such :review establ.is.pes thp.t tpe s~tem of accounts and the 
method of. _cost ac'counting eniploy~d is compatible Wi-th the principles and standards 
set .forth in this Statement and the· cos._ts -properly allocable to a contract are 
r·e_asonably ascertainable there'.from, the ·cognizant aucii.t agency shall approve the 
acco-unting system· and t;hereafter :the ·result_s ·of· consistent application of that sys
tem shall be accepted by all ~litary agenc;es. How~ver, this shall not preclude 
the contractqr from malq.ng change:;> ~n its system, provided such changes conform to 
generally accepted account_ing princ'iples and practices, and_ notice of the change is 
given to the cognizant audit agency. 

206 General Policy for Direct and Indirect Costs 

An acceptable metho~ of cost. ac_counting _shall provide- for _proper- identification of 
direct and indirect costs _applicable· to a contract, in accordance-with generally 

· accepted accounting principles and practices. 

Direct cost elements, usually but not limited to items of material and labor, are 
any items of cost: (or the ·aggregate thereof) which may be identified specifically· 
with a product, seTvice ,· pro-gram, function, or project on a consistent and logical 
basis. 

Indirect c~_s:ts, in contras_~, a:re any. other .items _of cost (or the aggregate thereof) 
which cannot be eqonomically associated specifically with a particular contract or 
,order, or w~ch are not obviously· traceable ,to a Urli t of output or a segment of 
business operations, such as a _pr.pduct, serVice,. program, function, or project, 

· · and _.therefore are allocated or apportioned to a product ·or other objective on a 
fair method of distribution. · 

A cost may be direct with respect to some ~pecif'ic service or function which in 
itself ~s indirect with ~espect to the end product, service, program, function, · 
or project. ·The distinction be\l:leen direc.t and indirect costs is sometimes arbi
trary or_is based upon _conve.ilience and cost accounting simplicity. In the interest 
of economical accounting the coritrac'tor shall not be required to extend the prac
tice of direct costing to items treated as indirect qost if the method used does 
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206 General Poli·cy for Direct and Indirect Costs (Continued) 

not sacrifice reasonable accuracy in qverall cost charged either on a direct or in
direct bas_is.. .Consi~t~ncy o£ "'t~eat.mept of similar cost elements as between direct 
and indirect is of fundamental importance in actual practice. 

207 Composition of Overhead Pools 

(a) Indirect cost~ (or over.head expe;nses) as used in t~s. Statement, generally fall 
Within but are not limited to, the following general groups of indirect ex
penses: 

(1) Manufacturing ~nd production expenses which are incurred in fabricating 
the article or service rendere;d and which are not considered as direct 
charges, 

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

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

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

(5) Other categorie.s of indirect costs which may be accumulated by burden 
centers, cost ·center~s .. or· depart~n;enta.l .C?en_:ters either within the above 
.general groups or in n~wly establ~~hed categories, where appropriate, 
such as material overhead, research and development overhead, etc. 

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

(1) Natural grouping of mac:hines, methods, processes, or operations; 

(2) Identification with management responsibility for the control unit; 

(3) Common characteristics of individual cost elements; 

(L) Degree of accuracy required; 

(5) Simplicity of cost accounting; and 

(6) Economy of operation. 

208 Methods of Allocation of Indirect Costs 

A method of allocation. c;>f indir~ct costs ... or expenses chosen by the contractor shall 
be acceptable if it: ~s in accord wi. th generaliy. acce'pted accounting principles and 
.practices, provides uniformity of treat~nt for like cost elements, and is consis
tently appiied. Once the acc·ounting sy,stem ·. of the contractor has been reviewed 
and approved as ·provided in paragraph_ 205, .the :r·es'\l;l:ts of -consistent appliCation of 
that system, wi-th respect to indiVidual cost elements or groups of indirect costs, 
·shall be accepted if the costs ·are reasonably determined under the proVisions of 
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208 Methods of Allocation of Indirect Costs (Continued) 

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

The base periqd for allocation of overhead ~~ ~he p~riod during which such costs are 
ineurr._ed and ·accumu;:Lat~d ~or di~trib'?-tion to wo.rk pert:ormed in that period. Any 
period that is consistent with the ·contra~~·or's established practice and furnishes 
an equitable basis for the determinati-on. of an overhead rate may be used. 

209 Application of Cost Principles to Methods of Determining Cost~ in Contract Pricing 

The Cost Principles set fo~th . in Part 2 sl'l.~ll apply to ~y m.ethod of determining 
; costs· for prici~ig ~~d -~~pricing activiti.es '·· U;ri~ess _o.therwis"e qualified 'by this 
Statement or by specif,l.c c(>.;ntrac1iU~l provisid*.. Such .methods include the use of 
historical (or . actual) costs'·. standard costs' and cost' estimates or combinations 
thereof, ,whichever is appropriate for the specific tyPe of procurement action. 
(See Paragraphs 210 and 2ll. ) 

210 Use of Historical Costs in Contract Pricing 

Historical (.or actual) costs incurred in the base period are sometimes required to 
·be used as a_guide~·when appropriate, in redetermining prices, estabiishing escala
tion and incentive targets, and in termination settlements. 

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

211 Acceptability of Cost Estimates in Contrace Pricing 

In. general, cost estimates may be used as a guide, i.n the absence of other valid and 
adequate pricing criter~a ~n ~~tablisJ:lihg pri.ce_s, t~rgets, ceilings, hourly rates 
for labqr ,_ and overhead eJ(pen~es, ~n precontract negotiations, in forward price 
negotiations and price revisions dil.ring the course of contract performance, and in 
the negotiati.on of contract changes. · 

When cost ~stimates are used, exactness is not ~ttainable and specific methods 
'which could be appli~d by . a given contrac-tor in all circunistances cannot be de lin~ 
eated. The methods of ·cost estimating ~ed- .by a contractor will; of necessity, 
be related to or inf'luenced by (~) tl;l~ contr~c:tor's method of cost· accounting, 
(ii) the complexity' and magriitu~e ·or ~he produ,ct or service under consideration, 
(iii) the.economic·aspects.of the pa.rticular industry involved suc:h as the divers
ity of ·the pro.duct from the types· of· products usually produced, ( i v) t~e frequency 
of cost and price ·quotati'ons, . or- (v) other· speci,al features not normally encount
ered •. Accordingly, .cost esttmating method~ ~ch may be acceptable to one con
tractor may _be inadequate or inaccurate for an-other. Therefore, ski.11 and judgment 
are required iri evaluating the methods of cost- estimating. · 

Where standard cos.ts are available they may be used in cost estimates for contract 
pricing. Wherever standard costs are used in estimating, appropriate adjustment 
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211 Acceptability of Co~t Estimates in Contract Pricing (Continued) 

will be included for anticipated variances. 

Historical cost data, when used tor estimating cqsts, shall be reviewed for changed 
or changing conditions that would. result in a difference between past costs and 
future costs • 
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300 Scope of Part 

Part 3 - Application of Cost Principles to 

Cost Reimbursement Type Contracts 

This ~art sets fqrth appJ.;cations of the .. gener~l cost principles and standards estab
lished in Part· 2 ot this Stat·e.merit in connectiol). ·with t-he det·ermination of costs 
urid~r .. cost ;reinibursepie_n~ type .~on:trac.ts.~ .·It ;·s · fmp~.~ctic~l .and unnecessary to eover 
every el~ment _of cost. or· every poss~bl~·sit~~tion th;at rilig~t arise in a particular 
case.. in areas wlie:re t}lis. ~art. does·"" not fUri#.sll specific -~dance, the philosophy 
e;,q>res·s.ed or. impliecf in .·~)'ie pririci~les. ~rid s~B.Jida.r~ ·compris~ng Part 2 of this 
Stat·ement· and the treatment of similar or relB.ted items in this Part, shall be 
followed. · 

301 U.se of Historical Costs in Contract Pricing - c·ost Reimbursement Type Contracts 

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

(a) Determination of costs incurred subject to reimbursement, 

(b) Negotiation of final overhead rates, 

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

(d) Under· contract termination settlements. 

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

Cost_ estimates may be used, where other valid and adequat~ pricing criteria are not 
avaiiable, in the following situations under cost reimbursement type contracts: 

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

(b) Establi~hment of provisional overheaq_rates to be used as tentative rates 
·established for interim billirig purposes pending negotiation of final over-
head rates, · 

(c) Negotiation of maximum cost limitations, and 

(d) Negotiation of contract changes affecting contract consideration. 

303 Costs Allowable 

All direct costs; as de~ined in paragr.aph 502, are allowable. All other normal and 
true costs of doing. 'Qusiness shall oe" allowab_le, irrespective of whether the par
ticular costs are treated as dire.ct or. indirect, subject to the ·normal tests of (i) 
reaso~ablene_ss as to amount and (i~) alloca~l.li~y--as defined in Part 2 of this 

. Statement. Such costs include those paid o~ accrued in the overall operation of 
the business as well as.those specifically-attributable to the performance of the 
contract. 
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303 Costs Allowable (Continued) 

Examples of allowable cost items· are listed below: 

(a) 
lb) 

(c) 
(d) 
(e) 

. (.t) 

Advertisin~r 
Bidding expenses 
Civil Defense· costs 
Compensation for personal services 
Contributions and donations 
Gorp9rate business expenses - i.e. stockholders' meetings, financial reports, 
dire·ctqrs 1 fees and expenses, .etc. 
Depreciation and amortization 
~mployee morale, health and welfare costs 
Entettaj, oment C.PStS 
Excess facilities 
Foo an . dormitory service costs 

(1) Fringe benefits 
(m) Insurance and indemnification 
( ri) ::rnter.~~~:..,.~,· borrowinss , except bond dis counts 
Co) Labor relations · . 
( p) Maintenance and repairs 
(q). Overtime premium 
(r) Patent costs 
(s) Plant protection costs 
(t) Plant restoratiQP·snd reconversio~. costs 
(U.) "'Precontract costs 
(v) Professional services costs - legal, accounting, engineering and other 
( w) Recruiting expenses 
(x) · Rental of plant and equipment 
{y) Research and development expenses 
(z) Royalties and other costs for use of patents, copyrights and proprietary 

information 
(aa) Service and warranty costs 
( bb) Severance pay 
{cc) · Shift differentials 
(dd) Special tooling costs 
(ee) Taxes · 
(ff) Trade, business, technical and professional activity costs 
{gg) Training and educational costs 
(hh) · Transportation costs · 
(ii) Travel costs. 

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

Costs Unallowable 

The necessity for incurring a specific cost i~ a question of management judgment. 
An item of cost shall !10~ be ~a~lqwable p_er se·except for the items listed below 
which constitute a distribution of pro!its, are considered to be contrar.y to 
publi.c policy, or may not be properly allocable to Government contracts. Elements 
of cost shall not be unallowable. because they are incurred by some contractors 
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304 Costs Unallowable (Continued) 

and not by others. 

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

(a) 

(b) 

(c) 

(d) 

(e) 

(f) 

(g) 

Commi~sior1s or contingent tees (y.nder w11a.'t;~ver name) in connection with obtain
ing or nego:tiating. for a Gov~rpnient. c(?ntr.~ct, ~xcep1:;ing commissions necessary 
tci. maintain _representati_ire.s 'in the f~·~ld t~ .¢xpedii~ and service Government 
contracts, or bona .~ide.employ~es'or l;)ona ·fidE[!_~~tablished commercial or sell
ing agen.cies maintained by ·the -contractQr tor the· purpose of securing business. 

F'ines and.pen~lt:l.es, .. J:'~sul.:ting f~om violatio~ of_, or .~ailure of contractor to 
coroply_Wi.th. Fe9-eral,_ Stat·e:, ~nd .local:- laws· ~i:l':i regul~tions, except when incurred 
as a res~t-pf compliance wi~h specific provisions of the contract, or instruc-
tions in-writing of the contracting official, · 

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

Federal .. taxes on income and excess profits, 

Dividend payments, 

Bond discounts, 

Losses and gains from sales or exchapges of capital assets including invest
ments, and 

(h) _Premiums for insurance on.the lives of direc't;ors, officers, proprietors or 
other persons, where the_contractor is ·the beneficiary directly or indirectly. 
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Part 4 - Application of Cost Principles to Negotiated 

Fixed Price Type Contracts 

400 Scope of Part 

This Part sets f~rth appli~ti.ons of the gene-ral cq~t principles and standards· es
tablished in Par·i· .2 'ot t~s Stat~ment, . tor the guidance o:t Government and contractor 
personnel, in· conne,cti-ori. With ·"the, prE;:Pa~.ation, ~.eview; analysis' and evaluation of 
cost data relative to the 'negotia~ion and ~~nistration of fixed price type con
tracts. This Part is.riot applicab7.e to cqptracts where .cost Qa.ta are not a factor 
in establishing firm fix~d prices· as .set forth in paragraph 103 of this Statement. 

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

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

(a) Under fixed price contracts wi. th retroactive price redetermination provisions: 

(1) Negotiation of fixed prices. 

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

(b) Under incentive type contracts: 

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

(2) Determination of final prices. 

(c) Under fix~d price contracts with escalation provisions, to the extent necessar.y. 

(d) Under contract termination settlements. 

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

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

(a) Negotiation of fixed prices. (See paragraph 103) 

(b) Under fixed price contracts ~th redeter~nation provisions: 

(1) Negotiation of tentative initial prices, 

(2) Negotiation of firm revised prices on a forward-basis during contract 
performance, and · 
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.402 Use of Cost Estimates in Contract Pricing- Fixed Price Type Contracts (Continued) 

(b) 

(3) In combination with historical costs incurred in the base period in arriv
ing a~ ,firm· revised pr.ices 'during contra'ct performance for both retroactive 
and prospective application. ·· 

{c) Under incentive type contracts: 

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

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

· (d) Under time and materials contracts: 

{1) Negotiation of hourly labor rates for labor, overhead expenses, and profit. 

(e) Under all the above types of contracts for negotiation of: 

(1) Contract price ceilings, and 

(2) Contract changes aff~cting the contract consideration • 

. 403 Use of Costs in Pricing Negotiations 

'When costs are used as a fca.c~or. in the ne.goti~tion of prices under fixed price type 
contracts, the fq_l:J.owing · li~ted ~~ems shall not ordinarily be considered since _they 
constitute a· distribution of profits, are. considered. to be contrary to public policy, 
or may not be properly allocable to ~overnment contracts. 

(a) 

(b) 

(c) 

(d) 

(e) 

(f) 

(g) 

Commissions or· contingent fe~s (~der Wha~ever name) in connection with obtain
ing or negotiat¥ig !or a Gqvernment contr~ct, excepting commissions necessary 
to ma~~tain represeP,tatiyes in ~he field to e~edite and service Government 
contracts, .or bona .fide employe·es- or bona fiqe estabUshed commercial or sell
ing agencies maintained by the c6ntractc)r for the purpose of securing .business. 

Fines and penal tie~, res~t;ng from Vi.olations -of, or failure of contractor to 
comply with Fed¢ral, State., and local ·+~~s apd regulations, except when in-

·curred as a r~su1t of compliance wi~h specific provisions of the contract, or 
instructions in writing ·of. the ·contracting official, 

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

Federal taxes on income and excess profits, 

Dividend payments, 

Bond discounts 

Losses and gains from sales or exchanges of capital ~ssets including invest
ments, and 
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403 Use of Costs in Pricing Negotiations (Continued) : 

. (h) Premiums tor ipsurance on .the lives of directors, officers, proprietors or . 
other ·persons, where the contractor is~ the beneficiary directly or indirectly. 
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Part .S - Cost Interpretations 

SOO Scope of Part 

This Part deals with the application of the baeic qost principles and standards set 
forth in' Parts 1 to 'L '. iriclusi ve,. to specific accounting methods and individual 
items of cost. 

SOl Purpose 

The cost interpret~tions ccintai~ed in this Part.~re intended to provide detailed 
information an.d tm,~form guiQa.nc;e _to Goyerrunent ~rid c;ontr.~~tor personnel responsible 
'for ·the exercis:e· Of 'judgment. ~rl the .. evaluati_Oll O.f the COntractor IS . aCCOUnting _system, . 
·cost. estimates and price~ or . <;ieter~nation of cQsts·, as the case may be, in the light 
of the. applicable cost 'pri:ncip~es.ahd stan.dards .'set f'orth in Parts.l to 4 inclusive. 
They are also intended to assist in the promotion- of fairness in price negotiations and 

· yrice determinations. · 

These interpretations are no-t;, intended to pr~~e . factual methods of measurement 
for ei th,er t~e precise __ or .formU.la determi.nati_on· of costs applicable to a contract, 
nor are they_ intended ~0 pre.91Ude consid~;ration by Government representatives and 
contractors of the·· specific facts or circumstances in a particular contract or 
negotiation~ 

In no ca.se shall these cost i,nterpreta'tiqns be so applied as to result. in a devia
tion from the basic prin-ciples· and standB.rds set forth in Part 2 of this Statement. 

$02 Direct Costs 

\ . 

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

(a) Material - The cost of ~ect mate~ial is the cost of all items purchaeed, sup
plied, mapuf~ct\U"ed or fabricat-ed;, fo;r. the perfo;rmance· of the contract and may 
inciude collateral ite~ of expense such_as inbound transportation, intransit 
iris~anpe, etc. IJ;l computing mat_er~al cost, considera:tion shall be given to 
reasonable l9sses norinally, encountered including_ overruns, Spoilage, and defec
tive work. With~awats frc)lri ~ con~ractor 1.s s:to~k shall be charged in accord
an9e with the cost system use_d by. t-he contractor, provided such system is in 
accordanc.!9 ·'4th ge.nerally ac_cepted a.ccouritin~ ·principles. and practices and is 
consistently follo:Wed.·_ Reasonable charges or cr·e~ts arising from differences 
disclosed-by periodic physical inventories ·or by obsolescence shall be taken 
into consideration in ·arriving at the cost of pe~formance of the contract, 
whether treated as a di:rect or indirect cost. ·The cost of materials shall be 
~Ui tably ·· adjust~d for applicable port~ons of s~ch allowances as trade dis-
c olints, refunds, and reg~ tes,; ·_and credits t,aken by the contractor, such as 
( 1) credit for any mat_erials ret\l.I'ried to sto~k ·or t9 vendors, and ( 2) credit 
for the value of scrap·and salvage.· Such allowances and credits may be ap
plied directly to the charges for material involved or may be allocated as 
credits to indirect costs. 

\\lhere a contractor has an established method for pricing sales or transfers 
of materials; services ~nd ·suppli_es between plants, divisions, or organiza
'tions, under a common control, or the item is regularly manufactured and 
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502 Direct Costs (Continued) 

(a) Material (Continued) 

·sold commercially in the regular course of its bU$iness, the item may be stated 
at a price Which doe~ no.t. ~xceed_-the ~o.w~r of (i) the· ~ransferor's price cus
to_mari~y charged to its most :j,'avc)red Cus.tomer _for t}?.e same item or service in 

- ·lik~ quanti ty·_:_or. { ii) ·t.he price charged by otA~r ·suppliers for i terns or serv
ices of -~fke quantity and quali,_ty. ·Ail other ·sales' or transfers between such 
piarits, divisions 'or organizations shall be stated on the basis of total cost 
to the transferor. · 

(b) Lab9r - The cost of Qi~ect l~por _i~cludes _sala~~~s and wages properly charg
_able ·directly to tl}~ performance of the ·con.tr(lct• ·It, _-rnay also· include other 
associated qo.sts · s~ch- as ·paJT-oll ta.X.es, wo.rkm:en,' s c·olY1Pens,ation insurance, and 
. other _fr-inge benefits _s·uch as bo.nu,ses' _-shi%t. diffe~3~ntials and premium payments J 

where -it is the established _pract4~ce .. of ~ne qpntractor to· treat these i terns as 
· · _a part ·-of direct labcir costs·~ . Geper~l~y~ the · saiaries and wages shall be 

charg¢d, a·t.· the actual rat¢s pai~ by the· contr~ctor. If it is the contractor's 
estabU,shed· accounting practice-to _lllp.ke such.ch.B.rges ·on the basis of ·average 
or standard rates, this practice will be acceptable unless it is demonstrated 
that it will produce unreasonable results. 

(c) Other Direct Costs - In some instances, items ordinarily charged as indirect 
costs maY be t,~e~ted as dipec:t post·s, ei_ther because of contract provisions 
or be_cause of ~he·_ tiorri.lal ·operations of the conti'actor's accounting _system, 
provided the c_ost of such i terns applicable to other work of the contractor 
shall be ~liminated -from indir_ect- costs allo~ted to the contract. Examples 
are traveli~g and -relocating ex.pe~es' . engineering and design expenses' out
ward freight and transportation, .man~acttiring royalties and license fees, 
special costs of rearrangLng plant facilities and preparation costs. 

The same types and clas_ses of costs shall be treated as direct charges or as 
overhead ~formly thr9ugh6ut_the· entire performance of the contract. Excep
tions may be made in ca~es in which changes in operati_onal conditions require 
or justify c~nged 'treatmept 6f certain costs,_ or improved and refined methods 
of cost dete~nati·on have peen .adop~-eP. which make possible the treatment of 
certain types of cost as direct charges which were formerly included in .. 
overhead. 

503 Indirect Costs 

Indirect costs are defined in Part 2 of this Statement. (See paragraphs 206 and 
207). Typical application of the principles outlined therein are contained in the 
following: 

(a) Indirect Manufacturing and Production Expenses - Indirect manufacturing and 
producti.on _expenses c~~s:i;._st of i terns of cost which are incurred in the pro
ductive process and are not readily subject to treatment as direct costs. 

(b) Indirect Engineering Exp~nses. - I~direct engineering expenses include such 
items of cost as engineering salaries and wages, including supervision, and 
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503 Indirect Costs (Continued) 

{b) Indirect Engineering.Expenses (Continued) 

~dministrati_9n, drafting suppl.ies., and o_ther si.milar items relating to the 
engineering fut:lction whi'c}l _a;re. ;n_ot reac::Uly subject. to treatment as direct costs. 

· Engi_neering activitie~ .f~9m:wl.Uch indi~ect ~ng~n.eering expenses may arise may 
include ~uch it~ms· .as P~,oduct design, tOol design, eXperimental development, 

.manu.f,'acturirig ahd_produC?ti9n qevelopmerit," J;ay~t of production line; determi
nation of ·machiri~ .methoC;ls, an~ r~lateQ. bl~e printing and drafting. To the ex
tent thq.t engineering co~~s c;~n be.· r~adily id.~nti.fi~d With a particular activ
ity, such as production, facilities, and-research and development, they may 
be charged to that activity. 

(c) Indirect Sell~ng and Distribution Exper?.se~ - The .exp~nses in this group consist 
of items w.hich represent the cost of market~ng ~nd ~stributing the contractor's 
products. anp. may include su.ch items_ a~ contract or c,>rd.er administration, nego
tiation, _iiais on ~etw(3e~ Oov_ernm.ent representa ti yes ·"and the contractor's per
sonnel, adv~rtising, .. d.:ls.tribution ·cqst:?-, and other like services. They also 
include saleernen 1 s or agents 1 · ~ornpensatio·n, tees., commissions, percentages, 
or ·brokerage fees,. wh;ch ar.e c·o~tinge~t upon the award of contracts when they 
are paid to bona ·tide -ei"QPloyees· or boria. fide established selling agencies 
maintained by the contractor ·for the purpose of securing business. 

(d) Indirect Ge~eral and Administrative Expenses --General and administrative ex
penses consist of items of cost inc.~red in the overall management, super-
vision, and conduct of the business. · 

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

50L Methods of Allocation of Indirect Costs 

The method of allocation of in(ti.r~ct cost~ must be ba_sed on th~ particular circum
stances involved. ·The objective s~ll be ·the· selection of a method or methods 

: which will" d,istr~bute the il)direct costs in a fair ~d equitable manner. The method 
used shall, in order. ·to be acceptable~ conform with generally accepted accounting 
principles and practices, and be applied c.onsistently. 

No definite rules can be stated regar~ng the allocation of jndirect costs because 
. the natwe of the particular op~ratio_ns and the actual conditions in each instance 

may influen.ce ·the determination of a sui table me-thod or methods to be employed. 
In the selection of the particular met}lo4_ or methods of allocation, special con
sideration shall be given by the contractor t·o any unusual factors which may re-
quire special treat~ent. All ·pertinent factprs ·shall be reviewed from time to 
time especially if and when there is a ··c~ange in the method of operation or in 
the nature or vol~e of production, to dete~mine whether the existing system of 
allocating indir·ect costs should be continued. ~s _stated in paragraph 205 of this 
Statement, if ~he Governmen~ has. approVed· or accepted the contractor's accounting 
system, the results _of consistent application of that system shall be accepted 
unless changes in circwristan·ces warrant reconsideration. 
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$04 Methods of Allocation of Indirect Costs (Continued) 

. The basis selected for pro-rating .<;>.verhead in a particular department, burden center, 
·or plant shall be u_sed for all.contra.-~t.s_ {including .t'ixect price ~nd _other work). per- \ 

f.ormed within such departme11t, burden·center, or plant. The bas1.s selected shall 
not be mod:i.fie.d or cha-nged after i~ has been accepte~d. for previous fiscal perios 
unless it is: :found to be inadequate b~cause of major changes in operating conditions 
or. unless improved methods of cost deterrid.nation ha·ve been developed. 

. (a) 

(b) 

(c) 

Allocation of In~r~ct Manufacturing and Production Expenses ~ Among·the accept
abl_e · bases, in. cfpptopria te cir.cums tanc~s, · f.or allocating indirect manufacturing 
expenses are dir-ect labor costs, direct _laoor hours, machine hours, units pro
cessed, and dir~_ct material costs, any one o:r a combination of which may be 
applied to an entire plant or _to _i t·s departments or other subdivisions for a 
representati,ve period.. In ptbre complex manufacturing plants, it may be· appro-
. priat_e to departmentalize the plant for purposes of accounting for manufactur
ing expenses whe_n any given type of· producti.6n is concentrated in departments 
haVing a much higher or lowe~ ··expens·e rate 'than the average. Expense depart
mentalization· may also.be desira~le _in larger and more complex plants for pur
pas$~ of expense budgeting and control 'by the·responsible foremen, regardless 
of 'the need for a more refine.d method of eXpense allocation to contracts or 
produ_cts •... Whe~ manufactUring eXp'9.nses are.departmentalized, it may be per
rnissable to charge expens·es o~ ~et•yice departments (such as industrial rela
tions, legal,_ accounting, b\dlding _maintenance, etc.) to the productive 
departments on .apRropriate bas·es. before allocating. the respective productive 

- department expen~_es to products (or pa~j,s thereof) or to c;:ontracts or job 
orde:rs for proqu·c_ts. Appropriate bases include floor space, number of em
ployees, _dollar-value of output-, number of direct, labor employees, etc., de
pending· upon the item being allocated. 

Allocat~on of Indirect Engi~r~ng Expenses- Among the.acceptable_bases in 
·appropriate circumstapc:es, for ail.ocating indirect engineering expenses to the 
benefited activities, i.e. co~t~act and oth~r work of the contractor are di-

. rect engineering_ ma~-hours expended, direct engineering lab-or dollar~ or some 
other equitable bas_~s • . In appropriate cases, it may be desirable to depart
mentalize e·nginee~ing activities (s_uch as production, facilities, and research 
and development) and segregate the' ·engineering expenses accordingly. -Any re
maining amount which canpo·t be charged directly to these departments should 
be allocated to the benefited activities as indicated above. · 

Allocation of Selling _and Distribution Expenses - Selling and distribution 
. expenses are allocable to the -~ontract;orls Government business, to the extent 
that they are ;r_easonable, using· any g~rierally acceptable method of alloca
tion. G~~erally, such methods may in~lude ~ny of those used for distributing 
general and administrative expenses indicated below, provided equitable results 
are thereby obtained. 

d) Allocation of Indi:ect General and Administratiye Expenses - Among the accept
able b~ses, depending upon_ the.c~rcumstances, of allocating general and admin
istratl.ve e~enses are process1.ng costs (direct labor, factory overhead and 
other factory ~rod:uction.costs.exclusive -~f direct material), factory p~t-in 
costs (process~ng costs plus dire:t ~~erial), costs of goods completed, cost. 
of sales, sales, or any other bas1.s wh~ch produces equitable results. 

\ 
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S05 Application of Cost Principles and Standards to TYpical Items of Costs 
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We, in the Government, have traditionally indicated that lnterest 

costs are unallowable; except that. they :have· be·en allowed in the p~-st 

in termination settlements. We have had th:i.s policy on the ·theory that 

a contractor's profit is for the ·utili~atio~ of his assets and talents 

t¢ward our production. If the contractor chooses to supply all of those 

assets out of his own ownership and c~pital; then i.t __ seems to me _appropriate 
. . 

that ~he contractor retains all of the .profit to himself. If, on the 

other hand, the contractor chooses to share the supply of assets by only 

·having a partial investment,- with others contributi~to the investment in 

.the· form of a loan of capital, then it.seems only fair to me that. such a 
-.. 

co~tractor should recognize that the price he has. received for ·the use or', 

the assets must be shared-by him with his other part~ers in the perf~rmance; 

namely, the people who have loaned him the money. 

.• --.t_ __ ~- •. 

. '\ 
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EXTRAc:I' TAKEN FROM THE CONI'ROLLER MAGAZINE - JANUARY 1960 (Page 43) 

,;1' • l F,j ~ f-1 r- .,.f,. ;·'!f. ~- .,... ;l;·r r · 1 
/. 

General. The old Sec. XV listed costs ~..rhich were allowable and those 
which were unallowable on two pages. The new Sex. XV davotes more than 20 pages 
to the same subject. f.orty-six separate cost items, from advertising to travel, ar1 
discussed •. - Generally each is defined, different circumstances are discussed, and 
its allowapility or unallowability i~ stated. In some instances, the same item 
of cost is allowable under some circumstances and unallowable in others. 
Generally, where this happens it is because the cost is allocable where allowed, 
and not allocable where unallowable. 

Unallowable Costs. The old Sec. XV listed 18 items ·or cost which were unal
lowable. However, some of these were not costa at all; e.g., dividends and contin
gency r.eserves. The new Sec. rl lists 14 unhllowable costs and nine items where 
the .cost may or may not be allowable depending on· the .circumstances. This dif
ference is more apparent. than real. It is occasioned by a different labeling of 
some items, rather than ~ change in concept. With one major exception, costs 
which were unallowable under the old Sec. X:V are still unallowable Under the new ··.I 

set~ 

Research and Development Costs. The major change in allo~ability b~ought ·I 

about by the new principles is to allow research and development costs •. General 
research costs were formerly unallowable. Costs of pure research, not including 
product development, are now allo~able if not sponsored by· a contract or grant. 
Product development costs, .if related to product lines for which the contractor ~; ·1 
defense contracts, are also allowable. '· · . · 1 \ .· 1 

--·,·' Reasons for Unallowability of Costs. An analysis of the unallowable costs 
. reveals certain reasons for so classifying the items. While not every reader will 

agree with the discussionr~hich follows, the author presents it in order to place 
this subject in reasonable perspective: 

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

Organization expenses are assets which continua to have value so long as the. 
business exists and are not consumed in use. Additions to contingenc.y reserves 
are not expenses bui rather are segregations of retained income. Interest on bor
rowings and federal income tax payments:represent distributions of operating net 

·.I 

income rather than expenses of performance. 1 

2~ Costs considered to be contrary to·public policy. Four unallowable 
costs may be categorized as contrary to public policy; Contributions and donations, 
entertainment, fines and penalties and costs of stock option plans. The author 
believes that the first and last of these should be allowable as normal business c:,: 
costs; that allowance of entertainment is theoretically justified but is subject 
to so much possible adverse criticism so as to create more problems than it would 
solve; and that fines and penalties are correctly unallowable. ~ 1 

·- 3. Costs considered to be unallocable. The Department of Defense considers 
·: five items to be unallocable: advertising, bad debts, excess facility, losses on , .· . I 

, .. 

..,. 



other contracts, and _reconversion costs •. 

4. Cost disallowed for administrative convenience. Profits and losse·s on 
disposition of plant, equipment or other capital assets are not considerCJd because 
of the difficulties of relating such profits or losses to the period of contract 
performance. There are·several\ reasons why such profits or losses emerge, not all 
·or which are related to a contract. 

Costs Unallowable Under Certain Circumstances. There are nine cost items 
which are unallowable under specified conditions. Most of these are allowable 
as specifically covered in the contract, ~-.g., overtime and shift premiums. Others 
are unallowable because they relate to another cost which is unallowable; e.g~, 
professional services incurred in organizing the business. 

CONCLUSIO~ 

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

The new principles are improved by the recognition of allocability and the 
appropriateness of a particular accounting principle or practice to the specific 
circumstances.· However, virtually all. this improvement is negated by the provisions 

. concerning individual co~t elements. By defining certain legitimate cost elements 
to be unallowable the principles de~ to the contractor the be·nefits of allocability 

I' 

It is possible that the new principles will create more problems than they 
solve •. It appears,to the writer that there is· a conflict between the factors 

' affecting the allowability of costs in general and.the specific provisions of 
the paragraphs devoted to individual cost items. The application of the principles 
to fixed-price contracts by militar,y department personnel where none officially 
existed before-will result in the Government negotiating from one set of criteria 
while the contractor should properly use another. It is reasonable to expect that 
the Board of_Contract Appeals will be a lot busier. 

---~.'L--
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y CONGRESS OF THE UNITED STATES 

HOUSE OF REPRESE~~ATIVES 
Subcommittee on ~anpower Utilization 

of the 
Committee on Post Office and Civil Service 

Honorable Thomas S. Gates, Jr. 
Secretary of Defense 
u.s. Department of Defense
Washington 25, D. C. 

Dear Mr. Secretary: · 

January 20, 1960 

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

At that time I requested a report on the actions the Defense 
Department was taking in this area. Included in the information 
·that your Department submitted to the Subcommittee is an a.na.lysis 
by the Military Services of recruiting costs of a sample of Defense 
contractors. The data from the Department of Navy was printed, 
which showed some rather excessive recruiting cost's. A copy of thi's 
report is enclosed. [Personnel Procurement Costs of Selected Navy 
Department Contractors for Recruitment of Engineering and Technical 
Personnel, Committee on Post Office and Civil Service, House of Repre
sentatives, Eighty-Fifth Congress, First Sessio~ 

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

Iri both of the above documents the Subcommittee has noted the 
absence of quantitative standards to govern the allowability of re
cruiting costs by Defense contractors. Instead, we have noted the 
use of the term, "reasonableness" in allowing or disallowing such 
costs. 

..... 

-· __ , 
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' .. 



c 
0· 

p 
y 

Hon. Thomas S. Gates,.Jr.
January 20, 1960 
Page 2 

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

With b.est. wishes, I am 

Sincerely yours, 

(SIGNED) 
. 

James .c. Davis, Chairman 

Enclosures 

' \ 



COPY 

Honorable Charles E. Wilson 
'lb.e Secretary of Defense · 
Washington 251 D. c. 

~ dear Mr. Secretary: 

COPY~ 

~e recent hearings ot our Subcommittee have reemphasized-. the 
need for iimnediate action to curb the excessive use ot tax .,nay for adver
tising and other costs incidental to recruiting of engineers and scientists 
by private industry. I am speeld.Dg ot the need tar precise quantitative
standards govern1Dg allowable costs under contracts tor research and develop
ment and production tor defense. The present rather loose terminology of 
"reasonable costs" places too great a burden upon each o-r the mill tary services 
and the individual contract officers. 

The amount and types of advertising beiDg used, as well as other 
costs ot recruiting and, in lJl8.tG" cases, the salaries be1Dg o:ff'ered f~ engineers 
and scientists, appear to have tar transcended normal and re8.89~b-~e practices. 
These have grown largely from the use of government funds made-'-~ble'- by' 

. ~-- ... 
defense contracts. · 

~- - , _ _ . The result has been the creation of what _JIS3' be1 t9._~~a' ~~~ain exten'-
an inflated demnd tor engineers and scientists. ·Re~dless ot.·.-~t,_:1t has _ 
pl.aced undue pressure upon both .the civil and military services:_ t;o -~Ovide 

. .. . ...... , . ·'·"' 
xooney tor higher pay, grea't;er fr113ge. benefits, and increased reCra:LtiDg costs 
in order ·to maintain an adequate work force. This kind of _competitive cycle 
is both abnormal and costly to the taxpayer. · · 

_ As Chairman of the Subcommittee on Manpower utill~tion and 
Departmental Personnel M9.nsgement1 I am requesting your cooper_~tion and asking 
that you take action to see that quantitative standards are set for cost allow
ances for engineering and scientific· salaries and all expenses incident to 
recruiting, with particular emphasis upon advertising which is, or te~ds to be, 
institutional. in character. ·At the same time, I wish to restate the desira
bility of encouraging industries with defense contracts to initiate active 
manpower utilization programs. We would appreciate a report on the action 
you take. 

Sincerely yours, 

James ·C. Davis, Chairman 

-... 
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January 1960 
· · MANPOWER UTILIZATION SUBCOMMITrEE 

OF 
HOUSE POST OFFICE AND CIVIL SERVICE COMMIT!'EE 

Instruction for Preparing R~ort 
on· 

Personnel Procurement Co.sts Of Selected Defense Contractors 

I. The Office of Secretary of Defense is requested to submit to the Na.npower 

utilizati.on Subcommittee of the House. ·Post Office and Civil Service Com-

mittee a one-time re~ort showing the ~ersonnel recruiting costs of a 

sample of Defense contractors. The report should be · in three parts 

prime cqntractors. under ·Army 1 prime contractors under Navy 1 and prime 

contractors under Air Force. The same contractor should not be listed 

by more than one military service. 

The Personnel Covered in the report .. relate to professionally qualified 

engineers and scientists.. The report is restricted to employees occupying . 

positions that .require engineering or scientific degrees or the experience. 

which is the equivalent. of a degree. 

III. Personnel Recruiting Costs include: 

(a) .. Help-wanted advertising. 

·-

(b) . other advertising -- This ·includes so-called institutional 
advertisin~ and costs· of.participatio~ in exhibits. 

(c) .RecrUiting expenses·~~ This includes the.salaries and 
expenses of company recrui tors. 

(d) Travel expenses.of new applicants. 

·(e) Moving ex:penses of new·employees. 

(f'). other· recruiting costs -- Includes. such it·ems as: 

1. 
2 •. 
3· 

Fees paid employment agencies. 
Bonuses paid for referral of new employees. 
Any other expenses not otherwise reportable. 

' ' 
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IV. The Sample of Defense Contractors should meet the following criteria: 

(a) For each Service a minimum o~ 25 different companies. 

(b) The contractor's volume of Government business represents 

at least 20 per cent of the total company sales for the.year. 

(c) The sample from each Service should include a minimum of 

10 companies whose volume of sales to 'the Federal Government 

represent 51 per cent or greater of total yearly sales. 

(d) Where possible the sample should reflect contractors in 

research, development, production of hardware, and in 

different geographic areas. 

V. The Format of the report shall be as attached. 

VI. The Report is to be in duplicate. 

VII. The Due Date of the report is on or before May 311 1960. 

, 

--· 
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PERSONNEL PROCUREMENT. COSTS OF SELECTED DEFENSE CONTRACTORS 
. FOR 

FISCAL YEAR 1959 

• Total : Per cent· 
Sales • U.S.Gov't. • 

Contractor • Volume • Business 

.. 
Engineers-Scientists : : ... · Procurement Costs : Costs 

per 
• • • • • • New 

• Total : New : Separations :: Total. : Help : Other: All Other : Hire 
Employment • Hires • • • • Wanted • Adv. • Recru1 ting • . . • • • • • Ads • ... • Expenses 

I __ • II • III : _ _!V_~ _: __ L_: ___ ~ VI ~--= :_ VII : ~ VIII ~ IX_ ~ X ~ XI 

$ : ;, .. . 
• 

•• & 
•• -P : $ : $ : $ : $ 

Explanation: 

\· 

·Column I - Identifies the contractor. 
" II - Fiscal Year 1958-59 total voltime of business. 
" III - Per cent of the contractor's volume that is knovn to be f'or U. S. Government. 
" IV -Total employment o:r·a..1.1 engineers and scientists· employed by the contractor 

--- ' I as of' June 30, 1959· 
" V - All new hires of engineers and scientists by the contractor for Fiscal Year 1959. 
" VI - All separations of engineers and scientists from the company during the fiscal year. 

Note - Colunms IV, V, and VI represent all the engineers and scientists vi th the contractor 
---- regardless of Government or Non-GOvernment business. 

" VII - Total procurement costs reflect six different categories of' procurement costs as , 
shown in Item III of the attached ·instructions. These costs. represent. all the 
money spent by the contr~ctor f'or engineers and scientists regardless of. whether 
the new employee worked on Government or Non-Government business. 

" VIII - Help-wanted adverti'sements tor engineers and scientists •. ~] 
" IX - All other institutional advertising, including exhibits to attract engineers and 

" 
scientists. 

X - This column represents expenses of recruitors, travel of applicants, moving expenses, 
fees to employment agencies;.etc. 

" XI - Represents the relationship ot new hires (Col. V} to total procurement cost 
(Col. VII). 
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All together, these tbree types . of contracts· alone account for 61~ 

of our total program -- a rather sizeable sum -- fourteen. ~illion dollars. 

Cost principles will be used rather extensively on these contracts. 

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

in connection with fixed-price type contracts whenever costs are a factor 

in pricing. From time to time, ve ·need to consider costs in coxmection 

Yith firm fixed-price contracts. These accounted for 3~ of our program. -~ 

. amOunting to nine. billion dollars. · My-· guestimate is tbat about. 10~· 

ot this total Will feel the effect of cost principles. All. together, t~n, 

. these new regulations will affect .two thirds of our total procurement program 

or a total of about 15 billion dollars •. Their app~cation to 

terminated contracts 'Will, of course 1 add to the total effect. We bave 

about 5,000 prime contract term1nations a year having a face value 

as to the terminated portion ot aboUt 2 billion dollars, although.actual 

termiDation clams paid rUn. a~t l~· of this figure. In add:1~1on1 
there are lJl8.ey thous~. of ~bcontracts under these 51 000 primes that 

will be directly affected by the nev cost principles. 

We have many cases that go to the Armed Services Board ot .Contract Appeals 

which involve the factor of costs. The :Boa;rd Will have use f'or these new 

principles, particularly in the area ot fixed-price .type contracts • .. 
For the past several years, the Board bas had no guidelines whatsoever 

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

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

- 2 -



We are a.mtious to get on with the task of puttiDg the ~ rules 

to the acid test._ You will recall .t~t Revision 50 of t~_Armed Services 

Procurement Regulation (ASPR) 'Was_ published on 2 November-1959 

and that the mandatory effective date tor the cost prtilciples w.s set as 

1 July 1960, although it was stipulated tbs.t they could be used permissively 

upon publication. Many contracts bave al.ready been signed incorporating 

the nev principles. Oddly enough, the first actual use o~ the new principles 
I • • • 

that came to rrr:r personal attention ilrtolved a half million dollar development_ 

contract issued by the Post Office Department. The contract actuall.y stipulated 

that reimbursement wouJ.d be in accordance with Section XV, Part 2 of ASPR .. -
. . 

Shortly after publication of the new cost principles, it became apparent (\ 

tbat additional policy guidelines were necessary to ~l.l.ow for the more orderly 

applieation of the principles. We studied ~s to·avoid the situation 

in which a particular contractor. would be operating under two· different sets 

of cost principles at the same t:!me. We explored the feasil;)ility ot 

making a general policy finding to the effect_ that, on the whole, 

it made no substantial difference if the new principles were substituted 

tor the old principles in existing cost-reimbursement contracts. Many contended 

that the extra aifm1n1strative cost to the Government and to Our contractors 

ot operating under two different sets of cost principles would offset 
. . 

any possible cost differential that_ could be attributable to the nev principles. 

We wanted to obviate the need tor a contract-by-contract aiJa:cyBis ~ favor. of a 

plan to cut aver each contractor across-the-board with respect to existing 

contracts and new contracts, at some convenient point in time, 

such as the beginning of the contractor's fiscal year. 
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You lawyers can appreciate the problems we had to overcome. 

If we could prove that the GoverDment w.s getting an even break, 

ve could proceed. But haw could we prove this without a contract-by-contract. 

_analysis? And how do ve measure the impact of the new principles 
I 

dawn the subcontract chain? The situation 'in which a particular concern 

is acting as a prime contractor and also as a subcontractor to another 

prime contractor -- 'Who probably has a different fiscal year -

presented an-almost insurmountable problem •.. We concluded tbat 

the conversion of contractors to a single set of cost principles 'WOUld, 

tor the most part, be impracticable. 

We have just issued new guidelines to our people in this area. 

Much to the relief' of' our la:wyers, we. ·concluded that existiDg cost-reimbursement 

·type contracts should, in most instances, be coated out in accordance with the -

cost principles incorporated therein. We felt that, although it is probable 

that the dii'f'erences in result bet'ween the old and new cost principles 

would nat be substantial in most cases, an. accurate. appraisal. of' the 

differences in each case would, in most instances, require an 'Ull'W8l7anted amount 

of' tilDe and effort on the part of both the Government and the contractor. 

We don't actuallY forbid the amendment of existing cost-reimbursement type 

contracts. The door is open just a crack to take care of clear cut situations 
• 

. not involving great administrative problems, where the amendment woul.d not be 

to the disadvantage of the Government. Obviously, no such amendment 

could be made Vi thout the contractor' s agreement. 
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As to new cost-reimbursement type contracts, ve want to starting using 

the new principles as soon as possible. However, where all of a contractor's 

contracts are now being coated under the old cost principles, ~new contracts 

will provide for the use of the revised cost principles, but may carry a proviso 

for the use of the old principles for the period betveen the date of the contract 

and the end of the contractor' s fisca~ yea;r. Our aim here, of course, 

is to minimize the administrative problems ilXV'olved in the changeover period. 

The provision· that I just outlined Will ca.rry- the old cost principles 

pS.st our previously .stipulated mandatory date of l July 1960 in some cases. 

In the case of existing fixed-price type contracts, we wi~ use the-:: 

new principles as a guide as soon as possible. Such use, however, 

Will be only to the extent that it is not inconsistent 'With aey contractual 

provisions, understandings, or agreements established in the negotiation 

ot the contract. As to ~ fixed-price type contracts, our contracting officers 

'Will be expected to use the nev principles as a guide as soon as practicable·, 

but in no event later than l July 1960. 

In the case of fixed-price c~ntracts term.:f.Ila.ted for the convenience of the 

Government, we will use the termination ·cost principles which vere in effect 

on the date of the contract. Term.iDated cost type contracts will, of course, 

be coated out in accordance With the allowable cost clause in the particular 

contract at 'the time of termination. 

I have gone into these new guidelines in some detai~ because of their 

currency and their obvious be~ing on the impact of the new cost principles. 

In tact, the Department of Defense may issue a press .release to let industry knaW' 

of our. plans 1n this area. 
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I would like to turn nov to one ot the ·unique features of the new 

cost principles. ASPR paragraph 15-107 dea~ibes a technique 

called "advance understandings." The basic theory of advance understandings 

is to provide a framework for agreement by' the contracting· parties 

prior to the expenditure of funds. Its purpose is to avoid second guessing. 

The new feature of this portion of the regulation is mere~ that decisions 

·nth respect to reaaoDS.bleneas and allocability are made at a different point 

in time than heretofore. This approach is particularly useful. in deal1 ng 

with certain potentially troublesome areas, such as compensation for personal 

services, precontract costs, unusual travel costs, research and development costs, 

royalties, use charge for full7 depreciated assets, ~ so forth. 

I want to discuss research and development as a separate problem, as it has 

complications and implications which are much more critical than the other 

areas I have mentioned. 

_Although the theory of advance understandings is sound, it is apparent 

that we may have maey problems in putting this technique into effect. 

For exam;ple 1 ma.IlY' contracto~s are using the system of negotiated final overhead 

rates tor cost-reimbursement type contracts described in ASP.R Section III, Part ·7· 

These rates are negotiated after the completion of ~ contractor's fiscal year. 

It is an over-&11 negotiation based on actual costs incurred, and is done 

centrally' for. all three military departments. Most of the areas that we suggest 

. I 
:. 

.• - I 
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aS pOSSibly appropriate fOr advanCe understandings are reimburSed through OVerhead. ·:I 

With the exception of independent research and development costs, we do not 

intend to set up~for the immediate fUture, at least, a formal procedure 

the centralized negotiation ot advance understandings. 
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In some ~tances 1 advance und~standings can be wo::ked out centrally Vi th the 

same group that handles the negotiation of final overhead rates. In other cases, 

they must necessarily be handled by each pm-chasing ~ctivity. If the same 

understandings cannot be reached vi th resPect to all contracts 1 this will, 

of course, raise complications for some contractors and 'Will engender certain 
. . 

· administrative problems for the Government, since each centrally determined 

overhead rate may .require several adjustments to take into account the 

advance understanding provisions of individual contracts. 

These problems do not appear to be insurmountable, however.· While the use 
~ . . . 

of advance understandings is encouraged where appropriate, I am satisf~eathat, 
. . 

where problem areas are foreseen arid the costs involved are significant,-~ 

we Will have to put up with the consequences in terms of extra administrative 

effort. 

One further po~t on this question of advanc~ understandings. You should 

take particular notice of the ASPR provision that the absence of an advance 

understanding on any element of cost will not, in itself, serve to make ~bat element 

either allowable or unallowable. It is obvious~ better, however, for smooth 

cont~ctual relations, to agree in advance of the incurrence of special or 

unusual costs, where reasonableness or allocability are difficult to determine, 
' 

in order t·o avoid possible subsequent disall.owances . or dispute based on 

unreasonableness or on non-allocability. 

I woUld like to turn now to a more specific consideration of the problems 

which are involved in implementing our research and development cost principle. 

This was perhaps the most difficult of all of the individual cost principles 

for us ~o resolve. It is obviously an area in which the use of advance 

understandings is particularly pertinent and useful. 
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Our cost principle on research and deve~opment provides that a contr~ctor's 

independent research program (covering both basic and applied research) 'Will be 

an allowable cost under our contracts, Without regard to the type of contract 

·which is involved. Addit1onal.:cy, a contractor's independent development expense 

· will also be allowable to the extent tbat such developuient is related to the 

product lines for which the Government bas contracts. We have provided def.ini tions 

for the terms "basic" and "applied" research as veJ.l as for "development" which I 

will not elaborate on at this ·time. In essence, then, we have adopted a rather 

clear policy·With respect to a contractor•s independent research and development 

program. . The basic problem tbat we had to wrestle vi th 'WaS tllat this poliCY.' 

might be patential.ly'_ tar too costly- to the Department. of Defense and might well 

provide a f:ramevork for an ·wrrestrained race for technical. su;p~ey on the part 

of a great l:ll8.ey ot our maJor contractors, particularly those whose business is· 

predominant~ ~th the Department ot Defense.. In establishillg the basic policy, 

then, w recognized tbat s~ type of control. was essential. in this area. 

We considered J~~S.ey di.tferent approaches, such as a mandator,- f'lat percentage 

share arrangement. Under this concept, w vould build in ~ automatic restraint 

on the enthusiasm ot some ot our contractors by" providing for a matchillg. 

contribution by. the contractor out ot hi~ own flmds, in return for· a ..::~~ 

siDlil.ar contribution by the Department of Defense. Al.though this approach would 

cure same problems, it would. obvious:cy- introduce JD8.ey' others and might well be 

inequitable for a considerable number of our contractors. U it 'WaS prescribed as 

the on:cy- solution. We fillally concluded that the type of restraint or control 

that we must necessarily exercise in this area couJ.d not be applied in a.Icy" 

-the-board &rr&llgement applicable allke to all contractors. 

- a -
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Rather, our approach needed to be much more selective. That is, it must be 

oriented towards the situation found in particular companies 1 aJld possib:cy- in 

particular industries. That is the reason, then, why we provided for advance 

understa:ndinga in this area on a contractor-by_-contractor basis, and left the method 

ot control quite flexible. The cost principle, for example, contains these words 

"in recognition that cost sharing of the contractor • s · independent research and 

development pro~ may provide motivation for more efficient accomplishment 

of such program, it is desirable in some cases that the Government bear less 

than an alloca?le sbare of the total cost of the program. 

Under these circumstances, the following are among the approaches which may be used 

as the basis for agreement: 

(1) review of the contractor's proposed independent research and 

(ii) 

development program and agreement to accept the allocable costs 

of specific projects; 

agreement on a maximum dollar limitation of costs, an allocable 

portion ot which Will be accepted by the Government; 

. {iii) an agreement to accept the allocable sbare ot a percentage of the 

contractor's planned research and development progrsm." 

At the time we adopted our research, cost principle, includillg the control 

feature I have just . enumerated, we agreed that this particular cost item -was 

potentia~ so large and so critical that it could not be left to an individual 

negotiation with each of' several hundred contractillg officers tbroughout the 

~partment ot Defense. Father, we felt that some mecha:nfsm w.s necessary 

within the Department 'Whereby our major contractors could, on a periodic basis, -~ 

presumably an ammal. bas is, present to a central. group 1 plans for independent 
' ' 

research and development. 

- 9 -
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After examination of the contractor's pro~ and whatever discussions were 

necessary, t}?.e Department of Defense would agree to either accept . the 

full allocable portion of the total_ expense programme~ or, possib:cy, 

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

We are now in. the process of establishiDg the mechanics to carry out this 

program. ·We are developing a plan whereby our major contractors 'Will be 

assigned to either the Arrq or the Navy o~ the Air Force, for the purpose. of 

reachiDg advance understa'?a :f ngs 1n this area, in mt1ch the same vay tbat some 

contractors have. heretofore been assigned for. negotiated final overhead rate 

_purposes. This negotiating group 'WOUld be assisted b;y a cODDiittee made up of 

scientists :f'ram. the Arrq, Navy and Air Force. Upon receipt o.t a co~ractor' s 

program and his tunding forecast, an. ·initial reviev will be made by- the 

scientific committee to insure that a proper segregation has been made as between 

illdepeDdent research programs and independent dev~lopment programs. 

Our experience illdicates tbat contractors often use different criteria. to 

segregate these two expense areas~ Obviously 1 1 t is to a contractor' s advantage 

to classity ·his work as illdependent research rather than independent development, 

because of the broader spread which he can obtain. Thereafter 1 if the total 

expense involved appears to be reasonable under the circumstances, we might well 

agree to reimburse our allocable portion ot the total expense. :En other 

situations., based on recommendations from our scientists, w will agree to 

reimburse a contractor for less than 8J1 allocable portion of the total 

independent r~search and development expense. The results ·of these negotiations 

will be promulgated to our contracting. officers, who will be expected to follow 

these over-all decisions. 

L • 

'· 

..... 

- 10-

•. I 

.•• 1 

.·.·I 

·.·,1 

.. :··· 
··I 

. • I 

.. ·,. .. 
,· .I 

::·.· 
• _'I 

... >I 

. ·I 

· .. :·I 

. · ... 
• • I 

... ·.·1 

. · .. •.• ·. 
:. :.1 

.I 
.-~· 

. ·, .·· 



.. 
~·.~ 

. . 

• t 

tf. 
. i 

I t 

It mixst be ovious to all of you that this program, in its initial stages, 

regardless of hav good it sounds on paper, will bring some rather major 

adm1n1 strative problems. We intend to do everything possible to face up to these 

problems in a realistic manner. Obviously, the ty:pe of cooperation contractors 

extend in this area 'Will be a major factor ·1n_the success of the program. 

I want to mention here that this idea of reviewing a contractor's research 

program alld funding it 1n less than the full allocable amount is not a new 

concept. ~ ot you know that this approach bas been used tor many years 

· in same areas. · The new feature here is that it will be extended on a much 

broader scale and 'Will be done in advance of cost incurrence, rather th.a.n:-after 

the cozzrpa.ey bas incurred the expense. 

The words which have been spoken and written on this subject of contract·~ 
cost principles over the past fw years are quite voluminous. This is true 

even with respect to the fev facets which I have dealt with. today.· I hope tbat 

I bave been successful. in providing you with some ot. our current plans and 

ideas 'Which we· hope 'Will make the · change-over t~ the nev cost principles as 

painless as possible • 
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RAYTHEON COMPANY 

WALTHAM !54. MASSACHUSETTS TWINBROOK 9-8400 

AAF:ENJ:0205:3669 

Commander John M~ Malloy 
Staff Director ASPR Division 

· Office of the Secretary of Defense 
Pentagon, Washington 25,· D. C .. 

Dear Commander Malloy: 

January 22, .19·60 

In view o(the relatively short. period of time now remaining before 
the ·use of the newly revised Section XV of the Armed Services Procurement 
Regulation, revision No. 50, becomes mandatory, on 1 July 1960, :lt is our· 
opinion that Raytheon: should now begin negotiation of advance agreements 
with the Government on. certain c·ate·go:r;ies of co~ts, in co·nformance .with 
the provis.ions of ASPR 15-107. 

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

The thought we have just expressed stems ~rom the fact that, with 
but one or two exceptions, the types of costs which most typically are . 
appropriate in adv:ance agreements a·re items which are in the area of in
direct cos~s.: If, on the one hand, numerous individual negotia~ions of an 
extremely large number of contracts ultimately result in one hundre~ per· 
cent (lOOo/o) uniformity ·of advance agreements, it would appear very obvious 
that the Department of Defen.se and the contractor would have achie~ed a 
substantial saving of both time and expense if the same result had been ob-. 
tained in one single tri~departmental negotiation. If, on the other hand, 
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the individual negotiations of the various contracts result in a lack of uni-
. formity in the advance agreements which are reached, the result would · 
be that this lack of uniformity would make it necessary for the Department 
of Defense and the contractor to negotiate numerous sets of overhead rates 
in order to match the various different advance agreements reached for 
the individual contracts held by the three military departments. There can 
be no escape from this conclusion as CO?cerns those contracts in which ad
vance agreements differing among themselves, are in fact incorporated as 
part of the contract provisions. In this connection, it is noted that 
ASPR 15-107 states that such agreements should be incorporated in cost
reimbursement type contracts. 

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

It is our hope that this letter will serve to explain why Ray.theon 
would appr~ciate bei~g advised at the ·earliest possible time as .to the pro
cedures which are to be followed in undertaking negotiation of advance 
agreements in preparation for use of the -new Section XV of .A.SPR. 

cc: Harry B. Christenat 
Office of Naval Material 
Department of the Navy 
Washington 25, D. C . 

Sincerely yours, 

RAYTHEON COMPANY 
. ~· . 

c C-/rVL.-UL-~. 
A. A. Farrar, Director 
Government Contracts 
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-11 March 1960 

Dear Mr. J'arrarr 

I haw 70ur letter r4 22 J'a.DUUT 1960, in which JOU requested advice 
aa to the procedure• which are to be followed ill underlakiag negotiation 
ot adT&DCe agreeezrts in ;n-eparatioa tor 11M ot the nev Sectioll XV or ASP1l. 

.. . : 

· 1 haft delqed rep17Ug to JOV letter· 1D the hope· that I might. be able 
to turzdsh rou vith more apeoitio. 1ntormat1oa aa to ow· curreui plann1DI 
with regard to ad vane. uader·ataadinga, part1calarl7. in ccnmec\1oo. vith the _,. 

. reeearcla and development cost priDC1ple. Ae ·to the researolf principle, our ;,:_~ 
p1.au ue vell UDdvvq, a.DCl oDVisioa the aesig!laent o~ 1Dd1't'idual companies -y 
to a puticu.l..u Mllita17 Deparlmont tor ugot.1at1oa purpose• in much the- . ~ 

_. . · 18M unur as coapuiea haw heretoton beeJl aaaipecl tor the negot1a:tioa · c:J · 
· ~ tinal. owrheed rates •. We are !a the procea• oE e.tahliahiJII a scientit1c . · 
coadttn to be made up o~ r~MD.tatiwa ot the thr" MUitarJ Departmeata 
which would provide the techaical rniev ucl ovaluatioa which vUl. be. 
Dece·uaq 1A mast iJSatanoea 1A COIID80t1oa with •atabliahiq ad~ UDder-·.·.· 

'\ __ ,: ..... staDdiDc•· .. .. . 

. ~: .. 

· v.· do ~ illtend to . set up t" the illlediate .rutUH, a\ least,· a tonsai · .. · 
prooe4ve tor the centralized nesotiatioa ot. a.dnnce Ul2derst•aiiap. Aa · 
J01l are. vell 4\la!'e, the areaa suggested aa ·cppropriate tor ad.Yece under-:. 

·. ata.Dd1f2&a preaent d.itterbc problesu b7 ~11' verr zsature.· Ve do no't_ per- . 
. ceift tba"- thea 1s ars:r ea.q solutioa to thete probleu •. At the pre seD~--
.. tiDe,.- w do not feel tba\ a formal, celltral1sed nsgotiatiOA etruct1rre for 
·· aclft!lo. \Uldvatandinga voul4' presellt arrr great adVtUttag••· Ia. all orga!lisa- .· 

t1oa •• larp •• the Departaaeat ~Defense, ·such a prograa would oreate .. 
UDJ" ilrterna1 probl_. ~ aa ad•1n!atratiw and manag81lftAt nature. \/e ar•, 
howvv, -vatch1ns· this· pbaM ot the new coat principles TarT cs.retully and 
ve will be prepued to· tab· vhatne• etepa seem appropriate to JUke ~ 
qst.a· vert.-- In thia COADaotion, ,.OU mq can to slattoe over· ~eM r.arka .. 

. ·I aade_oa. th1• aubJeal ia .Philadelphia reCfttl.7. ·· · 

·:_ It.-ti'·.,; \Uiderst.aDtUng that. t~·la'17 ~negotiated fiul overhMd 
ra:tea vita Rqtheoa tor the past aeftl'al)'UI'I• It is ... tanher under-· 
ataDd!q that the personDel iD the N&"fJ' vho have eoo:iuctecl the• D8gotia-·· 

·. · .. tiaa vUl. be happJ' to diacmaa such ad'ftlla. UDdoratancHap aa are · 

.. , ~:=f.. vi!/ ::r= ~lf:tCi.C>Dc~t~ffW'8~ai'r !Pfipct•. ·· 
: den\ 1a other areaa ot coutractinc. 
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CONTRACT COST PRINCIPLES 

·This Committee is well aware of our intensive efforts over the past few 

years to complete the major project of promulgating a comprehensive set of 

contract cost principles. I am pleased to report .the completion of this task. 

On Z November 1959, the Department o£ Defense issued Revision 50 of the 

Armed Services Procurement RegUlation which contained the fir.st major re-

· .. vision-·of our cost principles since they were originally issued in 1948. 

The new l"egul.ation provides a single comprehensive set of cost principles 

which will give more detailed and precise policy guidance in treating cost el,e-
~: 

menta. It applies to all types of contracting or contract settlement situations. 

The revised principleS will serve as the contractual basis for the paymer · --,) 
> 

of cost.s under cost?!lreimbursement type contracts. In all other contracting or 

contract settlement situations, they ~ serve as a guide in the negotiation of· 

prices or· settlements, to the extent that the evaluation of costs is necessary for 

the setting of fair and reasonable prices •. Provision is made for specific agree-

i · menton the hazidling of costs in advance of the signing of contracts when particular 

areas present difficult problems of &~ministration. 

A new feature of the regulation is its use in connection with negotiated 

fixed price type contracts. While cost information has always been considered 

when appropriate in the pricing of these contracts, no uniform ground rules 

have been in use throughout the Department of Defense. The new rules will. 

- z -
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·provide common guidelines for both Government and Industry and will facilitate 

the selection Qf the proper type of contract for specific situations since costs will 

be treated similarly for all types of contracts. Further, the new rules will as-

:J;'·j sist Government auditors in preparing advisory audit reports. 

The promulgation of cost principles aJ:>plicable to all types of negotiated 

contracts is designed to foster an atmosphere of mutual understanding between 

·-..~: 

contractors and contracting officers. It sho~d ultimately lead to more efficient 

negotiation and administration of Government contracts. 

The new ~egulation prescribes that when costs are considered in pricing 
. . · .. 

defense contracts, they shall be subje.cted to the test of "reasonableness." :;A 

cost is reasonable if, in its nature· or amount, it does not exceed that which would 

.. .,e incurred by an ordinarily prudent person in the conduct of co:r:npetitive business. 

~.Nume.r.o.us· individual elements of cost have traditionally not been allowed in prior 

cost principles. These include such things. as most advertising costs, bad debts, 

entertainment, contributionsand donations, interest on borrowings, and certain 

selling costs. These individual items will continue to be treated as· unallowable 

costs. 

Other individual cost elements, such as cost of material, salaries and 

wages, depreciation, insurance, maintenance, .production engineering, and inde-

pendent research and development are allowable. In this connection, certain 

administrative controls: and limitations are provided to insure that costs charged 

to the Government are reasonable in amount. 
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These new cost principles are now in use on a permissive basis. They 

be used mandatorily after 1 July 1960. This long familiarization period is neces-

sary due to the far- reac_hing nature o£ this new regulation and~ insofar as possible 

Stl to accommodate contractors 1 fiscal year closings. 

I must tell you in all candor that the development of these cost principles 

was a most difficult undertaking. Resolution of the strongly held and divergent 

views of the many parties having a legitimate interest in this project necessarily 

took a great deal of time. 

We do not claim that our finished product is perfect in every respect. 

H.owever, we do believe that a substantial contribution in the field o£ contracting 

. . 

policy has been made that will materially assist in our efforts to buy the most for 
(\ 

very tax dollar. These new cost principles will be watched clos·ely in actual 

· operation and we will be ready to make any changes which seem appropriate as 

we go· along. 

PRICING POLICIES 

Also, during the year, re-evaluation of the Department of Defense pricing 

procedures and practices was· undertaken with a view to improvement of p·ricing. 

of_ prime and subcontracts. The results of this re-evaluation were published 
·., 

as a revision to the Armed Services Procurement Regulation on 1 October 1959. 

One of the more significant. changes is to require that contracting officers, 

prime contractors, and subcontractors obtain and utilize the most current, accurate 

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

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

25 March 1960 
As!itieaDet(S&LJ ~ 

, ha..:J f.'e~n 
l;r. LeBoutilli 

MElvDRA.NDUM :FUR THE DIRECTOR ro~ .PROCUREMENI' POLICY er has seeD 

SUBJECT: Contract Cost Principles - Allowability of ·Cost· of 
Recreational Activities 

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

Our new cost principles treat with the subject of cost of 
recreational activities in .ASPR 15~205.10 which states that "reason
able costs of health and welfare activities, such as • • • • recrea
tional activities •••• in accordance with the contractor's estab
lished practice or custom in the industry or area, for the improvement 
of working conditions, employer-employee relationship, employee morale, 
and employee perf'ormance 1 are allowable. n Although the new cost 
principles are somewhat more comprehensiv~ in this area, this type 
of cost has been recognized for many years under our old cost principles. 

You have indicated that several members of the Subcommittee raised 
questions concerning this· type of expense. I can only presume that 
the Subcommittee members would raise a question about this type of 
expense if it were unreasonable in amount or scope, or not in accordance 
with the contractor's established practice. In this ·situation, we would 
share the Committee's concern. This is the typ·e of decision as to 
reasonableness which the auditors constantly face in their d~-to-d~ 
work of certir,ying costs under cost reimbursement type contracts. 
For the most part, expenses in this category are quite small and very 
few abuses have ever come to our attention. The usual situation can be 
illustrated by the practice of the United Shoe Machinery Corporation, 
located in Beverly, Mass. The ·company has long underwritten a substantial 
portion of the expense of a country club, ·having golf 1 tennis, swimming, 
etc. facilities. ~his club is available to most of the employees of the 
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Corporation. Although dues are paid by the employees, the charges are 
heavily subsidized by the Company. 

With respect to the mention of the availability of fringe benefits, 
such as a country club membership, in recruit advertising, I can see 
nothing wrong with either this practice or the subsequent payment of 

;(\ 

such a fringe benefit. This presumes, of course, that the overall compen
sation of the individual is reasonable 1 taking into account the country 
club fringe benefit. I would be very opposed to any suggestion· that we 
declare, by fiat in the cost principles, that this type of fringe benefit 
be unallowable. In my view, it would be a grave mistake to solve isolated 
problems of "reasonableness" by an across-the-board disallowance. 
This type. of narrow approach would endanger our ability to make good 
use_of the new cost principles as a comprehensive document; ie, in fixed 
price contracts. 

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

~~ 0 ~dr ~·s~~i f 
Staff Director, ASPR Division 
Office of Procurement Polic.y 
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Telephone: ·. 
LA.Ngbam 8812 ... 

UNITED STATES NAVY AREA AUDIT OWICE 

8 RATHBONE PLACE 

LONDON, W .1. , ENGLAND 

From: Of'ficer in Charge, u.s. Navy" Area Audit Of'fice, 
London 

To: Officer in Charge, u.s. Navy Purchasing Office, 
London 

SubJ:: Use ot Section rl Cost Principles, in contracts and 
subcontracts in Europe 

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

Enol: (l) Statement of Method of Determ1 n1 ng Prof'i t for Use· 
under Profit Li:mi tation Shipbuilding Contracts and . 
Subcontracts thereunder 

00 
7590 

March ll 1960 

l. Reference requests our comments upon the subject cost principles for 
use in your· discussions vi th the ASPR Camrd. ttee when it visi ta Europe 
during the month of' April. · 

2. At the outset ve vish to point out tba t we have onl7 verr limited 
experience with the application of Section rl ASPR to contracts in Europe. 
The verr tew cost type contracts which incorporate Section rt ASPR have not 
given us a large and firm enough basis to warrant drawing a"lr3' definite 
conclusions. On the other hand. m the audit of the European shipbuilding 
·contracts ve make use or cost principles which were developed on the basis 
of the Maritime Administrationds regulations in prescribing method ot 
determining profit under ita shipbuilding program in the U.s. · There were 
several deviations from the usual cost principles in this regulation as 
will be seen from enclosure (l). For example ·particular attention. is inv1 ted 
to the paragraphs therein on Amortization of Asset Appreciation, Interest, 
Pension and Retirement Pal'lllents, Taxes and Unproducti Te Time of Empl0)"8e8. 
In addition to the shipbuilding. program there is the base construction 
F.Ogr&m iD Sp1in which makes use of part 4, Section XV ASPR. However, no 
outsta:cdiDg exceptions were taken in the audit or this contract 'Which is 
with. an Amerioan contractor. 

3. Under the cost type contracts, which we audit in Europe, we have 
encountered only a verr few problem areas of minor incidence and which· have 
not had much imt:act upon the contractors involved. Our poliey has been 
that as long as Section rl ASPR is incorporated by reference in a contract 
we adllinister 1 t, audit wise, accordingly. Thus if a contractor claims a cost 
which is considered unallowable 'Ullder Section XV ASPR we have no alternative 
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but to disallow it in accordance with our established· procedures. In 
connection 'With overhead rate analyses were we submit advisory reports 
for negotiation purposes, our report is advisory to the contracting off~ce. 
In such cases we· recamnend for acceptance or non-acceptance costs claimed 
by the contractor, using Section rv A~PR as the l:asis for our findings. 
The determination of the overhead rate is the responsibilit.Y of the 
contracting officer. Likewise, in the reporting of direct labor hourl,
rates under time and material contracts, an advisor.r report is prepared 
for the use of the contract~ officer. 

4. In general all that we .can say at this time is, that as tar as we have 
used Section XV ASPR in cost type contracts we have found it workable. 
While no contractor, whether American or European, is particularlY' fascinated 
with ari1' kind of contract· cost principles, it has been our experience that 
upon explanation and discussion with a contractor of specific points brought 
up no unusual difficulties have been encountered. 

5. Perhaps, if we bad ma~ cost type contracts, particularly for large 
amounts, with a large selection of contractors throughout Europe and for _: 
different types of supplies and services we might run into sane· unusual · 
difficulties, but our experience to date has been otherwise. 

(Signed) W.G. LEARY 
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~1·AT.E;;IEl\lT OF :·.lli'THOD OF DETElliiiiNING 
PROFIT FOR USE UUDI:lR .?ROFIT LLiliTATION . 

SHIPBUILDING COl-iTRACTS 
MID . SUBCOh'TRACTS THEREUNDER 

SECTION 1. GENERAL 

1:'1 . 

1.2 

·This· "StatelDent of Method of Determining Profit for use under 
Profit Limitati~D Shipbuilding Contracts and Subcontracts 
Thereunder' ia issued· to provide guidance to contractors and 
suboontractora in the application of profit limitation 
provisions on u.s. Nav.y prime contracts and subcontracts 
thereunder, and will also be used b.1 the U.S •. Nav.y Area Audit 
Office .in the audit of costs and the preparation or advisory 
accounting reports thereon for the Contracting O~ficer, 
Bureau of Shipe. United States Navy. 

All accounts, books, documents, memoranda, minutes and records 
of ever.y kind of a contractor or subcontractor involving.the 
cost of performing a contract or subcontract containing a 
profit limitation provision are subject to inspection and audit. 
Contractors shall also make available all subcontracts and 
~purchase orders and ahall furnish copies of such instruments 
when requested. · 

1.3 In the event a contractor or a subcontractor fails to obtain 
agreement of ·a .. Propoaed subcontractor to the profit limitatio!l~: 
provisions aa required by a contract or subcontract, the contractor 
should not if~ the Contracting Officer in writing of such failut·e and 

·give the reasons therefor. 

1.4 Contractors and subcontractors subject to the provisions of this 
Statement should keep their books and records in a consistent 
manner conforming ~o generally accepted accounting practice. In · 
cases where a diversified line of operations, commodities, products 
or services-is carried on or dealt in, the books and records should 
clear~ distingUish between such several lines. Should it be found 
that improper or inadequate accounting methods have been or are being· 
followed, the contractor or subcontractor ~ be requir~ to restate 
ita accounts or otherwise aatisfactori~ account for the profit 
under ita contract or subcontract so as to accord with general~ 
accepted accounting practice and the principles herein prescribed • 

. 1.5 If a contractor or subcontra.Ctor shall be fo\md to have kept ita 
books and recorda in such a manner that a proper determination of 
pro~it in accordance with general~ .accepted accounting practice 
and this Statement cannot be made therefrom or shall have failed to 
retain a.n:1 books. or records essential to compliance with the principles 
herein prescribed, the u.s. lla~ Area Audit Office will recommend for 
acceptance only such charges as are shown by the contractor or 
subcontractor on evidence satisfactor,t to the u.s. Nav.y Area Audit 
Office to have been properly incurred in the performance of such 
contract or subcontract. 

1 • 
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STATEl~JT JE NETIJJD OF DETEftHINTI~G PROFIT (\, 

FOR USE UNDER ffiOFIT U1·IITATIOU 

SHIPDUIIDmG CONTRACTS 
AND SUBCONTRACTS THEREUliDER 

§ECTION 2., - DETER1·tL.~ATION OF PROFIT 

? C\1 ftofit or loss Definpd. 

2.oll Profi~ under a particular contract or subcoui:zuct is the excess of 
the adjusted contract price ovar· the total allov;ed cost or performance" 

~ .12 ·~ under a particular contract or subcontract is the axce ss or the 
total allowed cost or performa.nce over the adjusted contract price o · 

Cogt or Performing a Contrast or Subxo)ltra.et shall consist, for the p~.;;::r-posa 
of this statement, or four general cle.ssifiea.tions as £ollot-1s: 

!
a) Direct rnateriale 
b) Direct la.oor. · · 
c) Other diieet chargaso 
4) Overhead. 

ao21 Dkect Hateria.l sltall include the cost or all items p:u:o~based, sup
plied; manufactured or fubrieatedt t.rhich enter diraot4' into the 
and product or l-Jbiah are used or CC't'#'..sumed directly 1D connection 
trlith the manufacturing, !'alricnting, processing~ furnishing or 
converting or suob product. 

. •. 

The prices at whioh ma.teria.la arc charged shall be fair, just, 
. o.nd not in exe~ss of reasonable t:Ur!"~~et priceG Prices paid to aey 
supplier associated or aftilla.ted uith t ha eontrac:tor ·or subcontractor 

·will be scrutinized in this aennection. Alllild.teria.la, including 
.fittings, parts, auziliarias, eto., must be taken into account o.t 
prices not in. excess of the net eost thereof, but materials purchased 
for and drawn from ~eneral stores may l:e priced by arq. recognized 
method or pricing stores withdrawals con£orming to genara..lly. accepted 
accounting practice and co.nsistentq followed. In certain countries 
ub.Bre currency inflo.tion. baa been ot suc:h magnitude that pricing o£ 

. storao on o. level wi~h orig:Lnal. purchase figures would result in 
hardship to the· eontra:ct.or by reason of the .necessity to r~p~e 
those stores a.t pernanant.'q inflated prices, this provision TtJ.1J.7 b3 
D)di£1ed to o.llo~i baois of' pricing on currant valuation or by ra• 
lating the aencro.lJ.i o.oc,~pted inflation index to the origil'1..a.l ~~~st., 
Ucwevar, in cases ~1hera tha contractor or subeontraotor is using 
materials uhich are surplus· or ovsrstoek items, tbe original eoat 
basis is eonsiderod the most equ;.~~-l.bleo 

2. 
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The 'ftet et:rect at arq adjuetmenta related to il'lventor.r accounts 
shall be taken into accoant to the extent that the propriety of suoh 
adjue~nte ia ·established. In determining ~ question as to the propria~ 
ot prices at which materials purchased specifically' for the performance of 
a contract or subcontract are charged aa related to a reasonable market 
prioe, the Ul81'ket price preYSilillg at the time of commitment for pnrohaae 
«!hall goYern. In a:r:q cases where the contractor's or subcontraator•a · 
accounts do not cause transportation charges to follow ooat or materials, 
the method of allooatillg such charges, whether through overhead or otherwise, 

_ muat be equitable and oonsiatentl.7 followed. 

2.22 Direct labor generallJ covers the wages ·and other compensation of emplqyees 
whoae time can be detini tely and accurately measured as a direct charge to 
contracts or subcontracts. · 

It· ia preferable that direct labor be taken into- account· upon the .. 
baaia of the individual rates actual~ paid. ·Where a contractor or sub- · 
contractor follows consiatentq a 1Dethod of accountillg for direct labor on 
a produoti,re hour baaia at average. rates or empl"Ys other approximationa to 
reduce· olerioal work, auch method mq be allowed provided it shall be shown 
that aubata:Dtial acc\1%'807 is attained tbereb7. Compensation paid to leading 
men, q~termen and foremen whose tiM can be aoouratel7 allocated t.o ):. 
specific work m2V'• and preferabq ahotlld be accounted. for aa direct la~or, . 

· but an $.rbi trar.r allocation of supervisory pq roll or of arrr part thereof 
to "direct labor" rill be allowed only if and to the extent that· it is shown 
to .be conducive to an aecurate determination of coat. Overtime, production 
bonu~ea, premiums, _incentive pe.ymenta and other indelDDi ties to employees · 
whose time ia acoolinted for aa direct labor are preterabq tO be included 
aa· direct labor but .if charged ·iri whole or in p&rt to overhead the method 
of taking such chargee into account must be such that no part of such . 
·charges incurred by reason ot other work is. inequitably ·borne by the contracts · 
or subcontracts. · · 

l ·. 2.23 Direct Charges - Other ~ incl~de costa of builder•.a risk insurance• 
t performance and ~nt bonds, ro,yalties, outside professional services,. 

inepectiODt draf'ti!Jg and. e1'Jgineering, mold loft patterns, Wood staging 
·and shoring~ repair and maintenance of metal staging. le.unc'ld.ng, docld.Dg, 

· trials 8Z1d other similar items. · . · . 

Coate· of builder's risk insurance,- ·performance and pqment bo~a, 
royalties, ot~tside p%-ofeasional services, inspectien, etc., which. are 
incurred on account of a contract or subcontract may be charged directq 
thereto provided that such method ia consistent~ followed and that no 
similar chezps on account . of other work are made through overhead in 
such manner as to prorate s:rq part thereof inequitably to a contract or 
subcontract. · · 
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.. :2!io 0vm:~D..sl co;-:~.J!ri~!:O all i!'...dl.rect conntruction costa, including · ('\ 

ecbdnintrati7c :.li1d r.:c•~O?al c{:(~~it'.tr00~ indirect L:.bol."' ~nd ~t.~ria 
doprecin.t,ion e·ta u, ~.rhich u.r~ ~ t dir~ctly chargea.blo to contr:1cta .:•:t.•-- / 
subcontrllC ta. 

The i'ollowin6 provisions app~ to tho distribution of o·:or LsOJl ~ 
detormining profit r · · 

All chargee uh.tch are DOt direct4r allocable to particular con, .. 
trncts or subeontrccts, and eonstitu.ting uhat is l:road.ly rega."'d.ad ~\n:l 
herein roforred to a.a "O"'.tarhead," shall ba distributed over all 
opera.tlons in such mannor as will approxiraate as close=4' as pro.et.i -· 
cable an a.ecurate determination ot cost. To that and the metr..od of 

· distributing overhead must conform to generally accepted aoe~nmti.ng 
·practice, and uhera more than one class of lVQ%'k io being peribrzr..ed 
muat ba such that no class of 't-IOrk is caused to bear appreciably o.r..y 
part of tha indirect expense which s~uld proper13 be borne b-f SO:it-e 
t;t.ber cla.ss or t-JOrk. ·, 

. ' 

TbS distribution of the various d~ssaa of overhead equally o•·sr 
all or substantia.ll:y all varieties· o£ production t-;ork will not 
ordinaril\f be accpeted as in accordance vith generally accepted 
accounting practice unlesCJ it sho.ll ba shown that such method result·t, 
under tho .prevailing eonditions, in .a substantia.l..l3 accurate deter-- · 
mina.tion or eoato 

Too practice of deteroiniog separate departmental rates for 
overh.aa.d distribution appllcuble to tlw correa;::onding direct la.'OOr 
charges is acceptable but only the actlUll produotiva direct laoor 

· .. ('\: 

may rorm the oosis ·or tho computation and must not include. acy un• 
pr:Xluctive time o.n:l t·Jages of the type referred to in subsection ~.,J44o 

Distribution of various clasoes or factory overhead otherwise than 
upon tr..e ooois of direct labor tna1' be accepted 1£ it oo shotm· that a 
substo.ntiall.y oquitabla distribution iD afrocted. 

Tho use of mach1.na .. hour rates or or standard or ~ci£1cat1on 
manufacturing c:oate properly ck:·terminad ic aeeeptablr.. •. 

A dii'fcn-entia.l distribution of overhead to various classes ot •.rorJc, 
as for exa:nplo, the use ot a. variety of i'L""tE?d percentages. suita.b~ 
· detorminad by periodic cost--engineering aurve;y or by other o.eceptnble 

. means, so tr.t each clAss or work baars ito appropriate overheru:l ra.te, 
. rtJJJ..1 ba accepted if it ba slxnm that a subctantially equitable uiotri--» 
· bution 1:3 thorcby offactedo · 

In co.soa uhere, by the use ot predetermined rates (d.epa.rbeutal, · 
machine-hour, difi'erontial, etc.) or otheruiee, too a.ctual.total of all 
1ndircet eharges incurred in or lllloca.bla to a .particular month or other 
relatively llr1ai' accounting pariod is not exnc·t~ a.beorbed, the tmdar~ 
or overabsorption must ~ oomplately distributed currently ai·t;ho~ ratably' ('\ 

\ ' . 
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- or by· ·such other oolltlG ua vlll oi:feot tm accurate and equi tab+·e allocation~ 
· Tho equalizine of :3c~oonal e.xpo•1:Jos, such as heo.tL"'.l(!, !s p:nnino1ble 11'. a 

conniatent policy is oointa.inad in ·such co!Ul9otiono 

In passing upon the general accoptabUity of a contractor~a or 
stibcontractort s princiPles and methods o£ accounting, J:Xlrl1cular enquiry 
uill be made into the t!lethod or overilcad diotr1but1on and no c~a 
ohould be ooda therein during tho progress of uorlt ui thOut prior notico 
to W10 Offieor in Charee, U ~S~~ r!avy Area Audit Office. 

I'tC!.l.l"C~untotive Itei:lS or Cost are Sl.ll!l.m0.%'1zed belov under three g~1aral 
c~t.c..;orios consisting or those orcU.no.rily allowable, those subject to 
q~lifiea·tlon or disallouance, _o.nd those wlallot-rabla 1n tho determination 
or co:;t of' a contract or aubeontract. Further olD.rification is contained 
in the axplana.tory text 1n tho subsections under section ?. .3. All 
concciivablo 1-t:er.>.o cannot be me1.:·.~jioned spocitically, and tha explanation 
1\Jrni;Jhed ls indicative and not 1.nclUD1ve; tun.t 1o to any, om1osion or 
mention iB to be 1n no way rostr1ct1vo in deto~ the costa or a 

· contract or subcontract. It an i te.r.l ot coot is no~ apoei£1cally mentioned 
ur.rlar admissible costa it is not to be tbnreby automatically excluded, 
and conversely, if an item or cost 19 not liated Uilder inadmissible cost · 
or described. as one aubj0ct to quali£1eation or disallol-ro.nco, it does.: not 
therefore follot.-r tt1ot auoh item 1o acknov.rlad.u'"'Cd to bo admissible~ In sueh 
casao any quootlonB aro subjGet ·to interpretation and decision o.ecordizlti 
to the nature or the iter.1. Uoreover, an.y or tho explanations civon belat·l ·· 
~ subject to U1o application ot an1_epecial provisions exproosly included 
1n tlle contract or oubcontra.cto 

2 o251 I\:Grns . OrdinarilY All.ovable 
Didding Expenses 
Bonuses 

. Castings 
Direct Charges - Other 
Di~ot tabor 
Diroot.Haterial 
Directora' Feas 
Dredging 
Drydoeks 

· E>.."Coss Haterial (Credits) 
Insurance 

. Haterial Operations - Departoental 
· OVerhead · · 

Pension and Retirement ?s.ymant:l 
· Scrap (Credits) . 

Touing 
. Travel Exponse 
· t·f elfara Expense .. Employee . 

.. ,. . 

.. ... .., .. 

Soe Suboaet1on 
2)30 .. ~ .. 
2o.3QS 
2 •. J07 
2o23 
~'o22 
2o21· 
2o310. 
2oJ13. 
2o314 
:-~o317 
!.o324 

. ;::: o331 
~; o24 
~o334 
~: o.3.3S . 
2.,341 
;~ \)342. 
;; o346 . 
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~ o252 ~~tops Sub:i act. to i.u:'llifiAAtJ.o~ Di2'UJ.O'J_ilP~ 
Advertising ExpenDes 
J\mortization or Asset Appreciation 
.Contral v£fica ~xpenses 
Depreciation of Plant Facilitias 
Diccounta 
Donations 
Dues and Hembarshipa . 
Fees, legalj Accounting, ruld other Professional 
Feas of Transrar Agents and Registrars .· , 
Interest 
Intraeompaey- and Intercompany Charges 

· Io.unching Expense - Ceremonial 
. Ho.intana.nce and Repair Coats 
TI.ascrvas 
Royalties 
Salaries 
Selling Exp.:;nsos 
Taxes 
Unolaimod Hagas 

;' ~25.3 UMllp'&~le Ite_m.g 
lhd Debts 
Catll·~l Gains ond losses 
Ento~tainmant Expanses 
Excees Prorits . 
Expense ond Incoma - Nonoperating 
Fines aDd Penalties 
Inoou t.rom Investments. 
Liquidated Damages . 
Iosoas under othar Contracts o.nd Subcoutraots 
Organizo.tion and Reorganization &xpenoos 
Penalties . 
Unproductivo time or Employees (S~by labor) 
Unraaoona.bls Charges 

See Snbsoction 
:J.,JOl . 
2o302 
2.)08 
.J.,,JQ9 
2.;)Jll 
2~312 

. 2 ~315 
2 ~.320 
2w32l 
~ o325 
2oJ26 
2 ('}327 
2e3.30 
2o3J5 
2~3.36 
2.337 
?oJJ9 
?.~140 
2~343 

See Subsection 
;•o3Q) 
2.306 
~.316 
4'o31S 
~.319 
?..322 
2.,323 
:; ~.328 
~.)29 

2•oJ.32 
2Q.333 
2:oJ44 
::.345 

:! o3 Al.phabeties.l J4at of Ronrescn:to.tiva Items q! Cost. • In connection with 
specific itema, there are offered the follo~-ng descriptive axplanatory 
comments: 

2 o30l Ad!ertisipg Exponsea o • The general policy in regard· to advertising 
for the purpose or errooting .aal.Os, as dist~m..Ushed from institutional 
advertising in trnda or technical. j ourna.J.s, is des~ibad ns ro lliws s 

As a general rule o. contractor' a cost o£ advertising is not a.llo1·ro.bla 
on the reasoning that o.dvertiaing is r..ot required in order to undertclre 
contracts vith too Government of ~ countcy6 llot~Ter 1 certain Idnds 
of advertising of an industrial or insti tutioruU character 1 placed in 
trade or tacbnical journals, not primarily with the objaet o£ selling 
particular products but asoontia.JJ,y for the purpose of off'ering 

6. 
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f'1r~a.nc1al. sup~rt to such t.ndo or technical journ.:ll:J, because they aro of 
volue for the· dloaeW.naticn o£ trude and technical 1nfol'm1ltion fe.r "tha 
lndustrr,- are· not reall:r an advertisi..nG e.."qjense to ef:f'eot oales ao oud1. 2.s · 
an operating expense incurred as· a mottor or policy tor the benefit of the 
business nnd the industryo Thus the reasonable eost or such acivertisi'iz 
placed in trade publications o.s relates to tho particular business nay oo 
allowed~ 

The reasonable cost of advortlsing consistent· with the normal ond U3uo..l 
practlco ot a suboont.ractor may be allowed 1n detemining ti:le eo:Jt ·of 
perfoming a subcontract. .· . _ ' 

Tho coot or advertising to obtain employees ordinarily is nliouable as a 
part or personnel expense distributablE) to contracts o.nd stibcontra.ctn unless 
determined to be excessiveo 

Reasonable expenses of non•olo.borate publications isaued . for tha purpoca 
ot morale, production, protection, or t..raliare of a contractor' o or ~ub
contractort a employ-ees, which are within the scope of a pltlllt pub~- iion 
are allot.rabla costa o 

2 o302 Amortization ot Asset Appreciation shall not be talten into account in 
. dateroining the cost or pcrform.ing contracts or subcontracts~; It is; ho'.. ... ~er, 

reoognizad that in certain European countries in.f'lation has been of c;ona!dorabl( 
nngni tude in tb.e years after ~.Jorld Hnr II and that in such e1rollr:1Btances . 
·depraoiation·on fixed assets may be computed on adjusted (upward) values Which 
talce into account the defiat1on in the value of local curronoy e It is . 
cons1dqrad therefore that 1n the· computation of dopreoiotion it would not be 
U'.tACoepta.blG to take into account the appracintion in vtllue of such asnets, 
bacuuao of depreciation in 'the ValUe of CtU'Tonqy since the acquisition o£ 
relevant assoto Such. increase in value ohould be in conf'ormity with any · 
api111oable l.D.ws anu roaulations of the Government of the country involved, and 
muut o.ot# exceod tho decrease in vliluo or the currency since the clute or 

. aequioitlono Tlla· pro.ctice of the contractor 1n rolation to its aenoral policy 
or. oh:irgi:ng doproeiation may influence the a.llouabllity or this itemo . 

2 o303 Bad Debts m.ey be defined o.s uncollectible or uorthless notes or accounts 
l'GCeivo.ble arising from S310S of prOducts or othor. transactions entered 
into ror . the purpoao o£ proi'i t. SUch it~ or roq-;enoos related t.b.eroto 

. are not _o.llot.rabla 1n contract or au})contra.ct p.::rfo~ce eostso 

AdVances in raa~onabla aoounta made to employees ili cozinection w1 th 
allo'l.rancea for traveling eXJ.;enseo wicll ha"te not beon recovered are not 
regarded ns bad debts, but as. ord~ry buainoss lossos allowable in cost 
directly, if' practicable, or through dist1•ibutablo overheo.do-

. 2 ·oJ04 ~iddL'l'l.c; E..;rnensa~ o •. neaaonable pralimirul.ry e~"Pen~cs incident to praparntion 
of bids ~lusiva or other necessary costs such as legal, accounting, and · 
other professional fees and .. travolincr oxpenncn, are allot.;abla eosts through 
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distributable overhead; 01.1ch ~xponditures as a. direct charge to a. (\ 
contrnet or ~ubcontro.ct ~ll l:c al.lo~gd only uhen a.~r.' -oved l1¥ too , 
Contracting Jrfioor, 

- . . 
2.3QS. Ibnuses. • Payrlents to enpJJJ:rcoo in pursuance ot a ragularly established 

tl1ld proper~ adrni n1 stared incentive. oonus system may, su~j0ct to tb.") . 
. 11mitations in subsections ~ .. .,371 o.nd ~o34S hereof, be allov..d i!l costa 

I . provided the aggregate compensation paJ.d to each individual is rcasonabJ.c 
and proportionate to 3Gr9'1cs~ act~ rendered .in the re-gular col.u. .. ~.c ot 
business. 

~! ,,306 C _ resulting trom :finanej a 1 transactions not ~lirectl: 
rehted to the contract or subcontract shall not be taken into ace<j1Jnt 

·in determining reenptura.bla prof'it. 

? ~3('11 £~ ~ .... Castin.;s made in the eon-tractor's or subcontl~actor t s o'.-m 
r~undry flltJ:Y ba charged u}X)n fixed price per pound or other arbitrar7 
basis providad th.l.t the scale of pricos takes account, vhen e.ppr.o .. 
prill.te, or difi'arencea in size and 1d.nd o£ ca.at,inga, and that proper 
adjust.m.snts on such charges are made tor tbs actual cost or castings 
as determined by reasonabl.1' frequent inventor loa of foundry materi~ 
or by oth~ adequate foundry' cost methods. 'Ihe metl:.od or pricing 
.r,~undry ~-~:...f materials, partieula.rl3' such hie:her eost mAterials as· 

· copper, spelter, oJ.und n1lm1 etc.,., tiust be consistent with tr.e principles 
prescribed here~ for the pricing ot mntoria.J.S ge~. · ·-

2.JQ8 .PemuJ. OW,ee ~U· • WbaneYer a cOntractor or sut:contraotor opertfJ • 
through a central or home of'f1ee, expense or administration thereof 

· shall eo acceptable as contra.at coats onq in direo t. prop·,rtion. to the 
contribution to work under the contract or au.bc.-.ontraot. · 

2o309 I!ern:9als.t:l9u gt ~ Fe.g~liW.U·· • Depl'cciatioa ·or buildings~ :na.chioery, 
equipment, and other plnnt facilities ~rill be a.llowed as a cost in tba 
determinntion o£ ·profit ill general upon the basis .or the schedule or 
ra.tes of depreciation in current use by tba dontl"actor or subcontractor 
and t oJcinc; into consideration tha rates used b1J the Inland Revenue or 
Tr-na!JU!"y Department ot ths Government of the country of the t:Ontrnctor 
or subcontractor a.nd 'M!9' other particular ra·tea sta.tutori.13 s.llo,,Jed in 
abnormal eiroum.atD.Il.Csa by tbo.t Government. t subj a¢t, bowver, to t~ 
approval of the Contracting O!.f'1cer. In oertain olre!umsta.nees, BEh& 
subseotion 6e302 (Amortization of Asset Appreciation) the above prL~i
ples tdll oo related to inflated valuations or asootso 

In tho· eo.sa of buildings, mc.chinSry, oquipmant and other plant 
facilities 3Ubject to depreciation which are used in and are ne<:aSSLU7 
tor performa.noo ·o£ a contract or subcontract end which during tha 
pertormsnca or• UJ:=on the complation of the contract or subcontract o.r9 
deDX)lished, dismantled, sold a.s machinery or equipment or as scrap or 1 

in tho absanca -of a m.orket therafor,. ore a~doned, 1n such menn.r~ and 
under sueh ci.t~ctiD1Gtanees as shall e::tnblioh the fact that ouch 
J0t~ll tio'?" dj s::-~ tlement, ue.l~ or aha..tv":clL:K'lnt is in good 
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tai fu and not ui th a v lev to continued une in tha contractor 1 s cr aub-conQ 
trnetor•o buaillsos, t.ha doprccls.tion char~!ooble aaainat opemtiona on account 
thor mr may ba .redetertJinOO U?Cll the b~:~is of the f~cts as to u.soful lli'~ 
and residual valuo as taus a~eabliahad, a.nd the proportion of sucll dapre-
c l.ation a.s so rodetermincd nppliea.ble to o on tracts or subcontracts t-ti th 
rE>spect t,o which a i'innl dete:rr.dntltion of prof'it ohall not theretofore hava · 
beon made shall be allowed in determinicg the profit tharaundar. 

-:. o310 Directors I Fses. a Fee a and travolin::! exponsos in connaction ul th authorized 
meet~a or Boards of Directors are allol-tabla as distributable ovorhan.dp 
provided that such fees and axpenses are reasonable, and aro in accc~1ce 
\:1'1 th con Lractors' or subcontractors' ·usual pl~ocaduro, oubj oct to ti1a 
limitation pro-tded in subsection 2 .J37o 

:~o3ll Discot.mts. - Earned discounts of all ld.ndo, inclucline trade discounts, cash 
discounts, spacial. allowo.ncos, etc., muat bG ·taken into account 1n such 
manner tl.Lat, in the determination of profit, ·arrect is given to the net 
prices actually paid o Discounts taken on material bUls oay be deducted 
£roa1 t.Ue purchase prico in er..arging to irr1ento17 or to the contract or 
subcontract, or the disoountc mny be o.ecountod for by distributin3 discounts 
earned as e. credit item 1n the overhead, or by .a separate computation of nat 
material cost or by such other. means ao cuy acco1'<i uith the contractor's or 
subcontractor's aceountina practice. and this requirement or accounting for 
dis<;oWl:ta·~ · . If a contrac~r tails ·to take advantaae of discounts or-. dis-· · 
allowances amounting to one parcent (].{!) or mora, only the nat amounts. of 
invoice~ after deduction of ouch discounts shall be admissible os the eost 
or porfomanca, unless adequate justification exi~ta for faUure to tcl<e 
disooWl tis o · 

2o3l2 Dona.tions may not be taken into account excopt to tha extent tlul.t naceosary 
coxvice is rendorad to . the .contractor or subcontractor by the recipient, for 
cxampla, donationa to a local hoopital Darving the contractor or aubcontracto 
or thoca vhich, by local eenaral custom, oonsti tute n.ocoooary. and prt;per 
business expe11soa • · 

:2cl31.3 ~redaint; o • t-lhere it is the established practice of' the . contractor or 
subcontractor to accrue a. reserve for c~ ·edging and to charca to such reserve 
the co·at or particul.D.r dre~il'lg operatiotw nccessarJ for launching or for 
the rnaintcr~e of depth or t·roter: at and £ol" nccef3s. to tho shipyard, such 
accruals IIJD.Y be taken into accoun~ as part of ··ti.Lo overhead to the .extent 
that it shall be ohoun that such accruals represent a. roasonable avera~e or 
such expenses actually incurred ovor an appropriate period o D iract eha.rges 
ror dredging are allot..rable only vthen no ouch reserve 1o included in the 
contractor's or subcontractor's eota.blished practice, and then only to such 
extent aa rney be reasonably alloca:tedo 

In \..raters open to public ·navi:Jntion, 1n the absence of reserves for · 
dredging 1 the costs of dradginC may be ehareed to contract or subcontract 
porforcance costa provided such costs are equitably allocated to the 
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coutracto or subcont:ra.ots a.ccotm)'.)r]e..ted ey such dredgi."lg? 

Tho initial cost or dredgi.na ·o£ ~·ivatel3' o~nod 11 sl1pa" shou.Li b.~\ 
oapi ta.11aed; amortization or .-~oyrcaciation or mteh costs is not a.1.l .:.e 

3 

. but costs or radredging to establish dep~hs of. such sllpa, in too :::\uiien.ca 
·or reserves, era allowable ~·~hsn prope1.•l7 ollocated to contracts or sub .. 
contracts a.ffactod,. 

2 .l314 Qf:idogkg. ~ ~lhore th.~ contractor or subcontractor uses ita 01.Jll ch"ydcck 
in tha nerformanco o£ the contrnct or subcontrru:t, it ia s.llowablo t...o 
bae~ ·the c~..argo ·to tho contract or aubeontrect .for the usa of Slleh 

drydock upon the a.v~[J.go co~t or operation of tr..o drydock, in.clusiT9 o t• 
rnaintaruu'lc:c, depreciation and taxos, as deterr.dn.ad ·over a ouitablr;) 
acooun.ting poriod not in 0),."-Cacs or one ":J·ear providad that the total 
sueh charge shall not e~~cccd n.n &"10unt determined by use or the praira.il ..... 

· ing co:Jmeroial rata for t3imiUi.r services in tha vicinity or -whE<··re too 
nearest comparable cervices are available~~ 

~ ~315 Qlled'WlQd Z~t:,~1lm ~ ree;t.~'l-~ trade as.aociations und . teolmic.:al socictis 
ara in general alloua.ble, iJut othor dues and membcrsbipa FJ3'8:1J n.ot ba -
o.lloued. · 

~ .,J16 .fult~;c.~.~'"XlJlt Ex;rxm~ are not allowable eosts or performing a contract 
or eubcontra.ot. Rao.so~1.ble lunc:hson costs naeassarily incurred in tba 
normal eonduct or a contractor's or subcontractor 1 s busines.a my oo 
allo~·ied. · 

2,317 Em.!iWl.l.htarJAl refera to ma.terial, 1n us~~1>la condition, which is ~0 
over al:tor ti contract or subcontract· is completed nnd resulting 
mainly from overpurchasas, ov·erproducti:;n, over·r.hea.tm stores, or a.s a 
rasult· or cha.neos e.nd exi:.rns. i!:xcesa nuterial·sllou.ld not ba confused 
ld th aerap t~hlc.h i3 5Uch material as is prqduced during t.h9 eourse of 

· consturc'Cion or I!la1ll.l.fo.cturC3 e.nd v1hich hc:..s only scrap ~alua. {~ea 
"Scrap" • subsection 2.))8)~ 

Hat-erial vhioh r.aa ooen chP-rgad to the cost. of performing a. oontrc.et 
·or aubcontrnct and is .found in eAcaas of actual rzqu.irements and has 
not been ini!Ort=Ora.tod in the wrk s~ te eraditad, at t.ba reasonable 
value .tr.eraor, to. the coat of psrform.tng t.ha contract or subcontrnct 
to uhich it was ot·iginAJ.l3 ch.argsd. 

. . 

. Ir such matcrialc arodi tc,3. to coot arc reissued fer UGe iil pgrformng 
a contract or oubcontro.et tho materials ohould ba. charged into costs a.t . 

. lll!lounta not in 0:1-:caso of tho va.luo agresd u~n as the reaeone.ble eredita 

2~313 ~~qs Prof!_~ p.:lld or rcpayablq to the United States or ;my Gov.arrunont 
under· ·a.D;/. c:ontrt1.Ct \.'hot her undr::·r F.JJrf statutory requirement cr othel.~Jin9, 
ohall not be troat.cd o.a a deduction or usod in aiJ:! .,_jay a.s a .factor in the 
detorr.~i.n.D.tion of' pr~.Jfi t under arr:r other contract o 

··:l ~· 
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2 o319 E.xpenoe. and Income - Uo~poroting (1ncludill6 such 1tecs as Income fro!!l. 
D:Nestce.nta, Interest, and Royalties, individual Jy coo.ruanted upon under 

~ their respective captions) ordine.rlly may not bo taken into account in 
determ1n1nc roeapturable profit. Their inclWlion in exceptior.al caso3 
"till be subject to the specific approval of the Contracting Officer o 

2.,320 .Fees, teao.l, Aceountinl}, and Other Prof'essional, for services required in 
the perfomance or a contract or subcontract are allovabla to tho oJc..-tont 
deemad rao.sonableo . 

Generally spenk!na, lacnl and accounting fees tn·conriectlon with the 
prosecu tlon _or claims against tho United States Government or any other 
Governc1ent ineluding. incomo ta.."'C mutters, lU~ not· alloHable oosts ~ In cn~es, 
hot-mver, uhere such feeo are incurred and result in auccesoful adjudication 
or- ncgoti:ltlon ot tho validity or a. claim by a contractor or oubcontra.ctor, 
ro:1son.:lble expenditure may bo tru-:cn 1l1to account 1n· connection \lith sueh 
contracts or related subcontracto trith the Unita~ States Navy. 

2.321 Feoo o£ ·Trtmsfor Agents and :loqistrars ·of stock or other securitlcs o.nd or 
trustees Ullder mortgage or oL')ilar indentures, regularly employed in and 
neoesoary to tt. e nol'I:lQJ. operatlon or tb.o business, may be allouad as 

.. overheo.d costa, 1! reasonable 1n amount. · 

Feeo fo~: the saoa purposes, coverine the organization or reorganization 
or a eorporation, shall not be allowed.· 

2 o.322 Fines and Penalties incurred for violeition or laws. are not allowbla in eosta 
. ot porfoming a. oont~nct or subcontract. SLJilarly, payments ~d eosts undGr 

an Arbitration at-tard ore not allot-rabla 0 

2 11323 . Incone froo Inveatclonts ahall not bo taken into nccollllt in der~rmining 
recaptul'able pro£1t. 

~~ .,)24 Insurance o 

~ .,32.41 l·lonles paid into Governoent funds for compensation insuran.co, 
and net praoiuoa. paid or accrued for payment to in3uranca 
companies ror inouro.nce of risks not found to bo unusual or 
exceaoive eovaro~a or·incqnsistent with roaso~~bla and prudent 
business practice aro allowable 1tao3 or_costo 

2 a.3242. If the contractor or aubeontractor assumes its ovm insurable 
risks (a) for compensation payable to employees .. for injuries 
roeeived in the performance of their duties, or (b) for unocploymen.t 
risks in S~tes or Countrieo t.,here insurance is requi.rad or (o) 
for otllcr risks not found to bG excessive or unusual coverage or 
inconsistant with reasonablo and prudent busi11ess practice, thara 
may be allowed in costs the charges set up for such sal£-insurance 
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under a ~Jstem-of accounting regularly and consistently emplo;y--sd 
by the contractor or subcontractor, at rates not exceeding the 
lnwful or approved rates or i.nGurance compnnias for such insuranc~~ 
reduced by 8Jl¥)unts representing tha "acquisition 'cost" (i.,ae, coni· 

_ missions, fixed expenses and axcaso losses) in such eompanias and 
-_ a.rter ffiving effect to tJ,;J:JY crodi ta for safety provisions, e:A-peri~ncs, 
etc., tc• which the contractor or_ subcontractor would be anti tled 
in determining such rates, but losses actua]4r sustained mu~t be 
eho.reed only to the reserves created by' suo h. sel£ .... insurancs clwrges e 

.~e.321~ It the contractor or subcontractor assumes its ot-m insurable risks 
and does not record current charges to operations in the manner 
contemplated by subsection ~J e3242, above, losses sustained from 
such risks during the par£ormrinoe of tha contract or subcontract 
shall be a.llowahle only by such means and to such extant as is 
equitable under tha circumstances attendant upon a specific c:asao 

2eJ244 It the contractor or subcontrootor assumes ita own insurable risks 
and 1 ts practice with respect to charges therefor is· not f'.O\fered 
by tho principlas set forth in the fora going subsections 2 o321,J.•J2!~, 
tho contractor or subcontractor shall subnit the matter to tba 
Contracting o·tficer ror determination at the earliest practicable 
date Df'ter execution of the contract or subcontract, and such 
charges ·shall be taken into account in such manner as· the Contracting 
Officer shD.ll determineo · .. 

2 .,3245 Premiums covering insurance on tba lives or corporate otficers, ~ 
partners, proprietors, or other executives or employees, ~1here . 1 \ 

the contro.ctor or tba subcontractor is the benef1oinry direct~ or ~ 
indirectl:!1 shall nat be allowed in da~rm1n1ng recaptt~abla profit~ 

2 .',J24h Reasollll.ble premiuma and other reasonable costs or group L"lsura.'lea 
plans consistently adm1 ni stered and in axistence on the data tha 
contract or subcontract \-ro.s awrded, &•e allowable o · Uo costs under 
group insurance plans established aff'...er such date will be allol.:ed 

· unless the plan is_ speeifio~ approved by the Contracting Oi'fic:ar o 

:: ·o325 1n.teree~ received, paid, or a.ccrued for receipt or payment will not be taken 
into account in determiniDg profit excapt that_ reasonable nmeunta of interest 
on bank leans o£ a contractor for construction, reconditioning or reeonstrue~ 
t1on ot a ship obtained tor the ~-~.p::>se or- discounting bills or for eurrec.t 
t~rld.ng tu.nds, may be all.oued to the extent attributable to the contract; 
provided, that interest on such loans sha.ll not ba a.ll.owd unlsss the 
contractor shall show the necessity !or such loans. 

Similar~, interest on bank loans or other types of contrac·tors and 
subcontractors (to~ example, Suppliers of direflt materials), when desmed 
to be reasonable and for the purpose enumerated in the praeeding pa.ra.grapb, 

' .. , ... ~. 

·, ' 



shall. be· alloHed . to the ooctent attributable to porfor.Jnnca under· the 
contract or. subcontract; provided also that such loans mature not lo.te1• 
tuan· sti months after the do:te of timely dalivory of tl1a lust material or 
timely performance of the last service, excluding provioiono of tha ~rantee 
c~uoa. 

It is recognized that 1n certain. countries there is a more axtcnnive use 
· of loa.."l flrr.~ncillg, rather than capital stock and also t11at :L"ltorost ra tGn 
tend ·to bo hiah, and tho principles set forth in this subsE3ctiou ·.-rill ba 
strictly aclliei'\·d to, ainco, as a general. rule i11terest is considered an a 
cha.rce· for the use of capital and as such should bo te..k0£'1 cara of as part 
of the p~fit factor. Among other factors to be considered is ·t.hnt if 
progress payments under a contract are frequently mado by ·the Unlt~d States 
Navy, 1t should not ba necessary to incur a."ly substantial amount of int,orcst 
under that con·tract a It is also felt thot allowo.ncoa should not be made ror 
L."lterest on any Government· rund3 Hhich might be loaned to the contractor ox
subcontractor either directly or indiract~v throu[!h othcl· tLan normal b.~n: .. lng 
or financing channels, and furthermoreg that tb.a Govemmemt involved should 
endoavor. to assist as muoh as possible in ca.killg funds available., 

To the o:xtent inte_rast 1s. determined to be allo~Jable, the higher· European 
ra tas may ·be reeognized on an individual casa bas_ is provided such rates do .. 
not exceed the local rntcs or· interest· perta1.ning in the arun or the 
contractor o.r subcontractor~ · · 

. · .326 Intrnco~pnn.y and Intorcoml)tlny" Charges. L"ltracompo.ny transf'ora betueen · 
pla.n.t:; or d!•1isiono oust bo made at oost·, o=·:cluding ~'1Y internnl or 
interoediuto profit~ 

Transactions ui th subsidiary, affi.lla.ted o1• eontrollod companies covering 
matori::ll. purel.1ases or trancfora, se~:leea, expense allocations or any other 
type of charGe must be disclosed fully. Tho uot allo,Jable coot. of L"lter
company transac~ions may not exceed tho cost o£ cocrparable goods or ~e~ricea 
£rom altct~ativo outside.sourceao · 

2~327 ·Launchincr Expense ~ Cere;.toninl, .. Tha follot-1in3 is pl"'sc~ibcd as a genal"al 
eu1de to the nature or expenoes inciden~-11 to ln:.mcid.na ooremonics t·.d.d.ch 
t-rill be regarded as not e.."'tceouive o.nd, conooquentl.y, chargeable to parfornancc. 
costs. · 

In particular instanc-es uho1•e a budact or a pr'O.l!r30 for launching cal•c.monie~
ha.s · been approved by the Contractirl-e ofricur; or t-Jhere spec ia1 instructiol13 
with respect ~1crato have been iosued by tho Contracting Officer, such 
bud6et, protjl'a.'l, or instru~tion:l t-rill govern. 

In other ·cases, expanoes not deened. to bo axcespive wolil.d include such 
itoms as the erection of launchin{! plrlt£orm and deeorations, oroction Sl~ 
U3e or public add.recs · syston, cliris-teriine champagne nnd prepal~at.ion o£ 
bottle, but ~·Jould not· inclUde e:;...-pensa3 of racsptlon, banquets, transportation 
and entartainm~nt of_ guests,. sponaor•o girt· and ·other incidental expences~ 

\" 



in general., traval.ing and hotel expennes or tha Gp:lnsor 8nd escort, and 
coat ot invitations are unallouo.ble unl.9as otherwise designated by the 
Contracting orncer in specific inatonces... /"'' 

: ,J2S :Y,gyida,tsd Da,rnages paid by a contractor or subcontractor for f'ailura to -
· mset contract or subcontract requirernanto are not allowable costs of 

pert'orma.nce o 

·~ o329 lasses under ottwr Coptrepts and Subs;ontrsctg. • IDsses incurred under other 
contracts -or subcontracts or in respect of otbar wrk are not allowable o.s 
costs ot the · .::.~.•ntract or subcontract 1n question • 

. '' o3.30 l·{qintpnans;e and Repair Cos-tea t-thich are of auch a nature and extent o.s 
under generally accepted accounting practice are chargeable to depreciation 
reserve or capitalized may not be taken into account· except through proper 

· charges for dapraciationo 

· 2 ol3l Hateriel Operations - Depgrtmgntp.l. • J::.1. cases where a contractor or sub
contractor manufactures ror stores or !or direct charge to ~ contract or 
.U.ntra.ct items such as rivets, paint, acetylene, etc., ·such itemo may 
be charged upon a fixed price. basia, .providod that proper adju~tnents i!re 
made to ·such charges at reasonably frequent accounting inta1"Vals so a.s to 

· reflect their .actual coste · ... 

2 ca332 Organization OJld Reorganization Expenses. • Costs inoident to. the f9rmation . 
. or refinancing of corporations, pa.rtl.~sbips, or proprietorships such as 
the i.ssuanae Of capital stock, oonds or other Se<?uritias, taxes on the ,i.a§ue· 
fall transfer of aeeuritiea, discounts on securities sold, bankers' comm/ '\ns 

, or other like f'inancial costs, legal and accounting i'ees inttolvad in 
da:Velopine organizations or reorganizations, shall mt i;:e allowed in 
determining rccapturabl~ profit • 

. ;: •333 Penalties payable by a contractor to tba United States Government vbether 
such ~ent be of£ected direetl3 or by deduction ·from oums otherwise 
pqable ey the said Government to tbe ~·.,ntraotor, shall not be allowed. 

~ ~334 Penqion gnd Retirement Pamsnts to emplo~as and ·pqments mada into truat 
funds fbr pension and retirement ~urposes provided that such trust funds 

·are allenatad from tho contractor as owcrahi.p, r:IJa:1 be alloved in tba 
determinntion of reoapturable pro.f'it. In. every case the paycenta must be 
reason.o.ble in amount and consioten·t:cy- and oquitab~ distributed. 

In. certain eases such costs are nccrued on the books o£ the contractors 
1:ut are nat paid into a trust fund, nor oro otherwise tunded., . Ultimata. 
prqment· is' thare£ore' dependent ux:on financial solvency or the particular 
colllpan1" at the time the ~·: ... ~nt is c:lue; ·hal-rover, in some countries, in case 
of a company1 s bankruptcy, t~ retiring employees take precadence over all 
otbar creditors, including national ta.xeso As tbose ~ent~ are r eqi.rl:red 
by law, it is falt tha.t they must be treat~d as allowable costs, but in 
baaing the computations, the estimates must be ra8.llstie and conserva.tivea 

p .... 
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;· ~''' . Resenes. ,;,· ~x-~a. 'fc~ul~~ ~.the ~r.eaticn or 1ncrea3e or reserves ror 
. g~r~ ·eont!ilge~~tPO or other. reserres Wich are not proparl.1" ehar~eablo 
to ctirrent . opemtions s~el l not bo allotrad. . . . 

~".337 

. i 

Royp.l t1oa. • Inc~ ~ ro7altios ·shall not be· taken 1nto account in 
dQ·temining reco.pturable profit wxier -contract:l or aubc011tractso 

· In Mot c_nses ro~lt1 -~nso 1D connec~ion vit.h mo.terinl or cqu!pmDnt 
f'urJushed . Under a contr~ct or oubco~tnct· ~.not PJ'Op,erJ.:r chnrsco.bla . . 
iDD.scuch O.p the United. State." Ci<;)vf)rnment or :the QoVoi'nmont or tho contractor 
or BUbcQntrtlct4r cay haV$, 0. royaltr ~e l_icenaa''tor such catar1el or 
oquipinant_. It ·r.oiobursemont tor roylll.ty payni&~ta ·1s to bo clQiuod, all 

· royal t:T nareernerito mWlt be reter%-r.Jd to the Cont.ract!ns Oi'£ieor for review 
rmd nppro~nl. · · ·· · · 

. . 

~lnrieo. • Salnry ia ·c~ns'tNed 1n its brciade.st so~Ge to include a bonus, 
diroc~fs ree, .OJ:ld all' O.tPer forms Of Oompensatlofit 9h3rt:C3S Or t\CCrual.S 
for oalarlos, yo~·eriQ bO~UDos, Vncation pa,, ~r other· compensation, not 
actually pa.id at, the da~ or com,lletion or a cOntract or subcontract, must 
be oppt'C)ved by the Contmct112g_ orttcor aa to allotm.bU1 t7 o . 

To bJ allot-table.~ an element of· cost or UaV7 c~ntracta, the total· 
compcncation paid_ :to Q1lY one 1ndiv1dU:U mUDt be. reasonable 'in relation to 
.hiS respons1bU1t1oc, hia own. oi'tieiOnoy-, ~ tba.t .or his organization, and· 
tbo geno.rol level ~r compenea.tlon tor 11l:e sorvicea to other employers ot 

· s1milo.r ai1.e or kind of businaoo 1D the sa.':le count17 or region • 

. ? .338 Scrap 1~ o~.eh JltlteriDJ. .DJS .is produced durin.a the_. course of construction ·or · 
m:mu.f~cture and b~vina only scrap. val.UB and should not be con.t'uDed vith . ·. 
~xcess oaterial ·(peo subsection ~ o~17).. Scrap must be cr~dited at the prlc£ 
obt4L~ud ullon sold,. or ~t. t!lo cuiTent market price if used b7 the contrac·tor 
or oubeo.n tractor or hol.4 for sale beyend tho peri~ of the contract or 

· ntt'beon•:.r:ll'ta lf pract1cnblo, the credit shou.l.d. bo givon to the job from 
lrh \.ch tho scr:1p wns dcr~vad, ot,llorw1se credit should be given tb.roush 
dls trillu ka.ble over~oa.d nt re3SOD4bl7 frequent intervals_.. · · 

,! .339 §ellin·~ ~'=>nSOB o • ~neraJ.l3, O>.,ent1P8. incurred for the dis~1but1on of th£ 
. prtl\luc ta ·or a cont.raator t1~ou(;1 usual ~o and buainaso clwlnels and : 
. E!l.,~io'1~ :u-o .aot rezarded a.s r:lllot~ble costs under contract3 tor the ranson 
tJ.a~t s.uch ejcpcnses nre not· incident to or nocosoary 1D doing business with 
-u .. e. United StQtoo Oovermont. 

Ordinc---y sell inc~ ~nses . ohould not be coni'\laed ui th technical, 
· consul tlna a.nd other services or tbo .ap:U.ication onc1· adaptation of product~ 
to the ~OS and requlroaonto or the customor. . Hllllu!ncturors I e:,ployees. 
a.tto.cuctl. ·to salos ~apartments, t-~o are prir.ulrlly tochnieians and prOduct . 
oervice ~inGers, ··render oervic'~ tbat· aro as h1portant and ·essential 
\Ihon producta o.re oold to · tt .. a . Un1 ted $tates Go'\-ernDent o.s uben thor are so: 
.to other customers o Expenditures representing pll3'0ents · to fJ.D1 person or 
oe111.ng· nr;onoy employod or retained to solicit or securo contracts with the 

15. . ' 
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. ......,... percentage, brokerage or contingent. fee a.ra not allowable in tha cost of 
· . perton.n.ance o£ a contract or nubcontrac·t; o 

· Sel.ling .expenses vhieh represent the cost of marketing an articlo 1 aa 
distinguished from the cost or producing an article, aro not ·to bo_ 
considered a part or ths cost or performing a contro.ct. 

:.~ o34'J: Ta<m§~ ~ Income and excess profit taxes and surtaxes, Federal, S·tate. fi...,_d 
other, are It.Ot allovrad as contract or subcontract per.f"ormance ~osts; such 
ta.""ms merely represent a payment o£ a part or tba ·net profits to -tho 
Gov9rnment. · · · 

FranchiGe 't.;'l.Xf)J, property taxes (except taxes on proper~;r held in re.sa1~a 
or for investment, or. fbr other extraneous p ~posasJ, social aecurity t~~es 
·end the likg (not including payments deducted from or chargeable to 
employees, including corporate official~) are allowable eost :Ltcnae Various 
Et.n"-opoan countries have differing k:illds or taxes which· ha.ve been lis:ted ill. a. 
manual issued by tha United States European Command on 1 Au[;Ust 19:53; 
. rai'erenea Uo ~ 70-... 1, o.nd this manual indicntas the. taxes or those· <:Quntr.ias 
t-:hich under the Hutua..l Security Act of 1951 ara exempted taxss, aDd are r,.ot 

. allol;ed as oosts in United States Foreign defense· expenditure contractso 
. . 

Ta..'"-'es for t-rhiah axomptions are available ~e not allowable costs oi,_: 

2o)4l Toxrl.ng~-- Hhere the contractor or subeontr~ctor uses its 'h:~. tugs or·~ otbar 
floating equipm3nt ~ the performance or a contract or· subcontract, raa-
sonabla. charges therefor aro allowable o · 

2o34~ Trav;ql Ez.w,ngS2.- The actual costa o·r authorized business· trips such as . 
transportation, malntenance, communication .;J.O.d· other ne<:asse.ry business . 

. . costs· or the traveler . durip.g his period or travel may be allol.red to the 
exten·t such cost's ara shown· to be reasonable and equitabl3 charged to a 
contract or subcontract o ' 

A. reasonable allowance de-termined prior to the travelar q s departure cay . be 
accepted in lieu of actual -a"J'Gnse3 if deemed to .be t.ro.rranted by the · 
circucstandea and conditions involved. 

2.343 _UnglAimed WBge~ charged to eontraets and subcontracts s~ be adjusted by 
an allowance .for future claims against unclaimed monies u.nd the remainder 
shall ba ratably credited to tha ·cost of performing tha contracts and sub
contracts. The allowance and tha·· credit ara subject to a.u4it for the 
purpo~e or determ1n1ng the 'reasonableness thereof. 

· 2.344 UJmroduetj,y~ Time of Egm1oyees~ ~Reasonable amounts of normal stand""by labor 
· -costs occasio~d by machine breakdol:ms, non-a'\fa.ilabillt:r or I!LS.terials at 

wrld.ng site, ate"' \lill be oonsidored in dat0rmining contra.ct cost. In 
contrast 1 1Jhero by' lav or other agreement contractors are required to 

.., . 
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na~tain on their payrolls a gi"'lon ~uobor of employcos (ioe ') a t:rpr:l of' J.:-.. b<~:: 
ttnorm''l regardlcns of tho oxiote~cc ·of t .. 'Ork to oo done, char;;es r8~u.l:t.lJ~t; 

· from the payment of such stan_d-by labor ~1Ul not be lncluded ln ::ont . .ract 
coot eithor as a direct charge or as p-:1rt or the overhead api')llcut.iono 
Charges within thlo elassifico.tion _may taka the form· of full 1:w.g0 pe;;.j1~nts 
to aqployGes roportine to the work __ site for "madart l..rork or raducod ~-n?..~~ 
p.;l.yments mada _to employees listed on ·Gho payroll uho ara 9-':::cusad f:rcm 
reporting to tho work" site 0 ~xpenditurcs of this ru.iture silould l"e 
oegracruted in a soparatE:! account t-!hich t.J"ill not be _distri~tc1 t.ct ~-ro:·k 
orders or to ovarheado In this connection see al~o Section 2J24Q 

Um'aaDonabla Charges~ .. Excessive ·or \mreasonabla po.ycents, as for oxu!TI· .. ol-)~ 
c:tl.~~;r::? - -- ""!'? • • , 
~"':or0i ~t compensavion, exp~nd~turcs for the peroor..al bcnafi-t of of1'ict:~ 
or the contractor or subcontrac·tor, oaynents L'l FJxcoon of reasonable ma.rkot. 
valuc3 of a'l:y kind includil~~ payment~ to affilia."tes and payments t.o -- · 
individtUJ.l.s uho ll!'e associa:ted \-rith the contractor or subcontractor ~·ot'.gh 
cliroetorship or ooploymont, t.rhcthar in .cash, otock, or other prqp0r·ty;- -shall 
not be a.lloHed as costs in determining rocaptura.ble prof1to 

2 ~346 Valfa.re E.."l(nensa - Employe~ ia al.lot-:able as a part· of avorhoad, ~ubj~ct tt3 
proper distribution, provid~d t..l-J.e contractor or subcontractor el:".Jlll;. !i' · 

·required, sh.olrr- the reasonablaness thereof o 

1'7-
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NAnONAL HUDQUARTEJISI r . 

•J. I(. RICIIARDS 
/::-.:P.f'alit.•P /Jirpcfo;. 

June 4, 1956 

Mr. Loyd H. Mulit-
Director of Requirements, Production and Distribution 
Office of the Assistant Secretar,y of Defense (SupplY and Logistics) 
The Pentagon 
Washington 25, D. c. 

Dear Mr • Muli t 1 

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

. . 

At yatir invitation, we are submitting below comments made at the meeting· · 
supplemented b,y the detailed presentation in. the attachment on major problem areas of 
cost and recommendations for their correction. Because of time limitations in making 
this presentation, ·attention has been directed to major issues onlY, although· there 
are other areas existent where the problems· encountered have a less broad industr,y ap
plication. Comments were submitted on these in the statement filed with Rear Admiral 
L. H. Thomas on June 201 1955 on the draft o£ March 23 1 1955. and are applicable to the 
current draft. -, ---------- · 

Our industry association is ver,r much aware of problems existent in the 
Department of Defense in terms o£ 

(a) _·The development of a satisfactory: ~et of cost principles which 
will be acceptable both to the Department of Defense as well 
as to Congress, 

·(b) The provision !or proper and adequate reimbur_sement of costs 
in connection with cost-reimbursement t.Y,pe contracting, 

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

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

.· In attaining these objec-tives NSIA. is desirous to be helpful and construc
tive. We have been appreciative of opportunities afforded us in the past to discuss· , ' 
various major issues on other Sections of ASPR and believe that a joint government
industr.r approach on the Cost Principles could result in a revision which would be 
mutu~ satisfactor,y. 
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~\ 
In comparing the current draft of the _cost principles with that submitted 

to industr.r for comment, dated March 23 1 1955, we believe that the new draft consti
tutes an improvement in the following respectss 

) 

(a) 

(b) 

/ 

(c) 

There has been eliminated the requirement for hindsight 
judgment of militar,r audit personnel and contracting_ offi
cers in reviewing the "exercise of good business judgment 
in incurrence of costn by managemento (See paragraph 
l$-20lo2) Obviousl7 such a provision shoUld never be made 
a part o£ a document used for cost.dete~ination. 

There has been eliminated the 25% Government business £ac
tor on the allowability o£ Research and Development Costs 
and Compensation for Personal Services which would have 
arbitrar~ discriminated against contractors with more 
than 25% Government businesso 

There have been general language improvements throughout 
the draft the obvious intent o£ which has been to clarify. 
ambiguities existing in the previous draft as well as to · 
reduce the necessity for implementationo · 

Even on these points, however, we do not consider them a significant enough 
improvement over the existing Part 2 of Section XV to warrant publication of the pro- !e) 
posed revision in the very near future, since the existing cost principles provide ')~·,~ 
greater clarit.1 and afford a basis for a more uniform treatment than is reflected ~ 
the nell drafto The release of this proposal will. multiply current contracting prob- -; 
lams being experienced b.1 the Government and industr,y by causing delays in contract 
negotiations which would be cumbersome and administrativeq burdensome as well as. 
disputes on the reimbursability or various items or cost ~ of which will onlY re-
sult in appeals to review boarda o · . · . -

.Principle shortcomings of the new draft, most of which have been carried 
over without alteration from the draft o£ March 23~ 1955 ares · ·- . w ~-

', ~ 

(a) It fails to allow or it allows only in p~t some 29 items ·\~ ~ -rf~v'" 
of cost which are true costs of doing bus1.ness and llhich · iJ .,~ .... )./"' ' 

· cannot be avoided b.r contractors merely because perfonna.nce .,.. .JP L'-' { ~ -.~ •.~ 
is under a cost-reimbursement ~pe contracto (See Schedule ~~r~ J 
A attached) In this respect, the draft actually amounts to (J' , ~ .. ·· ~ 

,; a major expansion of the list o£ unallowable costa as state~ \ (!) Wf~J.- f .. ~.: 
in the present Section XV o Maey of these provisions are not ;f·/ r; ,_:· ··:._ 
only inconsistent with current cost allowances which are ' ) oJ: .. v···'t' . l ~ 
being experienced in the field by contractors but they are I J./.~ 
also inconsistent with "genera.l.ly accepted accounting prin'l ~.: .... 

1 
fl ),,w ·; 

ciples and practices'' o This represents an unjus.ti.£iable . ~r ... /"" ~·. 
disinclination on the part of the Government to share· in · ~¥'.. / 

normal costs of doing business through which the Government !!f:·f 4 /v..,./-
derives Clear and dem.orustrable benefits. Most of the ,.., ••.• ~·· 
expenses in the unallowable categories are normal regular . fl,· r) j 
costs of doing business and contribute to the productive '"""" · 1/ 
ability o£ any business enterprise. . :l' -~ ~~-v*, )· .. :-.; . .--, rr·~~vV'~v..., 

. Ll / ,& l}j ;J ~;~.L-~ y . • 
7/)· ~~j) pv 'J.i ~ 

...-: ~. ,.. 1 ... ,,;;:::-1 t'"f\~ I - - ":"' .' \. 



(b) 

(c) 

(d) 

(e) 
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~ mf.'(J 
· Th~ new draft ~ould also require the negotiation of specific i/ z)/\' -ci,~·.t 
contractual coverage or authorization as to some 19 items /./ \ .... ,.·· 
of coat which should automatically be allowed to the extent ().., · 
that they are reasonable in amount and allocable to the con- /, .. -· 
tract. (See Schedule B attached) This requirement_ would be 
cumbersome, administratively burdensome and in fact would 
not achieve the objective of uniformit.r as actual practice· 
would soon show some contracting officers willing and others 
,mwilling to negotiate these special provisions. Large com-
panies in a strong negotiating position would undoubtedly 
achieve some ~Anner of success in negotiating such allow-
ances while smaller companies and those in a weaker negotia-
ting position would not. Our small business membership has J_;. 
expressed particular concern over this requirement. · _ .- -t.r' (.~~~~ -

f ' ... -r _.., 
. . .;.....--·· .- . ..... I / \,. 

There are 2. 0 provisions of the new draft which either 4_ictate ·f ~ .}.___.... 4~" , •• 1t. 
the accounting system to be used by the contractor or spell , i ~v:. ... ~f/ ~r.,
out such detail as to constitute an audit manual approach.--tti..J"-~ r /..,-·· 
(See Schedule C attached) Indicative of the latter point f'tl/.( .--~ r.,;- \ 
is a direction throughout the draft that the military con- "J ~-· - ·. ;_,.·' tf.J 
tract auditor take into account factors in addition to the Jlr'· . / / /·. 
usual tests of reasonableness and allocability. These pro-· -"./ ./.,...-- ... ,L 

visions would also require the General Accounting Office to C/' J.l'"frv L ;:, ~· 
second-guess the auditors in deterndning whether all of such ~( ... ~~- : .. ..-
f&ctors had been properly evaluated. These factors niight be . i·}-,_,·· · 
made. more properly a part of the Con tract .A-udit Manual of the ~.r · 

. Department of Defense provided they are accompanied b.1 ade
quate explanation of.their limitations. In this respect, it 
should be recognized that the contract auditor is essentiall1 . 
one who performs a service for the militar,r buyer rather than 
one who polices the b~er's decisions or who holds an equal 
position with the b~er in pricing negotiations. 1; r 

I 
;. } ' ... -') . t _, ·' ,.., 

-In the attempt to "amplify the treatment of certain items of. f;~e·'1· 1 ~)~~~Jt. ~J· 
· cost" the draft has entered into a detailed treatment which ~ ..'" l.v ..... 
:apparently is an attempt to cover peculiar cir~umstances of {~.,.~-'-'./{ ~, \ .. L 

,. 11 special cas ear•. While we favor ~he objective of providing .1/~l .. --· · L 
for a more complete treatment of certain items of cost within L"' . ...-'- , 
the framework of the proposed draft of Section XV, the attempt!(.., ~:\· ,_/-./ 
to cover peculiar circumstances o! "special cases•• results in ' ;0-- ,........:
arbitrary, unilateral and artificial determinationa o£ allow- .. ~.\'''··· /,-· ··y .... 
able costs which are not co~istent with sound business prac-~~~~~ })~ __ ~ 
tice and is very unf'air to Goverrunent contractors~ It would ;;-- ...... ~ ~ .., .... -. 
be more logical and equitable to cover these special aitua- a,y.~" L ... t.. (..}. ;v)V' 
tions at the time of negotia·t,ion of original contract terms. .. _, .. , 1 · ; 

/'I y'"'\' ,.--·· "' v \ --Several paragraphs of the draft include data which are pro-'\~-~ 
cedural in character rather than basic costs principles. The · ~tt ~ . .t .. · · 
inclusion ot such data. in. Part 2 of Section XV will give rise -f ;· V.. . • I-
to serious negoti~ting problems which can better be avoided , ! , ,\ -r··v<·.J\ 
by setting forth J.n a related part, such as Part 61 interpre--ttJtvw· ..... >f, , . ,i, 
tations and other material necessary- for the guidance of v ,~t ·I ~ cj.J*,, r 
auditors or contracting officers. · ~...._ -'~J~) 

-1\'F' ·-~ 
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In order· to; attain properly the objectives s.tated above.ll the following rec-
ommendations are presenteds i ; 

. . . /1/...1-t'- ·- l .... 

(a) Acy. set of co3t principles should recognize the ~ costs~~- · · · 
· or performance under a cost-reimbursement t,ype c racto ~ ( 

. ' _.__ . .....- ::J-t-
(b) The allowabllity of tbJ' costs should ~ be silbject to~-···) f-··l;··,- ;--·./ ({!~·-·~ 

.. shadings.9 gradations' special circmiiita'ncesJ nor should. el c(u j.;-r.. .(.t- . ....... ~ ... -
allowability be conditioned on the ability or the contrac~ ~:f. -rir..A 
tor to negotiate special cost allowances into individu~al. ,,. ... ~- '\~"T' .,_ · 
contractso · · tl ~. 

r . \ -~ \t~J~ 
:(c) The principle oi' cost-reimbursement type contracting is 

that the contractor will be reimbursed for all elements of 
costo Beeauss the contractor is presumablY guaranteed-such 
cost-reimbursementj he is regarded to have assumed a limited 
risk 8lld accordingly he receives a limited !eeo In actual 
practice~ however~ fees of contractors in cost-reimburse-

. ment type c.ontracting are being diluted to an unwarranted 
extent because or the failure of the Government to recognize 
true costso Contractors are therefore assuming risks' of 
performance which .are much greater than those ever intended· 
under this t,rpe of contracting •. The low profit rates ex
perienced are tar from being commensurate with the skill and 
engineering ''know-haw• which industr.y has been contributing 
to the overall Government programo 

·-~~ 
/·' ,,.. 

./// ~~-
~ ~ ~u1:'; 1 

(d) · Unitormit;r of treatment -is best achieved by having a simple \ r' t/ifi:; 
and clear cut statement or costs which are allowable and . f. eAl+-1~ 
those which are unallowable. Gradations for special curcum- ~ .\r;..; \ · O 
s~tances and the requirements for negotiation of special , ~ ~ ~~;.. 
contract provisione tend to.deteat the uniformit.f o£ treat\~V · ~ 
ment a! forded by a ct_ear cut statement of cost principles o . -J--{J 

.-- . . ·. . - ~v-i-1 
(e)._ Abuses can best be prevented by the application of the normal ~ 

, tests of reasonableness and allocability~ and the disallowance.-~··· 
: ot unreasonable or improperlT allocated costs. 

i 

We are, grateful for the opportunity of presenting these comments to you. 
However, we believe that there is a fundamental problem o.r Government relations in
volved which results tram the lack of general understanding and agreement between the 
parties involved which will never be diSsolved by an exchange o! correspondence. 
Although it is re;ognized. that to some degree this problem will always exist, we feel 
strong~ that. a great deal can be done to narrow down its area and magnitude • 

The basic ideas back of same of the cost principles are goodo However., the 
current draft has failed to accomplish the stated objectives because o£ the failure to 
understand ad.equatel7 the problems- of both the Government and industryo It must be . 
pointed out that Inall1' o£ the Items beiiig treated iii Part 2 · o£ Section XV are items wr~ 
tall within the categor,y or thos~ which normally should be negotiated between the coL ) 

actor and the contracting offi~er on specific contractso However., we recognize, . > 

because of the magnitude or the problems and because of the desirability of handling, .. 
these i·cems in a uniform manner where practical~· such negotiations cannot be accomplished 
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on an individual -contract basis;. but this do.es not in itself' give the Government the 
-right to ,take .thes.e. it~ out 9~ the category- of· ·negotiation and put them in an area 
ot policy without givihg indust-ry- the same right. 'to· negotiate that policy on an indus-
tr.y basis. . 

. . l\1' · Con!lequently', :ijle · revis~on of the cost pr~ciJlles. should be based upon a 
j~~hilatera+ _appr~9.h _t.o the problem~~ In o~der to .ac_c.omplish this, it is our fi~ belief 
~Y.,~.th$-t a JllUtually acceptable·-.~· ·mo~e ef~i~+ent poli~Y. a.nd procedure will be attal.ned by · 

XJ. jr'.priermitti. >ng .in,dti~ttr.. t~. partic~~P .. _a· t. ~-~---~- th. ~ dlso\ls.~i-· ~--h w .. ;~!1 the Department of Defense of 
~~he objectiv~s· of ea~h ~~~puted PBfa~ap,h o~ th,_ J?ropos~d ;regulation ~d by permitting 

( .. /. iJ.ldus~ry- , to r~-pre~_~n~: .. .-.its v~e.w~ to f~l revi'ewing _avthor~ ~ where . differences remain 
~ . unresol~$d,. The National Secur1ty Industrial A~sociation 1a prepared to render a~ 
G') . ~ssistartce in this respect. . . . · . . . . .. 

If the probl~ms in the current .prQpO$ed revision of the cost principles can
. not be resolved by ·SUc)1-mutUal ~*'-.fort, then we be;L~eve t~t th'e present Part 2 of Sec

t1on IV should be retained, because ·i·f is a more ·clear cut ·and a more workable set o! 
cost pr~ciples. 

Cordia.l.ly, 

FLF/jtm 

Enclosures 1 . 

(1) Specific c .. OJnD1ent re· DOD propo~ed draft dtd 20 Apr 56 
(2) Ltr to Reuben B Robertson re I~terest d~ 7 Feb $6 

; ' 
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. Proposed Hension .. ~r Part 2 ot SectioD XY ot ASPR 
. · (Draf't ot April 201 1956) 

Areas in Which There is Failur.e to Recognize True Costs 

lS-203.4 Selling and Distribution Costs 
15-204.2(a) Advertising Costs 
15-204.2 (c) Civil Detense Costs .(j) 

204.2(d) Compensation to:r Personal Servioes---0 . 
204.2{e}(ii) Depreciation '~) 
204.2(e) (4) " ~-- (£..)~ 
204.2 (g) . Food Service Costs and Credits- (!) 
204.2(i)(3)(ii) Insurance and Indeanitioation 
204.2{i) (J)(iii) ...,---- It II II------ ------- -·--- ',..J 
204.2(1) (J) (iT)-. -·--II It II --------·-···'! 

204.2 (i) {4) . " .. . .. _______ , ______ -·- . ·:_~_: 

204.2(k)(2) 
204.2{a)(2) 
204.2(m)(6) 
204.2(o) 
204.2(p) 
204.2(r)(3) 
204.2 (t) (.3)" 
204.2(u)(3) 
204.2(u)(;) 
204.2(v). 
204.2(w)(2)(11) 
204 • .3(c) 
204 • .3(d) 
204 • .3 (e) 
204.J(g) 
204 • .3(h) 
204 • .3{1) 
204 • .3{e) 

Maintenance and Repair Costs----------CD 
lf.a.terial Costs 

u It 

Patent Costs-=-~-------·-- __ ,_ ... ---··---:-··--··-- ··--· ------- --~-:_:!) 
Pension Plans 
Professional Service Costs --- ---:~-- --- (}) 
Rental Costs -------------- -------·--------!/) 
·Research and Developaent Costs-·-. ------~~j 

n " 11 · n --- - ·-- ··:;:!./ 

Royalties and Other Costs tor Use of Patents--GD 
Severance Pa7 
Contributions and Domat!ons 
Entertainment-costs 
Excess laoility Costa 
Imterest and Other Pinancial Costa 
Losses on Other Contracts 
Precontract Costa ----- ... ---·-··- ______ . ___ _ 
Reconversion Coate ___________________ . 

Schedule A 

' ' 
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Proposed Revision ot Part 2 ot Section IV ot ASPR 
- · · {Draft ot April 20, 1956) 

Schedule B 

Areas in Which Speoifio Contractual Coverage or .luthoriz~tion is. Reguired 

l5-.·204.2(o) 
204.2(d) 
204.2(e~ (5) ·. 
204.2(g 
204.2(1 (J)(iii) 
204.2(i)(J)(iT) 
204.2(1)(4) 
204.2(k){2) 
204.2{D) 
204.2(o) 

Civil Defense· Costa 
Compensation tor.Personal Services 
Depreciation --·---. _ · 
Food Service Costs and Credita 
Insurance *-nd IndeJIJlifioation 

n H n 
n n 

Maintenance and Repair C~ats · f L ' 
()yertime, Extra-Pa,- Shi:tt, 8.nd llul ti-Shi.rt ~elliuma · -· f'rt,V'-t M ~'-~ :.:._( 
Patent Coats · , 
Professional Servioe Coats 
Rent&! Costs 
Research and Development Costa 

• " • n . . 

. -204.2,r)(;J.l : 
204.2\t)(J) 
204.2(u)(2) 
204.2(u)(5) 
204.2(T) 
204.2(,-){2) 
204.2(oo)(4) 
204.J(j) 
204.3 {1) 

· ::;ti~---~~~he_r_~o~~~ :o~ Us~ r>t P~=~~~~----· _}rj"'- W(!~-; 
Travel Coats-- .. ·--- ... . ......... · · ·- ... ·-- ···· · ·-- --·-·····- -- ---· --- .. , 1 , • ,.,) 

-~~-;17 ( f ( ~ 
. ~ ~ / 

' . ~ Preoontraot Costa---------- ----- ·· ··- · - #3(&...} · 
Reconversion Coats -7-- _______ ........ - .......... --~------- ----... -;.f.. __ ·. 

~""-..) 

' \ 



..... __ 

. ; 

· Proposed lievision ot P~ 2 ot Section XV ot ASPR 
. · .. (DrsJ.'t of Api-U 20, 1956) · . 

Schedule C 

Areas Dictating Accounting Sxstea to be Emplgyed ~nd/or Constituting Audit ·MaDual Approach 

15~202.1 
202.3 
203.l(b) 
20.3.l(o) 
203.2 
203.3 
203.4 
20.3.5 
204.2(b) 
204.2(t) 
204.2(•) . 

~~!:~ ~;! (3.) (iT) 
204.2(r (2) 
204.2(u (3) 
204.2(u)(4) . 

. 204.2(w)(2)(ii) 
204.2(bb) .. 
· 204.2 ( cc) · 

. 204.2 (dd) (1) 

~reot Costs - General 
Pirect Labor Costs 
Indirect Coats - General 

" n " 
I~~re~t ~acturing and fr:oduotioa Coats 
· ~ndireot Engineering Coate · 
Se~ng ~d Distribution Costa 

· General iuld Administrative Costa 
Blddbg Costs 

· Employee Morale, Health, ani Weltare Co.ata and Credits 
Material Cost• , 
oYertille, Extra-Pa7 Shift, ed llul ti-shi!'t Premi:uaa 
Pension Plans 
Professional SerVice Costa 
Research and Developaeat Coat• 

" " . . . 
SeTeranoe Pa:r 
Transportation Coste. 

·Travel Costa 
General 

' ' 



15-201.4 ·contractor's Accounting System. 

Comment: The regulation should include a provtsion to demon
strate that it is not the intent or the regulation to require 
changes in acceptable accounting practices. This provis_ion 
is felt to be very essential because the proposed regulation 
contains a great deal of instructional material which might 
be used by auditors at ~he W9~k1ng level _to require changes 
in the contractor•s t:~tablished accounting practices. The 
following new paragraph 1s suggested. 

Suggested Revision: 

i5-201.4 Contractor• s Accounting System.· . -The requirements 

concerning record keeping and--approval of the contractor's _ 

accounting procedures and practices are set forth in the 
11 Records Clause" {See ASPR 7-203.7)~ · Failure to mention anz 
.generally acceptable method ~~ distribution 01~. cost does not . 

·.,.·;. ... 

~ply that such method is unacceptable. It is not the intent ~ 

. ot this· Part to require the contractor to change· its accounting 

procedures and pract.1ces which have· been previously accepted , 

tor determining costs under Government contracts • 

• 



• Ill 

-- ' 

15-200 . Scope of Part. 
Comment: This paragraph should be amplified to establish 
c1earl7 tnat any item of cost may receive special treatment 
through spe_c~fic contract provisi·on. · 

Suggested .Re_vision: 
. . 

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

standards tor ,the determination and allowanc-e qt costs in con

nection with cost-reimbursement type contrac~s a.n<i,. cost-reim

bursement tYPe subcontracts thereunder tor pro.ctlr~ment of 

supplies, services, and research and development work, with 

. contractors or subcontractors, other than. such~·; contracts ·and 

subcontracts to which Parts 3, 4, or 7 applT::~ This Part does· .. 

not prevent special treatment or ·_any 1tem ;-Ot cos·t by· contract ; 
~· .. ·~-

provision~ · 

\ 

.. 

' \ 



15-203.2 Indirect Manufacturing and Production Costs. 

comment: The..- requirement that premiums tor overtime, extra-pay· 
shift and multi-shift work be excluded from allocation based upon 
direct labor- dollars is. unwarranted as dictating. the_accounting 
system to be employed b7 the contractor. S~larly; the statement 
regarding departmentalization and the·tactors to be considered 
in 4eterm1ning the necessity tor departmentalization is obJectionable 
as invading management's prerogatives. Accordingly, it ia 
suggested that the paragraph be revised as follows: 

Suggested ~evision: 

15-203.2 Indirect Manufacturing and Production Costa. Indirect 

manufacturing and production costs consist ot items. ot cost which 

are attributab~e to the manufacturing and p~ductive process as a 

w~le. Allocation ot indirect manufacturing and production. costs 

on a time basis, such as direct labor man-hours or machine-hour~~ 

is a method. which generall7 produces accurac7 and equ1t7. other·· 

acceptable methods ot alloeation1 1n .appropriate circumstan~ei·, .. ': 
. . 

include direct labor Cioiiars (e:JE,el_llaive · et premtmtti ·fox ovez tlli&ei·. 

extxa=N eft!n, artd: aulti-slttft work) UDits processed, ana-·prim.e 

costa of units processed. _Departmentalizat~on or the establishment 

ot coat centers may be .••·~··~_permissabl~ in ~rde~ to allocate 

the 1Dd1r_ect costs equitably. Pa••••• •• lie-eeaalaepefl ia fl'e•·ePJRilliq 
. . 

•a• ••••••,,,. .. , •• ···~ua'ialsisa'iiea •• ea'ia&-*iaaaea'i el •••-·.e.ea'iePe 

~8}~ae Ya.ie'i~ 8~ ppea~e'ia, eeap}axi'i~ el ,P8888888 6 aaa P8*&'iiY8 .. . . ·. - ' . 

• 

; .. 



15-20j Indirect Costs 
. . 

15-203.1_ General . 

Comment: Subparagraph (b) requires that the obJective in selecting 
a method ot -allocation ot indirect costs should .. be to ~adopt a 
method which Will distribute 1nd1rect·costs in an equitable manner. 

~'The: subparagraph, however, goes on to provide that-- the-- method used 
must--actually produce equitable results and also ·to prescribe 
conditions under which an acceptable method shall be subject to 
recona1·4eration. If a method has been· adopted which ia designed 
to produce.equitable results, it is considered improper to require 
that each particular contract be examined to determine that equity 
has, in tact, been achieved in the particular instance.. The fol
lowing revision is suggested. 

Suggested Revision: 

(b) The method ot allocation ot indirect cos~a must be·· 

based on the·particul~ circumstances involved. The obJecti~e s~ould 

be the selection ot a method which lfill distribute the il:ldirec_t---i'' 

·coats 1D 8Jl equitable maDAer. . The method. used in. colUlection Wi~h (\ 

GovernmeDt contracts shall, in order to be acceptable, contcr.a· 

with generally accepted accounting practices, provide uniformity· 

ot treatment tor like cost elements, be applied cons1stentl7, 'a&a 

pPe4illee : &fllii•as•• Jteative. A ••••'• ... ••~ aee•,••e*• •••k•a alta**_.,_.. 

(i) QR¥ a\lea•aa•iu tilleweRee eeeva eeeweea •ae .. •••• 

pa••••••·•• we~tk llRaeP •a• eeawJtae• aaa e•k•• •••• 

(i1) up aipilieaav eRaa8e •••11\..•• la ••• aa~liJI• •• ~•• 

e~•lR•••,-••• a.•••• el a~a•••••aewlas, ~~·• aeeev 

~P•••aa•a• p•egPaaa,-•a• lBveave~iea, ~ke ve*¥m• el 

a&*ea, •a. ••*~• el pPea¥e•i••~ aaa~lae•w»lRS 

ppeeeaaea, •u ••a•:Pae,e:pJ.a petlwe•a,. •• •••e• ·· 
(\· 

' .. 

Individual categories of indirect cost are discussed in ASPR 15-203.2 · 
through 15-203.5. 
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15-203.4 .Selling and Distribution Costs. 

Comment: The section as-Written is completely at variance 
with the .. current practice as provided 1n the existing_ Section 
XV1 which allows selling and distribution activities which 
are related to the contract products. 'l'he tolloWUlg rev1.s1on 
is suggested. 

Suggested Revision: 

15-203.4· Selling and Distribution Costs. The expenses in this 

group consist or items which represent the cost ot marketing the 

contractor's products and mar include such items as contract · 
.. 

. . -·· . . .. 

or order administration, negotiation, liaison between Government 

representatives and the contractor's personnel, advertising, 

distribution costs and other like services. Such expenses are 

allowable as a charge to Government cost r_eimbursement tzpe · 

contracts Where it CaD be ShOwn that they are related to the 

contractor's Government business and that the method of allo

cation is reasonable. 

' ' 



15-203.3~ Ind~ect Engineering Co~ts. 

Comment·: In this section also the exclusion or preJili.ums is 
· oQJectionable as dictating the accounting systea to be 

employed by the contractor and should be deleted. 

Suggested Revision: 

15-203.3· Indirect !AS1neering Costs. Indirect engineering 

costa !Delude such items as costs or eng~eering superviaion1 

engj.neering adDl1nistrat1on1 and engineering supplies. Di-r·ect 
,· •. 

eng1Deer1ng activities trom which indirect engineering costs], 

li&J' arise li&J' include product desigu1 tool design. experi-· .1\ 

meBtal development •. manufactUring and productioa development •. 
. . . ... 

layout ot production linea, determination ot mac~e methods, 

and. related bluepr1Dt1ag and. dratt1ng. Indirect eRgiDeering 

costs shall be allocated to the benefited contract and. other~ 

work o~ the contractor (see ASPR 15-204.2(u)(4)) on the basis 

ot direct engineering man-hours expended, direct engineering 

labor dollars (a.el~ai¥o el ~Paaiwma loP ov~~-~o, a.~~a~pay 

akl:V~ ... ~-'-sAil. ···•>. or some other eq~table basis. 

• 

' .. 



15~204.2 Costs Allowable in Whole or in Part • 
. . 

(a) · Advertising Costs 

Comment: The draft of this paragraph fails to recognize certain 
advertising expenses which contribute substantially to the con
tractor's performance and should be allowable to tbe extent 
allocable to Gov~rnment business. 

It ·is recommended that subparagraph (iii) be added to 
the paragraph covering institutional advertising where the 
pr~ purpose is to promote the name of the company rather 
than an.1nd1vidual product. Such advertising is very similar 
to help wanted advertising and is frequently used to attract 
personnel and professional people such as engineers. · Many 
companies rely upon this type of advertising in recruiting 
engineers rather than conventional help wanted advertising 
1n the classified columns. 

It is also recommended that subparagr~ph (1v) be added to 
cover other·advert1s1ng from which the Government receives bene-· 
fits. Such advertising under a regularly established prograa ia 
reasonable tor creat1ng in being and maintaining the comP&nY'a 
plants, facilities, trained personnel· and lmow-how on which the 
Government relies for performance. Where advertising programs 
have been consistent over a period ot years, the Government. 
contracts should bear their fair share of the properly allo-
cated current costs ot such advertising. · 

Suggested Revision: 

15-204.2 Costs Allowable 1n Whole or in Part. 

(a) Advertising Costs. Advertising costs include the 

costs of advertising media and corollary administrative costs. 

Advertising media include magazines, newspapers, radio and· tele

vision programs, direct. mail, trade papers, outdoor advertising, 

dealer c.arda and window displays, conventions, exhibits, tree 

goods .and _samples, and sales literature. The tollo~ adver

tising costa are allowable: 

(1) advertising in trade and technical purnals, provided 

such advertising does not offer specific products 

or services tor sale but is placed~ journals which;: 



('\ 
15-203.5. General and·Adm1nistrat1ve Costs. 

Comment: This paragraph urges upon the auditor the use of the 
"total cost incurredn basis of allocating general and.admini
strative expense, which method is not ~ general use in 1ndustr7. 
Also in the listing ot other acceptable methods it tails to 
include the 11 direct labor11 method of-allocation. In order to 
prevent dictating a preferred metnod and tc permit the acceptance 
of any recognized method, it is recommended that all but the 
first two sentences of this paragraph be deleted. 

Suggested Revision: 

15-203.5 General and Administrative Costs. General and admini

strative costs consist of items of cost attributable to the 

overall management, supervision, and conduct ot the business. 

Such costs shall be allocated to all work ot the contractor,·. 

using any recognized method ot allocation it equitable results· 

are thereby- obtained. n•eea~iea el 8GRGPU uti a&JUaia,Pa~ive · !\. 

eee•a·ea a •a~al eea• ~e~ea-easis ~exe~~aive-af-seRePal-aaa· 

a&rdRJ:s'iPa~ive-eeavs~ ia-a ae'ikefi wkieil soaePa.*•,. ,Jtea\lees 

••~•••*• •ee~ws. Q~aa~ •••ke&a aeeep•a&~e-wkePe 'ke e!Pe~

s•aaeea a.e a,pPepP~a~o laelwae alleea~iea oa 'k• &asia el: 

~i1 pPeeessiBg-eee'• ·t&iPee~-~a&eP~ lae~ePy evePkea•,· 

asa ev&e:P fae~GJ'Y p~te&lie;iea·eea'ia exe•w.aive el aiPee• 

aa'iePiala ). ; 

~il~ laa-epY 'B'~' oe8'8 (pP.eeesslag oeste ~t*¥& &!Pee• 

aa'iePlal:t; 

(&&&1 ees' e# see&a eeap~e•ea; 

. ~!lit ees~ el sales; aaa 
.. . . . ' 

· t¥1 aa~ea twkePa-Re ·aope sa~isfae~eJIY ae~aea is avai~aelet 

--~------=-~~~ ---=-~ 

' ' 



15-204.2 Costs Allowable in Whole or 1n Part 

·(d) Compensation tor Personal Services. 

·coDDilenti While this paragraph constitutes a substantial im
provement over the draft submitted to industry a year ago, 
it represents a substantial change trom the present regulation 
1n terms of the l~tation placed upon deterred compensation plans, 
and in terms of the disallowance ot reasonable compensation to 
sole proprietors or partners., unless sp·ecif1call7 provided for in 
the contract. In order to mainta~ the status quo ~ the 
present· regulation, it .is recommended that the paragraph be 
revised as follows: 

Suggested Revision: 

·15-204.2 Costs Allowable in Whole or in Part. 

(d) Coitpensationfor Personal Services •. Compensation is 

allowable. The term 11 compensation" includes all amounts paid: 

or set aside., such as pension, ret·irement., anci deferred.. compen-· -

sation benefits, salaries., wages, royalties, license tees and 

bonuses. The total compensation· ot an individual ma7 be questioned 

ana the amount allow~d may be 11Dlited; and in connection there

withi consideration will be given to the relation ot the.···total 

compensation to the services rendered.. QQMpeasa~iea ~· sela -. 

JPep~~•'••• eP paP,BOPa, aowevoP, &a a}}ewa8}e oR}~ ve ~••· a.••••· 
speeifiea}}~ pPeviaea-leP-~ ~a• eea~Paev. Ant plan upoa which 

deferred compensation benefits are'based,_other than pension.plana 

(see (p) below), shall meet the req~ementa ot the applicable 

provisions ot the Internal Revenue Code and the regulations ot 

the Internal Revenue Service. A~ae7-~ae aae~~ a~~ewa8~e WB4eP 

~ a~ek p~aa leP appgP~ieaaea- ~· eea,Pae~a la ~ eae yea. aka}* 

••• ueeea: 



(ii) 

(iii) 

are valuable for the disseminat~on .. or ,technical n 
information within the con~r,actQr's industry; and 

- j".' 

help wanted advertising,, as s~~. tort.tl. in {s) below. 
• .. ''1:'; 

institutional advertisi~, w.~~ti ts qet_ine~d as 
;1~ ~;.•i ~:;:;~ ..-;·~trJ ~·-·: 

~ . . .... ·. . • t,...,., r f 
adver~ising the P:t-i;p@7 P~BP-~e. crt .. . whi'ch l;.s to 

prromote the name ot t]1e copipany:. r.~tner. tfum indi-

vi'dual produc'ts. 

(iv) Other advertising directly cr primarily relating· to 

the advertising ot the contract6r' s i p:i-'o;ducts in 

accordance with a regululy .. e-sta'bl·is-hed' program . 

.. and to the ·.eit~nt r.easonablt·allbcable to Government 

business. 

A~~ e~keJt'·'aiiv-ePtleills eaa~s a.Pe lmfG~ewaa*o. 



l 
\ 

.l. 

15-2o4.2(e) Depreciation. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION X!l 

Comment: With minor revisions it is believed this section will adequately 

handle most of the problems which have arisen on this subject. SUggested re

visions would ( 1) provide in. subparagraph 3 ii that depreciation for contract 

costing purposes in the post-emergency period should. be allowed on the unre

covered cost of the facilities, (2) delete the.reference to current and 

immediately prospect! ve production in parasraph 4 on the gro~d that this pro

vision should include all such facilities reasonably necessar,r for standby 

purpo.ses for Gove~nt work in general and {3) to forestall misinterpretation 

ot subparagraph 51 provi~ that because an asset has been fully amortized it 

should not be considered fully depreciated. 

Suggested Revision: 

(3)(ii) after the end of the ercergenc:r. period, sba.ll be computed by 
distributing the remaining ~ieJPeeia~ea~~e~!ea-el-~ke cost of the emer~ncy · 
taciiity not so recovered over the balance of its useful lite. ~9~~-see-~4i 
eel8W~f-!P8viiea-~ke-Pem&!B!Bg-~aefP8e!a,ea-J8P~iea-ef~s~ek-ees,-ska!l-Be~-~ 
ell:lEie-&BY-a.meu~-et-\UlPeeeveFeQ.-!!~JP\i&-8.eJ~eeia~ieB.·" 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for el:IFPeB,-&aa-tmmeQ!ate~ 
JF9SJee~!ve-t~eil:le~ieB. standby purposes. 

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

; ' 



• 

•• 

t1}-tae-aaeliB~-ee&t;Plli\i1;ea-\Uld&P-the-p1:aa-fQp 

~aa• yeaPt •jJ 

~iit ~5>' eG vka •etu e:~a,easatilea e•.RePwise pa!a 
e·P aeeP\lea iR 'Ra.1;-yeu 1;e tae iaaivia\lals 

eevoPea· \lRaer 1;il8 ·' plu; 

wkieaeveP is ihe ~eweP· • 
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NSIA SUGGESTED REVISION TO 
DOD DRAFl' 4/20/56 SECTION XV 

lS-204.2 (g) Food Service Costs and Credits 

Comaentz This olassi£ication has become a widelY ~sed and generally accep~ed 

cost of doiq business. Such prograas haTe been· geDerall7 adopted where the7 

prove ot direct beAefit to the operations o£ the coatractor, The expeDse ot 

coDducting these operations, Which is a tora ot fringe benefit which employees 
. . . 

expect, should be clear~ allowable and should not be depe~eJlt upoa an intention. 

of the coatractor to operate the services at either a profit or' no loss. The 

la.i:n• and losses sho_uld be allocated to ali beae£1ted actiTitie~ ud losse• 

should be allowable su~ject onl7 to the test ot reasoD&bleaess aDd allocabili~7·-. 
This class of exJ)enae should not be ~ted to operations-- conducted 11at the :~ 

contractor's raoilitiea• becauae t.requentlr cafeterias or dining roo•• and a1w1Jar 

services are ·provided ott the premises due to space limitations or the existence 

ot desirable facilities convenientl7 located nearb7. 

Suggested BeTisiona 

Food services include operating or fUrnishing facilities tor cafe
terias, diainl rooms, canteens, lunch wag.ons, vending machines, or similar t1P9a 
ot aerYicea tor the contractor's eaplo7eesA ••-•a•-••a~Pae•e•1e~laeili•i••· 
Protits (exaept profits irreTooabl7 set oTer to an emploree weltare orgamizatioa 
ot the contractor in aaounts reasonabq useful tor the beaetit ot the eaplorees) 
••-~Ae-ei,e-ep-ei,ee-el-eeatPae•-P••IeP.aa.ee~ accruing to the contractor troa 
the operation oE these services, whether operated b7 the contractor or b7 a oon
oession&ire, shall be treated aa a credit, and allocated, to all aotiTities 
served. Reasonable losse·a troa operation o~ such services are allowable wltea 
i•·ia-•a•~,elie~~el-~ae-e•••.ae'••-'•-•~•.a•e-e~ea-eePYieee-a•-a-pPeti•-e•-a~ 

. eee'\t prorldedj:·how~nr, that such losses are allocated to all activities served. 
WRe•-i'-ie-•ae-,eliey-el-~ae-eea••ae••.-~•-~sa-e~ek-ee~ees-a•-a-leee7 
leeaea-ea-a~ea-e,a.a•iea-eaall-Be•-a•-~ewea-ae-a-eee~-~eae-epeeilie~ 
,~eviee&-le•-i•-'8•-•••'~••• 

' ' 



15.2o4.2( i) Insurance and Indemnificati"on. 

NSIA SUGGESTED REVISION TO 
-DOD DRAFT 4/20/56 SECTION X:V 

Comment: ( 3) ( ii) Deletion of this subparagraph is recommended because such 

insurance bas became a recognized element in doing business and the entire cost 

should be allowed. 

( 3) (iii) These costs should be allowed unless the Government has 

specifically relieved the contractor or his subcontractors of the risks by 

contractual agreement. 

(3)(iv) Provisions for losses under ·a self-insurance program shoul~ 

be allowable it such provisions are established on an actuarial or histcr ical· 

basis. 

( 4) It is. recommended that this paragraph be deleted. It is 

logical to assume that no~· both the ~rnment and the contractor will 

desire to in~ure that adequate coverage is obtained. It 't-rould appear that in 
. . . . 

the absence of negligence on the part of the contractor indemnification by the 

Government against liabilities not compensated by insurance would therefore of 

necessity result from same totally unexpected occurrence which neither party 

could reas9nably anticipate. For this reason, it is patently unfair to make 

the contractor responsible for insertion of express provisions to cover such 

contingencies~··:' 

Suggested Revision: 

(3)(ii) eee~e-allew~a-feP-~ee-aaa-eee~J&Rey-!:asWPaRee-saall-ee-ltmitea 
~e-eKel~ie-eeve~age-e~-JF&f!~7~iR~eFes~1 -Fei&Pa1-iaeeme-~axes,-~a-aay-etke~ 
i~ems-ef-ees'-~allewa8le-¥BieP-~B!s-~~i · 

(iii) costs of insurance or~ reserve covering the risk of. loss 
of or damage to Government-owned property are ~allowable except to the extent 
that the Government skall-kave-a.JJFevei-e:.-PeE!,lliFei-s~ek-!B&l:lPa:aee-eF-Pe&ePV•; 
has specifically relieved the contractor or his subcontractors of the risks by 
contractual agreement. 

' ' 



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

{iv) ees~s-ef:f~evi&iBg-a-Pese~e-te• Provisions for losses 
under a self-insurance program established on an actuarial or historical basis 
are uallowable alees-~ae-!il'egFa-~tJ .. '\l~~Ji.~&JMevei•ey-t.B.e .. Mili-eby-~~!!6 
teReeneit-aa&. subject to the. tests-ot-reasona'bieness and allocability·Un.d:er 
paragraph 15-201. 

(4) .. ~e-Qevel'Bl!eB'45-!e-e&lige~;~ea..:.~e-ia8.elm!fy-t_lle-.eeBi;!'ae-43eJt-e!lly-•• 
•ke-extea~-eK:tiJressly-f'!teviae&.-iel'..:iR-tke..:·eeB~i?ae-6.--'ikewelel'ey-eKee:p~-as-e~ke ... 

· vise-ex,nssly-J••nua-leP-iB-~ke-eeB~Pae~,-ae''cial-lesses-:ae~-PebeHJ?se8.-ey 
las~aaee-t•B.Pe~gk-aa-a:p:p~eve8.-sol#.-tas~aaee-:p•egPaa-ew-etkePWise~-~a-~lew
a9la~ 

' ' 



15·204 .. 2{k") Maintenance and Repa~r Costs. 

NSIA SUGGESTED REVISION TO. 
DOD DRAFT 4/20/56 SECTION YN 

Comment: It is recommended that subparagraph 2 be deleted. In any operating 

plant and machine there is usua.ll.y some element . ot deferred maintenance, and a 

combination of engiileering and management skills is necessary if undue wear, 

plant breakdowns or other undesirable results ·are to be avoided. Management 's 

decision as to when to repair is usually based on whatever action, or inaction, 

as to maintenance will produce a minimum effect on cost. Deferred maintenance 

arises from such causes as: 

1. Inability to close a plant or part thereof, or remove a machine 

for repair without· interfering with a production schedule. 

2. The scheduling o:f periodic repair periods during which accumulated 

repairs and overhauls are made. 

3. The relatively hi~ cost of overhauling a single item as compared 

w1 th the collective overhaul of a group of items during or following an. operating 

period. 

4. The lack of need for future efficiency as in the case of an item 

which is to be disposed of. · 

Mill tary auditors and contracting officers will not be able to . detel'

mine . (a) deferred maintenan~e arising out ot abnormal. operating conditions and . . - . 

(b) when. deferred mairitenance has been delayed for a future period. It is -be-

lieved that the retention of subparagraph 2 will ·cause an increase in the number. 

of "costs questioned• and can only result in prolonged justification and argu- · 

ment and undue delay in settlement. 

Suggested Revision: 

(2) Qee~s-ef-maiB~eB&Ree-aRa-FepaiP1-wk~k-aPe-ielayea-iPem-a-,eFi9i 
'Pie~-~e-•ke-eea~Fae~-feF-seme-Feasea-eQea-aa-aeBeF.M&l-e,ePatiBg-eeaiitieas-e~ 

i \ 



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

laek-ef-flmQ.s..;.aBd.-a.Pe-:pepfemeEl-Elt~l'!Bg-tae-eeBtPa.et-f!ePiea7-&.Fe-tuiallewa.ele 
· \lBless-s!teeifieally-!tPeviaet-feP-iR-tke-eeBtPaet.--Ukewise1-t}:ie-estima.tet-ee&t 
ei-ma.iBteB&Bee-aa4-Pe,a.iP•BeFma.lly-Pe!~!Pea-etlt-Be~~aeeempliskea-i~~ag-tke 
pePiea-ef-tke-eeatPa.e~-&.Pe-tiBallewa9le-~esa~sJG~itieally-~~eviae4-te~-iB-~ke 
e.eRtPae~. ' ·· · 

. ._· 



(m) MATERIAL COSTS 

~-Comments (1)· cNo Comment 

(2) No Comment 

( 3) No· Comment 

NSIA SUGGESTED REVIS ION TO 
DOD DRAFT 4/20/56 SECTION XV 

( 4) The qualification contained in thfs sentence ref' erring to 
equitableness of results has been delete~. The criteria of reasonableness and 
application of generally a~cepted accounting principles and practices, (paragraph 
15-201-2 (i and ii) have alreaqy been recited apd any further reference to reason
ableness or equity seems needless and is at the same time undesirable. There can 
be no sound reason to further impliment-or qualif.y the factors effecting allow
abilit7 of cost· since these factors in themselves will produce both· reasonable 
andequitabl~ resul.ts. · 

. (5) The exclusion under (i) relating to "write-downs" and "write-ups" 
or value have been.deleted on the basis that it violates the factor unde~ 15-201.2 
relative to the application of general4" aceepted acco~ting principles and practices. 
It is an accepted accounting principle that owing_,tq _technological advances, ~ngineer
ins changes, defec~s_, self-wear, etc. 100% utili~at~qn of stock inventories :W.ill not 
be realized, and replacement value may be lower· ·than the original- cost. Where/· the 

·contractor can demonstrate that the methods used to reduce the values of inVentories 
are logical, arxi have been applied consistently over a period of years, and that 

rudence was exercised in acquiring thE( stocks involved, sq.ch inventory valuations 
· be allowed to the extent allocable to Government business. 

· ·. ( e_l_. The proposed_, ~use. covering inter-company transfers in the 
orlg~l draft ci£ Section 15 issued March 23, 1955 was not wholl7 acceptable to 
industry as evidenced by the revisi~ submitted by NSIA on June 10, 1955, but it 
was at least susceptible to appli~ation and administration to Government contracts. 
This can not be said of the presen~ proposed draft •.. The first part of this p~r~graph,. 
whereby a contractor is ilot permitted to collect "al;I;." of' his own costs is not only. 
unrealistic, but contrary· to the concepts of a cost ·reimbursement type contract. 
·certainJ.i, it is not the intent· of the clause. to· dexv reimbursement of the ·same types 
o£ ·costs which are allowed, in fact in other sections of this regulation, From a 
practical. standpoint it would be placing an. l).n!air burden on both the contractor 

. and. the contracting officer in attempting to· fulfill adm~istrative responsibilities 
which are inherent in the present wording.· The inclusion of· factors other. than price 
which would warrant allowance on the basis. of cost to the transferor only" compounds 

·I 

the difficulties in·~stration of' this clause ·and certainly places-upon· the 
cognizant audit~:..a.gency a responsibility for evaluation-which we doubt can be fulfilled. 

. · · The proposed redraft on this par~graph is based on the principle 
that where a contractor has an established plan for· pricing "inter-unit" shipments · 
and c~. show that such pricing is based on compe~iti_on, he is· entitled to such a· 
price as a part of contract costs. This is further borne out by the fact that-the. 
Services will recognize purchases or the same or like items made from· sources: outside 
of the cont~ctor' s business as a legitima_te item of contract cost and which, of 

e, include overhead, general and adm:iriistrative expense and profit. There are 
man;y instances at hand where the Contracting Officer has been obliged to refuse · .. 

recognize the price of an article normally manufactured and sold competitively even 
though that price is lowerthan any that could.be ·obtained ~om outside sources •. If 



~. ·~ '::-:: -· .·· 

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

1 

the Go~ernmen~:_we-re·· contracting separately with each division or department of a 
large Compa.:ny.. for· standard items of the kind this clause covers it would expect 
to pay the going market price and not some lower amount because of the versatility 

·of. the Company's organization. Therefore, it would appear that such a Company 
which is set up to manufacture numerous unrelated items is penalized as compared 
to a Company which is not in a like position. It is felt that this is basically 

· wrong and must be corrected. 

We have, therefore, recomme~ded de1etion of the entire paragraph 
and substituted our proposed revisions. ' 

_Suggested Revisions: 

(1) Costs of direct and indirect material, and collateral items such 
.·as inbound transportationand intransit insurance, are allowable, subject_, however, 
·.to (2) t~ough (6) below. In computing costs of material, consideration _will be 

given to reasonable overruns, spoilage; and defective work (for correction of . 
defective work, se~ the provisions of the contract relating to inspection arid to 
correction· of defective work.) . · ; · .: 

-I 

·I 

··I 

·. I 

. I 

• I 

(2) Costs of material shall be suitably adjusted for applicable: · · . . 
1 

portions of income and other credits, including available trade discounts, refunds, ·0· 
·rebates, allowances, and cash discounts, and credits for scrap and salvage and materi 
returned to vendors. Such income and ot~credits. shall either be credited directly 
to cost of·the material mvolved or be allocated (as credits) to indirect costs. . 

:However, where the contractor can demonstrate that failure to take cash discounts 
··was due to circumstances beyond its control, such lost discounts need not be so 
·credited. 

( 3) When material is purchased specifically for and. identifiable 
solely with performance under a contract, the actual purchase cost thereof should· 
be charge4 to that contract. · 

. (4) If" material is issued from stock, any gererally recognized method 
,·of pricing such material is acceptable if tllat mthod is consistently applied. &EEl 
--' o&fte-HtNl~e~~aifieEl-ew-eEil:li-te~e ... - Where materials in stock at the commencement date 
of the contract have a provable replacement cost significantly higher than book cost, 
the contractor may:use a methods of·pricing based upon the fair-value of the materials 
as of the date .. ot the contract, but in excess of replacement cost on such date. 

. · · ,_.::>($}_ Reasonable charges·· or credits arising from differences between 
:· periodic ·physical inventory quantit:Les and related material control records shall be 

included in arriving at the cost of perf_ormance if such charges or credits (i) tie BM 
3:se~-l!w!'~e-tiewRs~llw~3:-te-lipeJI-e~:&a.e-YMl:le .. -&fla ( ii) relate to the period 
of performance. of the contract. · 

(6) C~~-ei-ma~~4a•-e~-~e~4~e~6G•a-e~-t~aBSle~ee-GetweeR-~~' 
e!:¥!:ft~fl8."J'-eP-e!'g&ft!:-M~~eftSy-liB.tieP--ee!BlfteB-eeR~-,-eft&il-6e-ti~ewee~e-~-i;o tee 
efieBt;-6#;+ · . 

(i) ~Be-eee~-~e~~aaefeP9P1-e~ 
(ii) ~e-p~4e&&-e&-~e~--~ppl~e•s-~g~-t~e-sama~-s~g·~~al~ 

s~~a~-~t~st . 
. w~~QQ&~a~~~~-lQwe~~-URlas~-l•~~~~-o~~~-t~p~~e-wa~~~~-aiiowaftee-eft-~ba~i~ 
e£-~he-e~~-~-~~efere~-p~~ded-~fta~,-~-~ne-eaee-ef-~~~e~~~~y 

·I 

.• I 

. . • . I 

: '. I 

. . • I 

• . I 

• I 

("'\ 

;, .. 



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

maaQ$ae\aP~a-aR~~&.•'-8y-aRy-e~ea-tpaBalePeP-tk•e~gk-eemaepe~al-eaaaaele1-s-aepaP~~e 
~Pem-\a~e-e~~-~aeis-ia-pePMiseiale-~-~ae-e8apge-te-tke-eeatPae~-aeee-~et-e~eeea• 

· . ~'~-•a.-~waae~ePeP.Le-e&*ee-pPiee-,e-ite-Mee\-&avePea-e~eteMeP 
·~p-\8e-eame-i\ea-ia-liKe-~~aR\i~yt-eP 

~ll~-'iae-pPieee-e&-el-ae»-e'elpplri&Pe-$eP-.tlrte-eue-e•-eli.Bet.u'&i:a•l.y 
eimilaP-i'ieaet 

waieA8Y8P-ie-t8e-lewePr-~eee-iae't.ePe-e~keP-tR&R•pPiee-wappaa~-~lewaaee•eR-~R8 
&aeie-ei-\ae-\PaRalepepLe-eale-pP~e-\&-ite-mee .. -~avePea-e'ele~me•• · 

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

. \ 

' I 
l . 1 

.I 

.I 
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:. I 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION X!l /"\ 

15-204.2(o) Patent Costs. 

Comment: It is believed that all costs leading to the issuance of patents as 

well as infringement, investigation and litigation should be regarded as allo~ 

able costs. The wording in the proposed redraft is unduly restrictive inasmuch 

as it implies that only those costs specifically mentioned are allowable. The 

last sentence has been deleted since it appears unnecessar,y and in conflict 

with the rest of the paragraph. 

Suggested Revision: 

All costs leading to the issuance of patents, the cost of infringe
ment, investigation and litigation, costs of preparing dis·closures, reports, 
and other documents Fe~li!Pea-ey-~ke-eeB~Pae~ and of searching the art to the ·~~ 
extent nece~sary to make such invention disclosures, are allowable. Y,ea-~ka 
WYi~tea-a~~kePisa~ieB-ef-•ae-eeatFaettBg-eff!eeP1-eests-ef-~pe~iBg-iee~ata 1 

. &aa-~-etke~-pateat-ees~s,-!a-eeRBee~iea-witk-tke-f!ltag-el-a-JQteBt-aJJliea
~~eB-wkeFe-tl~le-is-eeRveyea-te-tke-SeveFRaeB~7-a.e-al~ewaele. (See Slso (u) 
amd. {v) below.) 

~ . 

. ' 



' \ 

) 15-204.2 (p) Pension Plalts 

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

priBoiples applying to pension and retirement plans. Such interpretations 

were guiding rather than mandatoey. This proposed paragraph includes uterial 
. . . . 

preTiously set forth in Part 6J it Part 2 is to be incorporated in coatraots 

as in the past this will result in the ·iDcorporation ot procedural utter 

rather thaD ·ot basic principles. This can giTe rise to serious negotiatimg 

p~oble-a~r• It woul~·btfo· pre'ferabie it· the material in Part 2 could be confined 

to the basic principle that pension costs are allowable. Separately there could 

be set forth in·a ~elated Part, such as Part 6,· i•terpretations aDd other 

aaterial neoessar,y for the gui~ce of auditors or coatracting otticera. 

Ia addition to the above geaeral suggestion the following caaae•t• are offered 

oa this paragraph and haTe given rise to the suggested reTisioa& 

(1) Peasion plans of cameroial enterprises (other than tax-exeapt, noa-protit 

institutions) are already subject to the approval requiremeDts of the IntenuU. · 

Revenue Service. Approval by the Jlilit8.17 Departme•ta could be u UJUleoessary · 

burden and. ~xpense since pension plus of indi Tidual .. firms are fonm.la ted with 

the approval requirements ·or the IDternal Revenue Service ia aind. 

(2) Pension and retirement plans may be est•blished which are··.~depen,~ent 
.. / 

upon profits·~.· Suo~ plans, if approved -by the Internal Revenue S~rvice, should 
/ 

,/ 
/ 

be acceptable to the· Militar,r. / 

· (3) Allowable costs ot pension plans should not be limited by the amounts 

claimed amd deductible in the current taxable period. Alloeat!oa of cost 

between years on the basis of Internal ReTemue techDical liaits, which m&7 

sallow in one year and pick up in subsequent years, is illpractioal and should· 

not be required sQ long as a consistent method of contributioA is followed b7 
\ \ 



\ 
i 

the ooatraotor··- ,., 

(4) Subpi.ragraph .3(il') has been revised to recognize that contractor's methods 

ot determining costs may already reflect reasonable provisions for the effect 

ot reversionary credits, in which event no special provision should be required-. 

Where special proTisioa for such credits should.be made, •o particular methods 

should be prescribed since this is a procedural aatter rather than one ot basic 

principles. Such cases should be handled by a method to be negotiated based on 

individual circumstances involved. 

Suggested ReTisioma 

(1) A pension plan is a plan which is established and aa.i:mtaimed by a·,_ 
contractor prillarily to. prOTide syste~~atically for the pa)'llelllt of definitel:r ,~ -
determinable benefits· to its eaplo;rees OTer a period ot years, usuallT for lite, 
a.tter retirement. Such a plan may- include disabilit71 withdrawal, insurance, or 
surTiTorship benefits incidental and direotl1 related to the peasion beaetita. 
Such beaetits, generally', are 11easured by, and based on, such factors as years 
ot service and compensation receiTed by the eaployees. ihe-det~~ti~~the 
a•mua± ~-~tte4.eR-eeBe.£it-e-a!ld-the-eontribttti.01!lrt-e-~.ae-~~t~~ 
BM-i~eM-~~J'~i~--Befte.tt.W-an-fM'i-tiM'~M.t~ti~~e-i~-~ .. 
arie4.t~~-4?ell-.f.'-7-a--fei~e-~~~oen--~-iS~~~~ft-r8e.~taa,.-be-~ 
~.e-~E!e-4.AeM&ee<i-MM4'4.~.fe:J!l-~-e-~M.~tg-~-e-i~ueteaEi-~-~~ 
\i..se4-~~•4~e-.ta.e-~.r-.,ea:tl'ik~eR&-:&,'-~~~er. A plan designed to 
prov~de benefits tor employees or their beneficiaries to be paid upo• retirement 
or over a period of years after retirement shall be considered a pension plan if 
under the plan, eitherthe benefits payable to the eaployee or the required contri
butions by the contractor can be determined aotuariallyo .(-Ba~¥emeftt ~wftiee 
&ft-~-~f)Hof4.~.ake..lriAg-.W..Y.-~M-eeaet«•n«-~M-f>'8A&i .... ~..,.fi4M.• 
~ ... f'U'q.~.(~.~. - . - . 

(2) -_ C...ia•n.~ea,-af1Q-a~ti-~44..a~ti..,-e8~ti.~-,eftH.e&-~&M 
a.a-~ae~aM-e6-4~u.~~~-~ .... es:ta ~~-~-M-~~w.u~ 
li4-~--~~w~olt-a~44.~eega4.u.ue-4.•a.sfi.ga.a-&&4-•~boe•4Nili$-ae44..
~ak•a-~-~._~M-w4~~.,-geaenUy.,-ae-aeeof)t.e4-~-~·-~•P-~ 
~Pension plaaa must meet the qualif1catioa requireae•ts prescribed b7 
Section 401 o~ the Internal ReTe:aue Code ot 1954 (P. L. 5911 8Jrd Cong., 2Dd Seas. 1 
68A Stat. 134). Prior~. approval ot such plaaa by the eerftieaai-Bepa~aea•y 
ap~P8Yal-e~-Internal Revenue Service shall be obtained ia the_ case of& 

(1) contractors who are subject to Federal incoae tax, aad_ 

(ii) aonprotit or tax-exempt ooatractors who·have subaitted 
their plans for approval by Internal Revenue ServiceJ 

aewe•~-a~a.J....~-·-~~-~·-•at.ei'aa.J.-~eaPae-~e•-4ee.a-ae:t-aeeeasa•4.J¥
aaa\Y'e-~e-a~d.ewaaee-&i-~.e-e~~-~eA-a-~~-~k.s-~e.e~W~. 
I• the case ot all other plans, coapliance with the qualifioatio• requirements. 
ot Seotioa 401 ot the Internal ReTeBUe Code or 1954 shall be dete~~~oA ~- ·~-

·, ' 



! • 

oogniz&Dt Department ·usillg, insofar as applicable, the regulations, criteria, 
and standards ot the Internal Revenue Service. 

(3) We-~~e-e~eat-~eme!ea-,laBe-aPe-a,,.eve&-ey-~e-ee!~Baa•-Mlli~~ 
;e~aea•, oosts taepee& of approved pension plans are allowable subject to 
the following conditions& 

(i) the requirements o£ ASPR 15-201.2 Shall be satisfiedJ 

~ilt-eaea-eee,s7-iBel~a!Eg-eseeee-eeR~Pie~~'e•e-~eee-8ee,iea 
4Q4~a~{~t~~-el-~ae-••~e•aal-~ve•••-~eae-el-•9§4i-~ 
••--emu~ea 

tAt-~ae-aae~~-elaiaea-aaa-aea~etiele-te•-Fede•~-~aee••· 
~&K-~aoe-•a-tke-e~eBt-~&Kah~•-,e•lei7-.. 

~it-ia-the-eaee-~1-meapPeli~-er-~a~-e~•,•-&P!aaisa•ieRey 
~Be-aae~~-waiea-ee~a-kave-eeea-elaiaei-aaa-aee•••••· 
1••-FeaePal-laeeme-~K-~ee-i•-tke-e~••-•a.a~•· 
,o•iea-aaa-euelt-e•radisa'4iielle-eaea-e1le!eet-te-tae-,_,.-.:. · 
aoa~-ef-iReeae-~&Jtt · 

~Ailt (ll) in cases where the Internal Revenue Seririoe wi thdrawa ap
proval of a plaD or in the case of plans not subject to 
Internal-Revenue Service approval where the cognizant 
Department us1ng 9 insofar as applicablea the regulations, 
oriteria and standards or the Internal ReTenue Service, 
determines that approval . of the plan should be wi thdralfll, 
u appropriate ~djustaent;.o.t··contraot costs uan may be 
made tor contributions which previously have been allocated. 
to and allowed as contract costs and which. 

{A) are disallowed for tax purposesJ or 

{B) in the case of nonprofit or tax-exempt orgaDizations 
could have. been disallowed for tax purposes had suah 
organizations been subject to the payment- of income 
taxJ -B.lld · 

~i•t (iii)~ b.. determining. the moo reasonableness 2! pension plan coste 
allocable to military contracts, ana-ia-aaeitiea-~e-•aki~ 

· appref~a'e~aa~~etaea~e-leP-ePe&!te-eP-gaiBa-aPieiK~-•~~-el 
aenal-ea~eyee-~u•e•••l ·.·consideration shall be givem1 •• 
aee.eriaBee-rita-~At-eP-{i~~ee*.ew,. to possible future ae••
aa* termination credits or gains which ·may arise. with respect 
to individuals tor whom pension plan costs have beea o~ are 
be~ng incurred by the coatractor but whose employment will 
terminate_before they acquire a vested right to the be~efits 
wader such plans. · Where tha contractor can demonstrate that 
reasonable provision has been made for the effect ot such 
reversiona;z credits in his method or determining pension 
contributions no special provision for these credits is. 
required. otherwise 2 it will be eXpected that u a.rraDgSllellt 



\ 

will. be mads which will result, aa nearlY as may be practicable, 
in the Government's reoeiTi!8 the benefit of these credits to 
the s8Jlle extent as it originally participated in the rela. ted 
costs. 

'A)-Wkea-s~ea-aeBeP.aal-teF:miBa~iea-ePea!~s-ep-~a!ae-APe-fePeeeeae~e 
aaa-eaa-Qe-e~-~~y-eval~tea-wita-peaeeaaele-aee~aeyy-aa
·~~~a&••-·&~~s~aea~-0:-e~eR•-eeets-~e-!l•e-e~fee•-~e-~ea 
aa~ieipa~ea-~~~e-ePeelta-eP-gai•s-ekall-ee-aaa,e7-eitkeP-e~ 
Paa~eiag-~ae-e~ea~-eeete-etkePWise-alleeae~e,-ep-ey-ee~a!a
iag-Pealia~ie-Peea,ai~ie•-l•-tke-•e•~le-•aie~tiea-et
ell.PP8B'i-eoeta~1.-ee-iokai-~ae-euna~-eee~e-ae1-u-:fae•1-PeSeet
tae-•ea~e~!ea-feP-tae-a&ae..a*-~eP.ai.atiea-e.eai•e-er-!ai•e 
wkiek-a.e-aa~ieipa*•dt-aad-etica-aa~•staea•-ekall-ee-Pelaee•ea 
ia-~ae-eeatPae~7-ia-aa-aaea&aeat-taePetey-~•-ta-seae-e~keP 
nitiq-9!Rai~g-eR-tke-~vePBJReR~-aaa-tke-ee:a~ne~ePt-eP-

~i~-WRea-aaek-asaev.aal-~ePM!aa~iea-ePeai~e-eP-galaey-wketae~-e• 
ae~-~e~eaeea9~e--

:·· i" .. :··~ ~·:l.·· .. ; ~~· 

~··~-ka•e-:aet-eeea-tke-n86ee~•el-afi~lle~aea~-uieP-tA~-aM.et ·· 

peaaiea-,*aa-eeete-i:ae~ea-~aep-tke-ee:atraet-eaa~-ee-eae;ee•-•• 
pe~pee,ee~ive•aeee~~!Bg-aaa-a~-Beeeeea.y-aa~~e,aea~-leP-~ea 
s~aee~~e••-tePm!=atiea-epeai~e-eP-!atRa-~eee-'ae-Ge.eP.RaeB•-a•a 
tae-ee:a~pae*e•-agpee-~pea-a-aetkea-el-aetePM!RiRS-eaea-aa~ae~•ea4, 
ep-agPee.;.l:l)3eB-aR-eEtl!i~a8~e-aci~lle~JieB~t-amy-el:lel!-agPeeaea•-eaaU-ee· 
pel~eetea-~R-tke-eeRtPae'r-ln-aa-aae~aaea~-~aepe'e,-e.~ia-a-ee,a.a~e 
agpeeaea~-eiBiiBg-eB-tke-'e•ePHmea~-aaa-~ae-eem~~eteP. 

(4) The allowabili ty ot costs ot lump sura purchases o~ amnti ties or ot 
luap sum cash payments or periodic caSh payments made to provide pemsion benefits 
for retiring or retired employees other than suoh costs iaourred under approved 
pension plans shall be subject to consideratio~ on an individual oase baaia •. 

'\ ... 
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NSIA S~GGESTED REVISION TO 
DOD DRAFr 4/20/56 SECTION "'N 

15-2o4.2(!} Professional Service Costs - Legal, Accounting, Engineering and Other. 

comment: (l) This paragraph a·s written singles out the costs of professional 

services rendered by members who are no~ employees of the contractor, and esta. 

blishes factors for determining allowability which are inequitable.. tVhether or 

not professional people are on the contractor's staff or separately engaged 

should not be a factor in determining the allowability of the costs of their 

services. 

( 2) In addition, the :past pattern of such costs, ·the impact of Govern-

ment contracts on·bis business, the nature of his own organization, etc. should 

also not be determining factors as to allowabili ty. The scope and extent of .·~ 

Government regulations, the changing requirements of contrac~ clauses.and per~l 

of loss in connection therewith make it necessar.y that the· contractor avail him-

self of professional assistance. As a class, such costs should be allowable 

subject to the application of the basic principles and standards set forth in 

15-201 relating to reasonableness.and allocability. 

{ 3) The cost of successful de:f'en~e of anti-trust suits and the 

successful prosecution of claims against the Government should also be allow-

able. The· last sentence appears unduly restrictive. Rather than restricting 

allowability to those instances in which proVision is made in the contract,. it· 

is recommended that such costs be su~ject o~ to the test of reason and.alloca

bili ty. We suggest the clause be rewritten as foll<T..rs: 

Suggested Revision: 

(1) · Costs of professional services rendered by the, members of a 
particular profession whether as members of the contractor's organization or 
separately engaged wke-aPe-:ae~-elQleyees-ei-~ae-ee:at:Fa.ete» are allowable, sub- . 
ject to (2) and (3) below, when reasonable and allocable in accordance with the basic · 
principles and standards of 15-201. 'a-Pela~iea-te-~ae-seFViees-Pe:aa&~ea-aBa 
w8eB-Be~-ee:a~iage:a~-~~e:a-Peeeve~y-et~tke-ees~s-fPem-tke-S~veFBmeB~-f8~~-see 
ASP.R-l5-294T3~g11. . ' ' 



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

(2) ·FaetePs-~e-se-eeBs!iePei-!a-aeteF-mta!ag-tke-allewae!lity-ei 
aests-ia-a-~!aY!~-ease-!ael~a&: 

(i~--ke-,ast-~tteFB-el-s~ek-eests1-~tie~ap~-ia-tke-yeapa 
,.ieP-te-tke-awapa-ef-Qave~eat-eeBtPaetst · 

tii~-tlle-~et-ef-SevepueB'6-eeBtPaets-ea-tke-ee:a:GPaete:w4a 
e\lSiB888f 

(ii!~-tke-satYPe-aaa-see~-ef-maaageP!al-sev~!ees-eKJeetea-et 
•se-eeatPaetepJs-ewa-ePgaa!satieast-aaa 

(iv~-wketkeP-tke-JP9JeFt!ea-ef-SevePBm&Bt-wewk-te-tke-eeatPaet~Je. 
te~al-e\lstaess-is-s~ek•as-te-tsil~eaee-tae-eea~FaeteF-iB-taveF-el-iAe~P!Rg-tae 
eest1-~ieul&Ply-wkePe-tke-seFViees-Peaaepea-a.e-aet-ef-a-eeat!a\liBg-B&~~e-aaa 
kave-little-PelatieasBiJ-te-wePk-~esP-SeveFBSeat-eeatNaets. 

Retainer fees ••-&e are allowable ~&t-ee when reasonably supported by evidence 
of services rendered:-- ----

(3) Costs of legal, accounting, and consulting services, and related. 
costs, incurred in connection with organization and reorganization, unsuccessful 
defense of anti-trust suits, and the unsuccessful prosecution of claims against 
the Government, are unallowable. Sests-ei'-le88l-,-aeeeu,ug7.-u.d.-eeasu~tu@ 
seFViees,-aaa-Pelatea-ees~s1-ise\lPPe4-~-eeBBee~ies•witk-~atea~-tatFtagemea' 
i!•iga,!ea1-&Pe-~ewaele-~ess-etaeFWise-JPeviaea-feP-iB-tke-eeBtPae~. 

- ',1 

. I 

• I 

(\· 

· .• I 
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NSIA SUGGESTED ~ISION TO 
DOD DRAFT 4/20/56 SECTION XV 

(t) RENTAL COSTS (ntCLUDING SALE AND LEASEBACK OF FACILITIES 

Connnents ( 1) ·· No. Comment · 

. (2) The. deleted provisions would actually penalize contractors leasing 
rrom common control as with the contractors who have conventional leases, even though 
the rental. charges are the. same for both or where the charges und~r the for.mer are 
actually lower. It would be very rare indeed·to find a conventional lease where o~ 
the rental rate is equivalent to normal costs,-· such as depreciation, taxes, insurance 

· and maintenace expenses. 
I 

(.J)· It·is.recommended that Clause (3) be modified since Clause (1) seems 
to provide adequate safeguards. T~s c.la~se apparent~ seems to protect the Government 
from a possible situation where rental under a leaseback was set at an arbitrari~ high 
value. The basic rule o£ reasonableness set ·forth in Clause (1) which indicates that 
rates must be reasonable in light of tm' type, life expectancy, condition, and value 
of the facilities leased, appears -to give t:he Government complete protection. If this 
clause is permitted to remain as is in the· regulati.ons, the Government would actual.ly 
be penalizing companies 'Who have sale and leaseback arrangemeiits as contrasted with· 
companies holding .conventional eases. It would be ver;r rare indeed to find a·.conven
tional lease where the renta1 rate was equivalent to "normal costs, such as depreciation 
taxes, insurance and maintenance eXpenses," attributable. to the facilities leased. · 

. ·. ·---~----·-----·--·-···· ·-·-·• .·· .....• ._,.!..c.-··-·· ··• ·-·--·· .. -··.--·· .. -·--····•·•-..... ... -................ ... . .... , .. . . ······ 

Likewise, it appears the Go'Vernment also. has in Clause (1) 
~equate protection against any situation where a contractor might arrange option 
terms under a leaseback, so as to permit re-acquisition of the property at a price 

. substantial~·less than its value as a result of high renta~ p~nts. Note tllat 
Clause (1) provides for a check of option arrap.gements and other provisions of 

· rental agreements for the purpose ·of determining reasonableness. 

Suggested Revisions: 

· (1) . Rental- costs: of land,; buildings, and equipment and other personal.. 
property are allowable if the rates ·are reasonable in light of such- factors· as the · 
type, life expectancy, conditian and value -of the facilities leased,- options available, 
and other ,prqvis~ons_ of the rental agreement. · · · 

,_ 

i (2).. Charges ·in the nat~e of rent between plants,. divisions, or organi
zations unde~ common control are \iBtilew~e.;.e*"pt allowable to the extent such 
charges do -~~t exceed. the normal eefi-~-eWfteF-8Mp-Sliea-ae-tl~ieMeftJ-~Hee, 
Hfiii'He&J-~~eeet-p!'w3:Eie~t-~e¥-6-e~ea-&R-eee;6e-eetil-El-af'~eate-~ 
~~8eit-a**ew~El-eefie •. rental costs for similar property from other sources. 

(J) Unless otherwise specifically- provided in the contract, rental 
coats "specified in the sale and leaseback agreement, incurred by contractors through . 
selling pl.ant facilities to investment organization, such as insurance companies, or. 
to private investors, and concurrently leasing back the same f acilitie·s, are aliowable 
onl7 to the extent that such rentals do not exceed normal rental costs. SQeA-aB . 
aepwei:~a7-~ee-,.-4Bs~naee.,.-a~-ma4:awRa~e.,.-eei'Re-6~Be-~eeee~ft-w~¥e 
'Mea iafifliM-aae-tR.e-eeakaetQi'-~etaiR&Ei-~ega;;b-4;3:t~e-w;.;.tae-~e3:M4r!ee .. for siinilar 
property from other sources. 



NSIA SCGGESTED REVISION TO 
OOD DRAFT 4/20/56 SECTION ¥3 :~ 

15-204.2(u) Research and Development Costs. 

Comment: ( 2) General research covered in this paragraph should be allowable 

subject to the application of the basic principles and standards set forth in 

15-201 relating to reasonableness and allocability rather than being dependent 

upon specific contract coverage. In addition, the last sentence of this para-

graph should be deleted. Agreeing to divulge results is a very unfair condition 

for determination of allowability because general research is of benefit to all 

business. B,y agreeing to divulge· results· of such research and with no protection. 

or guarantee that ·such information will not be made available to others; research 

upon.·which a contractor may have devoted millions of dollars and for which the 

Government is only a partial contributor can be forfeited to competitors at no 

cost to them. This appears :particularly inequitable in view of the fact tbat !"\ 

the Government has no need for such information, since the results of general 

research can be applied to Government production and the Government· ·Can be auto-

matically apprised and benefit from such results without it. 

(3) In connection with related research on a product or product line 

to which a specific research and deVelopment contract relates, there is just as 

much benefit accruing to the research contract as would accrue to a production 

contract. Therefore, no distinction should be made as to allowability of cost. 

In addition~ . ~he last sentence of this paragraph should be deleted for the same 

reasons as enumerated in ( 2) above. 

( 4) This paragraph requiring research and develo:pment projects to 

absorb indirect costs should be deleted since it is inconsistent with the prin

ciples and standards :proposed in 15-201.4 which permits.the consistent applice-

tion of accounting principles of the contractor. 
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NSIA SUGGESTED REVISION TO 
DOD DRAFr 4/.20/56 SECTION Y::r 

( 5) .. ~.Revision of this paragraph is necessary to preclude automatic 

disallowance of research costa deferred from prior periods pending the deter-

mination of the proper accounting disposition of those costs when such coats 

would otherwise be approved by the Contracting Officer as allocable research 

coats at the time proper disposition can be determined. 

Suggested Revision: 

( 1) Research and development costs (sometimes referred to as general 
engineering costs) are divided into two major categories, for the purpose of 
contract costing: (i) general research,. also referred to as basic research, 
:f'undamental research, pure research, and blue-sky research; and ( ii) related 
research or development, also referred to as applied research, product research, 
and product line research. · 

(2) General research is that type of research which is· directed 
toward increase of knowledge in science. In such research, the primary aim o~ 
the investigator is a full.er knowledge or understanding· of the subject under ;. 
study, rather than a practical application thereof. Costs· of indepehdent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable if reasonable and equitably allocated to all work 
of the contractor. 'e-~ke-e~eae-s,eeif!e&l!y-,PeYiaea-ta-~ke-eeR~~ae~.--~e 
eeR~~ae~eP-skall-Qiselese-~e-tke-SeveFHmeBt-tke-~eses-aaa-Pes~~ts-el-s~ea 
iBae~BieBt-geaePal-PeseaFea •. 

( 3) Related researc_h is· that type of research which is directed 
toward practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production engi
neering {see {1) above). Costs of a contractor's independent related research 
and development (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable under any cost-reimbursement ty:pe fPea~et!en contract.; 
provided the research and development are related to the contract product line.!. 
&RR-JPeviaea-~~aeP-tAa~~~ke-eeatPaetep-Qiseleses-~e-~ae-QevePBmeB~-tke-:p~eses 
aai-Pes~ts~ef~tae-PeseaPea-aaa-aevele~eatw-~S~ek-eests-ape-~~~ewasle-~aieP 
~es~-Fetme~semeB~-tYJe-FeseaPea-aaQ.-ieveleJmeB~-eea~Faets. 

( 4) htiepeBuat-Peseuea-aai-Q.evele~&eat-~Fedeets-sB.ail-aesePe-tkek 
a:p~Pe:pPia~e-skaPe-ef-tke-iBai:Pee~-eests-ef-tke-Q.e:pu~meB~-wkaPe-tke-wePk-is-~&F
feniei. 

(5) Research and development costs {including amounts capitalized), 
regardl.ess of their nature, which were incurred in accounting periods prior to 
the award of a ·particular contract, shall not be allocated to that contract ~ 
less approved by the contracting officer or allowable as precontract costs (see 
ASP.R 15-204.3(J)}. 

; ' 
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(v.) · ROYALTIES AND-.-arHER COSTS FOR USE OF PATENTS 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/2 0/56 SECTION XV 

Comment!f: Royalties and ·fees paid for the use of patents are normal ~xpense 
items and allowance_ the~ eo£ as a- cost against .G-overnment contracts should not· be 
subject to specific- advance. ·approval. The Government is adequately protected by the 
test of alloca}?~lit:r_ a~d ·no -.further re.str.ictiorts app'ear to be·' neceH3sary or warranted. 

Suggested Revisions: 

Royalties on a patent or invention, or amortization of the cost 
of acquiring a patent or invention or rights thereto, necessary for_the proper perform
ance of the c.ontract and applj,.~able. to .contr~ct pr.sducts or- ·pr'ocesses, are allowable 
to ·the extent ~1£p!teee,l~-~~~-~e,~lri~iR-~ae-eeR~P-al!t.~e!f..:~ae"~ee-al:l~ilerieeEi-S,•t.ae 
eea'&pae\~-e-i-'i:e~P.:t-p-Pe"f.i~ttEi-~aa:&-wae.n~tiie·~:e•ePHMeai~aae-a,:l:~·e·eHee-~P~t~e~.3!i~kt. 
t.e-&ne-·llee-ei-~ae::-IHl~e:~t~~~P~iB•e:R'&iea:~elleB-.~s\e..;;ape-~m~ae~~'..;•Ei•'pPe¥i:i&.e.-'v~eP _ 
~kat.-wke,e~-&lle-pat.eat,·:..ft&a-ee~~-afidllEiieat.efi-:M•8e•iualiEi~e~e;a:.i.ee8\e_:..ueu!1e·a-~ePea~'&eP 
~e;;~tilewa~e.,. s\lch costs are allocable to Government~ ·:contracts,. · · · · · · 

. ~-. 

(\ 
1 

l .. 



NSIA SUGGESTED BEVISION TO 
DOD DRAFT _4/20/56 SECTION XV 

:------,.·-- -------- •.•. -·--· . ·• ~ ........ tot~.-.;.._...... .. . . ...•. . •. -. --· •. ·-· - --··-·- .... ~----4-- .... --··----·-···••#'··-~- ------......,. 

. ( w) SEV:mANCE PAY- . 

Commentsa -· .. .-_The proposed draft of item (ii) would make it mandatory that all 
contracts provide in the.final release a·reservation that abnormal_severance_payments 
would be recoverable. This would create a lack of finality in Government contracts 
which neither the contractor or the Government. woullr. ·find acceptable. 

-------------------------------- ··-· --- ·-·--- ....... --- ..... ----- -------·':-'-'' 

. _ From an accounting concept the proposed clause is both impracticable 
and inteasible •. The fact that employment periods of terminated employees extend back 
over a number of years would make it impossible o£ administration. · 

Suggested Revisionst 

(1) Severance pay, also commo~ referred to as dismissal wages, is a 
payment in addition to ·regular salaries and wages, by" contractor to workers whose 
employment is being terminated. Costs of severance pay are allowable o~ to the 
extent that, in each case; it is required by ( i) law, (ii) employer-employee agree
mentJ (iii) established polic;r that constitute_ s, in effect, an implied agreement on· 
the contractor' s part, or ( iv) circumstances· of" the partiC1llar· employment. 

_(2) Costs o£. Servance _pa.ynients ar,e divided into :two categorie-s a~ follawaa 
·,· 

( i) actual. normal tu-rnover. severance payme~ts shall be alloca~d 
to all work. performed in: ~he contractor' a plant; or, where 
the contractor pravides tqr accrual of" p~ !or normal s~er-

.·ances such method will- be ·acceptable if'- the amount o£ the · 
accrual is· reasonable-in light-of p~nts actual~ made for 
normal severances over a representative past period, and it 
amounts accrued are all_oca-Ged to all work performed in the _;· . 

. _:- · co~racto~' s plant} and- . .\·-. · · · ·.: · · · --
(ii) -abnormal. or mass servance paynlents actually made upon cessation •· 

of work when there is no reaaQna.ble prospect ot contj nuing · · · 
employment on othe:nr()rk 0! ~ contra_c't9r are. allowable~ sB&l* -· · 
"-ase:LgaM-tre-t,B&-eR~:i:M-~~ui ef ~lllplv.;zta:Afti=el-trs;e::;ellll:iatea 

·- emP*~~~ali~-a~e~~--w-a~-w&Plt-p&PieNee '-- tke · 
eea~Pae~~-p~ag~~~~e~~ea~--~P&S&P¥a~iea-ta ~· 
14:Bti-w~ue-ma~e~Eie. w~fl~~eaeeft&e~e •e aenme · ••• 
S&WMRee-~~·~~eea~~-·8· ~Be 'eeawae4; will Be. utle iB-·~. . hWJae •. ·.. . . 

·- ..... ·r······--=-·---------·-···-··---_, .. ! 

. ~. ' 



NSIA SUGGESTED REVISION TO 
DOD ~RAFT 4/20/56 SECTION XV~'-

·-4-. ----·- -. ---···--·· ··-·-· ···--------· ...... - -. ·• -- .. -····-"'- -··--- -· ·--

·. ( cc) TRAVEL COSTS . 

Comments (l) No Comment 

. (2) The provisions of 15-201.2 {i) and (ii) should be the criteria for 
the allowability of such costs. No further restrictions are necessar.y or warranted. 

( 3) Comme~ts in ( 2) above apply here as well. 

. ( 4) The burdensome and time consuming requirement of . obtaining contract-
ing officer approval on personnel movement of a mass or _special nature should be 
eliminated. The proposed change gives the Govermnent the protection required while· 

·permitting quick contractor decision and action. 

Suggested Revisions: 

. (1) Travel costs include ccets of transportation, lodging,- ·subsistence, 
and incidental expenses. incurred br contractor personnel in a travel status while on 
offici~ eampanr bus~nesa. 

_,__ ____ ------·-·---·-·---- ·-·--------·-·--·--····- -·---·- -·--· -··-·--·-- .. -· ·---·--··------·-- ----·--- .. -· -. ,. ···-- ----- ···- ··- ·-- --·. 
(2) Travel costs incurred in the 'noDna.l course of overall admin:t·st~ation · 

ct the business and applicable to the entire busL1esa are allowable, and shall .. be · 
allocated consistent with the contractor's established raetice. l9e' eee;e:e~ ~ 

~ur.ii:ti'~~eeate&-~e-a~wei'lt-e~~iie-eeaeae~, · · · 
. .. 

(3) Subsistence and lodging includ~ tips or similar incidental costs 
are allowable either on an actual. or per diem basi~- . 'taa-'basis ee•ee4ie4-e~ 
eee~~7-feaewee., The method or methods used :shall be. consistent with the 
established practice o£ the contractor.. . 1, · . • 

. ' ~ 

· . . · · (4) · Coats of personnel movement incltdin~ those of a ap·ecial. or mass 
nature are allowable ~y-wfleft-6\ltfte:r!.i!ea-e!'-a,p:tae¥~ <-wri:M:ftg by tfie e~~-
ei~ew when properl.y allocated. . · ·; 

' ' 



~;-ee4T3-fet 15-2Q4.2 (eel Contributions AP4 Ponations 

Comme•t: Contributio·s· and Donations recognized tor income tax purposes 
,. 

should be allowable subJect to the usual tests o~ reasonableaess aad · 

allocability. These !tellS are a necessary business expease. Industry 

is betag looked to ~d has a civic respoasibil~ty to bear its share ot 

expe•sea related to local, state aD4 natioDal community activities as 

:oepreeeated .by noD-prof1 t health, weltare and educational institutions. 

Govermaeat policy has been to encourage i:aduatry 1D these regards ud ·the 

costa thereof have beea recogDized ~or income tax purposes. 

Suggested ReyisigB 

Contributions aad donatio•s are-~a%%evae~ to.established non-ptot~t 
orgapiz§tigps sych as religigus. ch§rit&ble, scieptifis a;d educational 
orgapizatig;s. vhich ore recogized· as such bx the Treo.sury Ds:pgtllept 
ore ollgwable proyided thAt such costs are reasopable ADd ~re properly 

.... alloeated to o.ll ygrk. The wgprietx ot the omnunt ·or Particulq ;oa
tribytigps yd doaatiops gd the 'i&ege,1;0 thereof' f'or each tisco.l 
per1gd mpet be judged ordfDOfilx iD light ot the patter; ot past coptri
butions I po,rtieulorlv thOSe made prior to the placi;g of Goyerm~ept. con
trActs.· The 'mount ot each alloyable cmnt;ibUtion must be deduc'tible 
tgr purposes ·ot Federal i;cgme tax. .:' 

·," 



Commeat:· Such costs should be allowable to the exteat that it can 

be demoastrated that such expe:ases are ordi~ary and :::~eces~~Y to the 

business o-r ·:&: :C·.bJi:tPactor.~ 

' ' ~ 

SUggested Reyision 

Costs ot· emusement, dive;-s~oD.,, ~RC:~~ activi-t-ies ·ana iDci~eatal costs 
relatiDg ther.e.Po) 'such~ 'a:s me·als, lodgi».g1 re•ta_ls 1 ~r~.spq;-:t~:t1~• ad 
·gratuities are tt~allowable. · (~:a'ft.: ~e~:-~tSPR:·~ 15"" ~:Jt.-. 2~fst~fiJ,..aae~f.~1-) . 

j . 

. ~;·-·· 

... ., ..... 

J.r~: .._ ........ -
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RECONVERSION COSTS 

comments: .. Where a contractor bas made special plant changes in order to 

introduce Government contracts_~nto hi~ production~ the cost o~ these 

contracts .is not complete unles~_it includes botb the cost o~ installation 

and the cost of restoring the faci~ity to its o!iginal condition. Tbis 

paragraph limits the allowa~le recon~~rsio~ costs to the costs o~re• 

moving G~vernment property and_~~e ~~s~s caused by such removal i~ spe

cifically provided for·in the contract. This excludes the costs of 
·;. ' --· 

re~oving the contractor's own facilities which were converted· to o~ 

acquired for the production of Government work and also excludes the 

costs of reestablishing the·facili~ie~_consistent vith the demands of. 

his regular business. Both ~t. ~bes~ .. c!lt~go~ies of costs· are occ~ioned -~ 

. b7 ·tbe 1Dtrod.uction ot Gov;ernment business. and should be allowed· as· 
. .. . ·. 

costa of Government contracts. 

Tbia secti·on uses tbe term· "incurred'', ~icb bas been inter-

pre:ted by tbe Go~ernmen~.-t~ ~e~ .'~e~end~d". Actually the liabilit7 tor 

sueh costs· is incurred at the time the faciiities are converted to.Gov-

ernment business. 
. . ; 

atter completion of performance of the Government contracts wbicb 
.· . - .... - - .. - .. - .. ·- ·- -... ··-~ , - .... - -- . 

occasioned them. Purthe~~~~?. .. ~~t of the costs may not be expended 

until_ most o~. all ot the c~ntractor •·a ~vernment business occasioned 

by the Det~n~e ~ergency is Ca.zPleted. Unless accruals for such costs 

are· allowed as costa of tbe Government work vbich occasioned·. them While 

the contracts are in process, there· is no effective way to recover the 
.... - ..... -- - .. -•.. 

cos~a. Accruals in t~is ca~eg~~- ar~ not ·in tbe nature· of "con,~~llgencies" 

i~ that.~ de~~nite liab~lity:b~~ b~!!.':l incurred •. While the amounts in

volved mq.not be suscep:tible tC? exact determination in advance, reason

able accruals sbould.be allowed. 

· .. ~ .. 

1 ' . 



Sussested Revision-: ·· ·: 

ReConversion costs are tho~e ~~~V~~ in o:r,: acc;DI~d,:!(or: the .. n 
restorat~.91,1.9.t ~h.~ ~pqtl'ac,tor•s,;lac'i~J:it'tes--to approximate the same physical 
a·rran.geme'n't· and condition existing ~edia~~J~ P.:rio~; to c~enc·ement of the . 
mili taey: . c:~nt~c t ,:w()_,r.k ~B_d~_~efttie~:~.tt:h~~W&~~!~remeva%-ofl-6evenmeft~-l'repe~~,. 
Reconvers:t-on ·c·osts are allowable. · ;!eeeBl'ere~ea~Qe~see.-are>:-ftOit~~:i:!evee3:e 
~Je~;p~~e8a~'r~e~e·~:~e:•'!f~f-~me:Y.i-Bg~~~WB~lf!~re)er'~,.-a~-~ae-J~eeeerae~n 

. ees .• )it'-eettteea0:.81-8ltel!-!'eDlO¥ai-are-a%ievae~e-~f-e~~:fieai~~l'r9~-.o;.fe'fl 
ia-el!e-ee:a~re:ett •. ~- ··· ' · ' l·: t ··:·: · ::-r- .. ·,.. ,. · 

\,.; 

. J . 

11' ... ~~. ·• 
!. i, ,_,ja., •• ~ 

;~· 

,J 

; J ~· .(> ,,. ••• 

. ' 

(. ··.-f._. 

r:., ·' 

!;~. • M • :,,; 

-~ (i' 

-~ .. ' "' 

~ ..... ., 
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' .. 
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·'• . 
i;-~4~3-fe~ 15-204.2(hh) Excess Facility Costs 

comment: :~dustry is conttnuousl.y faced with changing needs for pl.B.nt 
. . 

·· capacity becaus~ o~ changes in productton levels. Such fluc-

tuations may result_fram doing business with the Government. 

To the extent. that excess plant is reserved tor Government pro-

duction the cost ot such capacity shoUld be recoverable as a 

charge asainst current Government business or recovered under 

a se~ra te Government c~tract. Circumstances JJJAY not always 

just1f7 a separate c·ontract. 

Suggested Revision: 

Costa ot maintaining, repairing, and housing idle and excess contractor
owned. f'acilit.ies, except those reasonably necessary tor current and im-

. :au!~diately prospective production purposes, are. unallowable. The·- costs ::., 
ot excess·· plant ca:paei ty reserved for aefeaee--mee~~~~ait~-Govermnent 
production· shall be allowable unless the tacili ties are Diade the subject.
ot a separate contract. 



. .. ... .. 

3:~-~':"3-fg~ 15-204.2 (ii) Interest and Other Financial ExEenses 
' - -

, Comments NSIA views upon this subject were presented to the Honorable 
t 

' 
Charles B. Wilson in a letter dated 3 September 1954 attached to which 

vas a statement entitled "Allowability of Interest on Borrowed Capital 

in Militar,. Contract Pricin~" •·. Supplementing these, a letter __ date~ 

February 7, .1956 was submitt·~ to the H~~orable Reuben B. Robertson1 Jr. 

by ~· J •. X. llicharcl.a enumerating further- reasons why these costa should 

be allowed. A cop;y is attac~d. . . 

Susgested Bevisions 

Interest (hawever represente.d), bond. discounts, costa of financing and 
refinancing operations, legal.and professional tees paid in connection 
with the prep&ration·ot the ·prospectus, costa of preparation and is~
ance of stock rights, and coats related thereto are al1ovable.~:iew- · 
a~-...eep9-for-ta~ree--aeeeaeei-87-B~ee-er-:eea:-~~~•ae~i9iee 
llatle•~4tae-e.eMiei-eae-eee.-le•ta-b-ASPB-i;-ae4,.af1-~-fn9-eee-JcSPB-i;-
&94~af6i~fi~~. · · 

I~ 

~\ 

·"' 

\ ' 
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MANUFACTU.RERS ff:h ~-~.--.---
o,. THI!: UNITJ9TATI!9 0,. A"'f!RICA T~ -

2 E A S T 4 8 T H S T R E E T • N E 'W Y 0 R K I 7, . Y. ~7.12 -~---- . 

Mr. Lloyd H. Mulit 
Director of Requirements, Production 

and Distribution 
Office of the Assistant Secre~ of Defense 

(Sup~ and Logistics) 
Room 3ES221 The Pentagon · 
Washington, D. C. . 

Dear Mr. Mulit: 

June l, 1956 3-------
.a,.__----. 

~------

On behalf of NAM' s. Government Contracts Conmittee I should like to thank you tor 
. haTing our representatives attend the Mq 21, 1956 meeting at the Pentagon to 
discuss the April. 20th Revision of ASPR Part 2, Section XV, Contract Cost Principles •. 
In 'sri opinion, this exchange ot views creates a favorable atmosphere for a better 
appreciation betveen GOvernment and industr.r representatives of the problema of each. 

The NAH representatives at this meeting, Messrs. M. E. Molll.ton and Edward T. Whitehead, 
advise that the Defense Department considers it essential to issue the revised set 
of Cost Principles, with possible minor modi.tications, in the very near future~ We 
are intormed, however, that careful consideration 1dll be given to comments from. · 
interested industry groups ldlich are submitted no later than June 4. 

InitialJ.T, it seems desirable to summarize the understanding reached at the Mq 21· 
meeting relative to research and develop~~ent, compe~sation and ·the non-applicability 
of the new Cost Principles to current contracts. 

While indust17 representatives were given to understand that no change would be made 
at the present time in the existing ASPR XV with respect to research and development 
and compensation, it developed at the meeting that the language ot the present draft 
actual.l7 represented a material change. It vas then agreed that these provisions 
would be re-eXJPDined b,- 70ur staff to determine wether -revision was neeesS&%7 to 
avoid a:ar misunderstanding or misapplication.: · 

In view ot these apparent discrepancies, w urge that such sections be amended as 
follows to contorm ldth present Section XV": 

15-204·2 (d) Compensation for Personal Services. 

Delete the following at the end of the paragraph: 

"A:rrt' plan upon Wich deferred compensation benefits are ba~ed, oth~ 
than pension plans (see (p) below) shall meet the requirements of 
the applicable provisions of the Internal Revenue Code and the regu

. lations of the Internal Revenue Service. Also, ·the amount allowable 
under arrr such plan for apportionment to contracts in arrr one 18~ · ' 
shall not exceed: 

r-
\.. 



Mr. Lloyd H. Mul.it -. 2 - June 1, 1956~ 

(1) the amount contributed under the plan tor that year; or 

(ii) 15% ot the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan; 

whichever is the lower.• 

15-204.2 (u) Research and Development Costs. 

Delete trcm paragraph (2) the last sentence which now reads: 

"The contractor Shall disclose to the Government the purposes and 
.results ot such independent general research." 

Delete from paragraph (3) the last portion Wich reads: 

ttand provided further that the contractor discl.oses to the Govern-. 
ment the purposes and reeul. ta of' the research and davelopnent. 
SUch costs are unallowable under cost-rei.mbursement type research~ 
and development contracts." 

It would also be necess&z7 to change the preceding phrase ot the dratt .so ~ 
that it would read "are allowable under arrr cost-reimbursement type con-
tract" instead ot "under atJ1' cost-reimbursement type production ·contract". 
In other words, e1 1m1nate the word "production". 

Furthermore, it appears that this latest revision m&7 result in contractors absorb-
. ing even more of their business costa than under present Section XV. Hence we f'eel 
that the revision tinal.ly' adopted should not under arrr circumstances be made appli
cable to current contracts. During the discussion at the ~ 2l meeting, Mr. Pilson 
ot your office advised our representatives that a statemen.t wo~d be included to the 
et!ect that the new Section XV Wuld be applicable onl.7 in the caae ot contracts 
entered into.ninet:r day's atter its publication. This would, of course~ cover our 
objection. -

We should like to emphasize and supplement the foregoing and are, there! ore, enclos
ing as Attachment A detailed dews on a number of provisions which w consider to 
be ot extrema importance to industr;r. It is our hope that the Department o! Defense 
vill be recejrti va· to these recOIJII18ndationa which we believe would prove !air to both 
Government and indust17. · 

Gener~ speaking, our comments on the present revision ot Section XV are the same 
as those submitted with respect to the dratt circulated about a year ago. These 
views were forwarded to Admiral Thomas b7 letter dated June 20~ 1955, a- cow ot which 
is also enclosed as Attachment B. 



Mr. IJ.oyd H. Mull t -.3- · June 1, 1956 

We 'know, ot course, that careful consideration w.1l.l be given to our suggestions and 
shall be glad to discuss them turther at your convenience. · In this connection, our 
representatives advise that the desirabilitY' o:t even more discussions between those 
drafting policies and industey members attected thereby, was emphasized at the 
meeting. B.r so doing, w believe considerable progress could be made toward arriv
ing at statements of princ'iples agreeable to Government and industry. 

GPFS:rce 
Enc~osures 

NO INCLOSUR~S ~TAINED 
IN C . - . • ~ : .: '1 

Sincerel7 yours, 

tf.P.r.~~ 
George P. F. Smith, Chairman 
HAM's Govexnwent Contracts Committee 

; ' 



ATTACHMENT A 

SUGGESTED CHANGES TO ASPR SECTION XV PART 2 
PROPOSED REVISION (April 20 1 19S6) · 

(\ 

15-203.1 General. 

. (c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per
formed in that period. The base period shall be representativ~ of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but normally no iR-Re-evea~ longer than the contractor's 
fiscal year. When the contract is performed over an extended period of time, 
as many such base periods will be used as will be required to represent the 
period of contract performance. 

COMMENT 
The second sentence in this paragraph includes the provision that 

, the base period for determining overhead would be "in no event 
longer than the contractor's fiscal year." This arbitrary re
striction seems unnecessary and we would recommend that the 
wording be changed to read as indicated. 

15-203.4 Selling. and Distribution Costs •. Selling and distribution costs arise 
through marketing the contractor's products and include the costs o£ sales ·' 
promotion, advertising, distribution, and other related ~ctivities. QeReFa~, 
e~a-eee~e-a~e-Re~-al~ewa8le-ae-a-eaa~ge-~e-~ve~ea~-eee~~e~~eemea~-~ype 
eea~PSe~e-teQ~-aee-AiPR-l§-~04T~t8tt• WeweveP, Subject to the other provisions 
of this Part, costs in this category, including supervisory and.clerical costs,-~ 
which relate to technical, consulting, and other beneficial services, and 
which are for purposes such as application and adaptation of the contractor's 
products, pataeP-tAaa-p~~e-ee~iBg, are allowable if a reasonable benefit to 
Government contracts is demonstrated. Such costs shall be allocated to the 
contractor's.commercial work and its individual Government contracts on an 
equitable basis. Because of the special problems that arise in this area, the 
contractor should identify in its records, by means of sub-accounts or other-

. wise, the items of selling and distribution cost considered properly allocable 
to Government contracts. 

COMMENT 
Before re~s1on, this paragraph states that these expenses are 
unallowable unless a "reasonable demonstration of benefits to 
Government contracts" can be shown. Our suggested rephrasing 
switches the emphasis from gene~ unallowable to generally 
allowable. Since bidding expenses are recognized as allowable . 
items of cost in 15-204.2(b), ~~believe that other types of 
selling and distribution expenses· should be treated in a like 
manner. 

!5-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and·television programs, direct mail, trade papers, outdoor ~ 
advertising, dealer cards and window displays, conventions, exhibits, free goods 
and samples, and sales literature. The following advertising costs are allowable: 



·-.__./ 
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(i) Advertising in trade and technical journals, provided such adver
tising does not offer specific products 6r services for sale but 
is placed in journals which are valuable for the dissemination of 
technical info~tion within the contractor9s industry. aaa 

(ii) Help wanted advertising, as set forth in (s) below. 

(iii) General institutional and educational advertising should be evaluated 
·as to allowability in the light of direct and indirect benefits to 
Government business. 

~ Product advertising is a selling and distribution expense and should 
be allowable in accordance with paragraph 15-203.4 to the extent 
properly allocable to Government business. · 

An e4;AeP ae:vep~~fiRg-e&Ke-ape-M~weB*e. 

COivlMENT 

These changes will permit consideration of cases where advertising 
charges are part of Government contract ~osts. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible . 
effects of enemy attack. Reasonable costs of civil defense measures (including 
costs in excess of normal plant protection costs, first-aid training and suP
plies, fire fighting training and.equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) ~~akeR-&R~Ae 
eea~P&e~~e-,Pe~eee pursuant to suggestions or requirements of civil de
fense authorities are allowable when allocated to all work of the contractor. 
Costs of capital assets ac~red for civil defense purposes shall be depre
ciated in accordance with (e) below._ ~eef)i. as s~a~:r:bae4-~ep-4fl 
4;Ae-ee~e4;.,..-eea4;p:i:e~~ae-.w-lee~e4:~~Mee-~Ei-s.,-efl4~~ee~e-Re4; · 
e~Ae-ee~pae4;ep£e-pp~ee&7-&Pe-~~ewae~e. 

, COMNENT 

In the public interest, many contractors enter actively into 
civil defense p~ograms of their community, even to the extent 
of loaning equipment and personnel to take part in the over
all program. As a matter of public policy, the Government 
encourages support of these programs by industry. Disallow
ance of such costs cannot fail to discourage this active 
participation by manufacturing companies. At·the very least, 
provision should be made to make this the subject of special 
negotiation in the light of all attendant circumstances, 
without the need ot negotiating a special contract provision. 



-3-

(d) Compensation for Personal Services. Compensation is allowable. The 
term ncompensationn includes an·amounts paid or set aside, such as pension, 
retirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. The total compensation of an individual may be 
questioned and the amount allowed may be limited; and in connection therewith, 
consideration will be given to the re~ation of the total compensation to the 
services rendered. Compensation to sole proprietors or partners, however, is 
allowable only to the extent specifically provided for in the contract. Azty 
~ea-ape~a-aele~pea-eem,e~&R-9eAe~e-ape-eaee&7~fte¥-~aa_,eae~eR 
~aae-~eee-t~elew~~ea~-mee~~&-Pe~~peme~e-~-~e-e~~ea~e-~e~e~eae 
e~~Ae~a~ep~~ea~e-geae-aaa-tae-pe~~~ae-e'-~ae-;R~PR~-Re¥ea~ 
eep~e~~eeT~ae-aae~t-~ew~~aep-aa~ea-,laR-'&P-appept~onmea~-~e 
eea~P&e~-&Ny-eae-~R~-Re~eMeeea+ . 

~~ae-ame~t-eea~~eQ~~der iae-p~~F-~ka~yeQpf-eP 

f~~5~~~ae-ie~-eempeR&aMeR-e~fie!'W3:ee-~-ett-eeePQeEi-~ 
t,ea~eaps- to iAe-3:ativ~~ee¥eMEi l:lftdep4ae-~Mt · 

COMMENT 

In gener~, the revision appears to recognize that compensa
tion of necessity must be adjudged on the basis of reasonable
ness. However, an arbitrar.y limit of 15% is used in deter
mining the allowability of deferred compensation. This 
limitation ~ullifies the reasonableness test and should be 
deleted. 

(e) Depreciation • 

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

COMMENT. 
To forestall an interpretation by Government personnel 
to the effect that an asset which has been fully amortized 
should be condidered fully depreciated, it seems that it would 
be desirable to insert in this paragraph after the first sen-
tence the additional sentence included above. -

(g) Food Service Costs and Credits. Food services include operating or 
furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's employees 
at the contractor's facilities. Profits (except profits irrevocably set over 
to an employee welfare organization of the contractor in.-amounts reasonably 
useful for the benefit of the employees at the site or sites of contract per
formance) accruing to the contractor from the operation of these services, 
whether operated by the contractor or by-a concessionaire, shall be treated as 
a credit, and allocated, to all activities served. Reasonable losses from 
operation of such services are allowable when it is the: policy ot the contraotor 
to-operate such services at a profit or at cost; provided, however, that such. 
losses are allocated to all activities served. WfteR-~t.-i:e4ke-pe*iey-el-t.B.e :,· 
eeat.~e~eP-~e-~~ek~e~ek-ee~¥ieee-a~-a-~eee7-~eeee-eR-eQeR-epe~atie~~a~ 
aet.-ee-allewee-ae-a-eee~-~eee-epeei:~e~-pPe¥iaea-leP-~~ae-ee~iPaet.. 

COMMENT 
Cafeterias, dining rooms and other food services are in the 
category of 15-204.2(f), ~'Employee Morale, Health, and Welfare 
Costs and Credits." It should not be necessary to negotiate 
a special contract provision to cover this item of expense. 
Notwithstanding the intent of making a profit, loss or merely 
to break even, the net cost or profit of operating cafeterias, 
dining rooms and other food services should be allowed in the 
same manner as health and welfare activities incurred for the 
improvement of working ·conditions, of employee-employer rela
ti~ns and of employee performance. 

(i) Insurance and Indemnification. 

(3)(iv) costs of providing a reserve for a self-insurance program 
are l:lftallowable \mleee g the program has been approved by the 
Mill tary Department concerned; and 

COMMENT 
It is recommended that the present wording be revised as shown 
to eliminate the emphasis on the unallowability of such reserves. 

(4) ;A.e-~veFRmeat-~e-e&~~gatea-te-~aae~y-tae-eeRi~aete~-e~y-te 
the-e~ea~e~eee~-~~eviaea-~eP~R-tae-eeai¥aet.--~ae¥e~ePe~-exeep~-ae-etaeP
wiee-e~ee~y-pPe¥iaea-'eP-~-~ae-eeat~aet7-aet~l-~eeeee-aet-PeimBQPeea-9y 
iRSQ~aaee-~tape~ga-aa-appPevea-sel:-~eQpaaee-pPeg~am-e~-etaePWieet-a~ 
llMUewaele. 
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C011MENT 
Although We are not certain of the exact meaning, it appears 
to us that Paragraph 4 should be deleted. It is logical to 
assume that normally both the Government and the contractor 
will desire to insure that adequate coverage is obtained. It 
would appear that in the absence of negligence on the part of 
the contractor indemnification by the Government against · 
liabilities not compensated by insurance would therefore of 
necessity result from some totally unexpected occurrence 
which neither party could reasonably anticipate. For this 
reason, it is patently unfair to make the contractor respon
sible f·or insertion of express provisions to cover such con
tingencies. . 

(k) Haintenance and Repair Costs. 

( 2) GeeW-e~tiltteRMee-aaEi-Hf*i3:PJwh3:ea-&!'e-ee*&yeEl-4!1em-a-,eP3:ea 
~iep-w-~A8-eeR4;Me4;.4ep-ee:m&-Pe&e~eil-ae-~R~~~a~g-eeHEI!:t,iMe-ep 
~ek-~\iREie-aM-ape-f*l~eneEI-e~~he-eeH4;P&e~i3eP3:My-&.!'e-~~~
~eee· SfJe ei:Si~~e&4ep..3:ft-4;fte-eeMMe4;...-Y:Iee~4ae-~~imH9El-eeet. 
~-maiR"ieaMee-MEl-~te,aHa-HeP!Ml '1 y Pef!\UtteEi-e~4;-RM-uee.Nae&-Elv4:f!g4ke 
~!"3:ed · ·ef..oiM-eeR4;Me4;-&e-\mallewae~epeeil3:e~f3Pe¥3:Eiea-:Se!l-til-~ft9 
eeH~aet,• · 

COMMENT. 
The allocability of deferred maintenance expenses to Govern
ment contracts should be a matter of negotiation between 
the contractor and contracting officer. The stipulation 
that these eXpenses are allowed only if they are covered by 
a specific contractual provision is unduly restrictive. 

(m) :t-!aterial Costs. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: · ·· 

{i); the cost to the transferor; ep 

~~t.Ae-,Pieee el-ettaep e1:i'fJ~~eP4fie-eame-e!"-;:;~e-
ett~~-Nemet 

whi:e9e¥9!'-,e4ae-~ewePJ-~se-~e4;eH-e4;ft&P-4;a&R~e-wappaa4i-&Hewaaee-es 
~e-eas3:~t.ae-eM4;4e4ae-t,paBele!'e!'i provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
channels, a departure from this cost basis is permissible if the charge to the 
contract does not exceed: · · · 

{i) the transferor's sales price tq its most favored customer 
for the. same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar i terns ; 
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whichever is- the lower, unless factors other· than price warrant allowance on 
the basis of_the transferor's sales price to its most favored customer. 

COMMENT 
It is recommended that the deletion indicated should be 
approved in consideration of the administrative burden 
involved in its implementation. · 

(r) Professional Service Costs - Legal, Accounting, Engineering, and Other. 

(3) ·.costs of legal, accounting, and consulting .services, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution or claims against the Government, are 
unallowable. f;ee:t;~~egti;--aeee~Ma-eeaetitiflg-e8PfteeerME!-!ae~e4;ea 
eee~-4Ne~~eEl-~RRe~~e~k-,a~e~~~~emea~ litigatiea~~w-
aB*~ee-~a~se-pp~aea-&Qp-iR~e-ee~ae~. · · 

COMNENT 
The· last sentence appears unduly restrictive. Rather than 
restricting allowability to those instances in Which provision 
is made in the contract, it is recommended that such costs be -
subject only to the test of reason and allocability. 

(t) Rental Costs (Including Sale and-Leaseback of Facilities). 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors as 
the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions o£ the rental or leaseback agreement. 

(3) Y~eee-KaePW3:se-epeeYH~Ele4-3:n ~ae eeMPa~~ea~e.* 
ee~e-epee~e4-~A-ee~e-~~eaeeaael£ &gP&em&Rte~a~P&&-e~e~~PS 
t,ft!!eYga ee~~aa4;-~"~H-~e iJcwee"tmeA4:.-etagaft3:M4;~1s'dea-ae-tilettMRee 
eem~eere!'-w-~¥&\e-~¥Mt.8P&J-aREi-eeBe\i!'PeA4:J~~eae~Ag4aek4Ae-eame-&a~ 
N~~wa~e-eMy-t.e-~~eR~ ~a'i sliM-Fe~Eie ae4;-eKeee4-~ 
eeota1-eliefl-ae-6e'"ti:e~ieR7-~~Ei m&3:a~eB&BeereePM-\l~e 
~eHPrw&ea l.re\llel fiEW&-4ieeR-4uvHEi-fia44Ae-eea4;¥eet,eP-¥~MEI-~~!be 
t,e-4;he £aei*i~~ee. 

COMMENT 
We recommend the above changes on the basis that clause {1) pro
vides adequate safe~ards. Clause (3) apparently seeks to pro
tect the Government from a possible situation where rental under 
a leaseback was set at an arbitrarily high value. The basic 
rule of reasonableness set forth in clause {1), which indicates 
that rates must be reasonable in light of the type, life ex
pectancy, condition and value of the facilities leased, appears 
to give the Government complete protection. If clause (3) is 
permitted to stand, the Government would actually be penalizing 
companies who have sale and leaseback arrangements as contrasted 
with companies holding conventional leases. It weuld be very 
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rare indeed to find a conventional lease where the rental rate 
was equivalent to Hnor.mal costs, such as depreciation, taxes, 
insurance, and maintenance expensesa attributable to the facil
ities leased. Likewise it appears the Government also has in 
clause (1) adequate protection against any situation where a 
contractor might arrange option terms under a leaseback so as 
to permit re-acquisition of the ·property at a price substan
tially less than its value as a result of high rental payments. 
Note that clause (1) provides for a check of option arrange
ments and other provisions of rental agreements for the purpose 
~f determining reasonableness. 

(u) Research and Development Costs. 

(2) General research is that type of research which is directed toward 
increase of knowl.edge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than.a practical application thereof. Costs of independent general re
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. ~&R
~ae~ep.es~~aiee~eee-~e GevorHmea~ tee ~~eee-aae-pe~e-e~-~e~e-· 
peft&eB~geaep~-peeeapea. 

(3) Related research is that type of research which is directed toward · 
practical application of science. Development is the s,ystematic use of scien- ~. 
tific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see (1) above) •. Costs of a contractor?s independent related 
research and development (that which is not sponsored by a contract, grant, or 
other arrangement) are allowable under any cost-reimbursement type ppe~e~~eR 
contract; provided the research and development are related to the contract 
product line and the costs are allocated to all production work ·or the con-
tractor on the contract product line; aa4-Pf~9ea-f~~Re~a~~~He~&.e~~ep 
a3:ee~ee-\e4fie-Qe¥epgteM-4;fie-~eee-aae-!l&eti4;e-el-\fie-tteee6P~EHie¥e~p
mea~~ft~eMe-atte-tm&Uewae:b~eta-ee~e~mea~-#pe-!'ee&aPefi-Mfl 
aewle,meRt eefiVa6W •. 

C001ENT 
Agreeing to divulge results is: a very unfair condition for 
determination of allowability because general research is of 
benefit to all business. By agreeing to divulge results of 

· s~ch research. and with no protection or guarantee that such 
information will not be made available to others, research 
upon which a contractor may have devoted millions of dollars 
and for which the Government is only a partial contributor c~ 
be forfeited to competi tor.s at no cost to them. This appears 
particularly inequitable in view o£ the fact that the Govern
ment has no need for such information, since the results of 
general research can be applied to Government production and 
the Government can be automatically apprised and benefit from 
such results without it. 

;--", 
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·In connection with related research on a product or product line 
·to which a specific research and development contract relates, 
there is just as much benefit accruing to the research contract 
as would accrue to a production contract. Therefore, no dis
tinction should be made as to allowability of cost. 

(cc) Travel Costs. 

· (4) Costs of personnel movement of a special or mass nature are allow
able. ~~-a~e¥3:-Bee-ep..a~e4-til-~ey-~l:!e-~Ne:MHg-e~~3:fip. 

COMMENT 
Under this sub-paragraph-the Government is denying recovery of 

· personnel transfer costs, except as specifically authorized in 
writing by the contracting officer, when such transfer is of a 
nspecial or mass natureH. First, ;1special or mass naturen is 
a matter of' opinion· and is not clearly defined. Secondly, if 
contractors were to accept such a restriction. CPFF contracts 
would not carry a fair share of these costs which represent 
present-day normal costs of doing bus~ess. Furthermore, di~
persion of activities is in accordance with Defense Department .f-· 
recommendations. In summary, we believe the cost of such · 
personn~l movement should be allowable, without specific 
authorization by the contracting officer. 

15-204.3 Unallowable Costs. 

(c) Contributions and Donations •. ~~~~~eae-MEi-4&R&td:eRs-&Pe 
~~~J.e. 

Contributions and donations to established nonprofit charitable 
scientific and educational organizations are allowable provided that such costs 
are reasonable and are properly allocated to all work • 

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

COivlUENT 
The necessity for supporting charitable and educational institu
tions, etc. is as normal a cost of doing business as is, for 
example, the payment of local taxes. Continuing support by 
industry of the country's privately finance4 educational 
institutions is of paramount importance to the nation's welfare. 
No one derives more benefit from such support than does the 
Government through its research and development contracts. 



ATTACHNENT B 

WESTON ELECTRICAL INSTRUMENT CORPORATION 

NEWARK 5, NEW JERSEY 

June 20, 1955 

Rear Admiral L. H. Thomas, USN 
Office of the Assistant Secretary 

ot Defense (Supply and Logistics) 
The Pentagon 
Washington 25, D. c. 

Dear Admiral Thomas: 

Attached is a statement of comments prepared by the Government 
Contracts Committee of the National Association of Manufacturers upon 
the draft of a proposed revision of Part 2, Section XV, Ar.med Services 
Procurement Regulation. 

We compliment you and your staff for developing this draft for 
industry's consideration. We are all well aware of the difficulties 
encountered in its preparation arid though we have certain se~ous objec
tions to it, we consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect today. 

We firmly believe, too, that the Office of the Assistant Secre
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have primar,y responsibility for improving 
the existing contract cost principles inasm~ch as the basic issues have 
a procurement policy character, overriding in importance the related 
technical accounting aspects. 

We also want you to know of our appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wish. We would welcome the chance to discuss the 
whole subject with you at your convenience. 

Sincerely, 

(s) Ross Nichols 

Ross Nichols, Chairman 
Government Contracts Committee 
National Association of Manufacturers 



NATIONAL ASSOCIATION OF-MANUFACTURERS 
GOVERNMENT CONTRACTS COMMITTEE 

STATEMENT RE MARCH 2J, 1955 DRAFT OF 
PROPOSED REVISION OF PART 2, SECTION X:V, 
ARMED SERVICES PROCUREMENT REGULATION 

Our ·views are broadly divided into General _Comments and 

Specific Comments. In the former category, we consider the following 

two fundamental issuesa 

1. Proper Application of the Proposed Contract Cost 
Principles. Contract Qost principles are an 
important tool in contract administration, but 
instructions for the use of-this tool are lacking. 
Past and present experience with the misuse of the 
cost principles indicate the need for fir-m ground 
rules governing their use. 

2. Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor's Costs. Arbitrar.y 
disallowances by the Department ot Defense of some 
or the contractor's true costs are not consonant 
with sound business practice. 

In our judgment, these two issues override other considerations •. They 

should be faced up to -and-clearly disposed of as a matter of first 

priority-in the total undertaking of revising the existing contract 

cost principles~ 
. . 

Our views on these two issues underlie the observations which 

are set forth in- the second part of this statement under the heading 

of Specific Comments. Here we indicate our thoughts on specific 

paragraphs and language of the proposed revision. 
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G E N E R A L C 0 M ~I E N T S 
-----~--- ------~-

Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 

from the manner in which the cost principles are used. The question of 

what cost principles say is, to be sure, logically distinct from the 

question of how they are used. The reality of the matter, however, 

demands that the two questions be treated as inseparable. For years now 

Part 2, Section XV, ASPR has asserted that tbe cost principles therein 

are for use in cost reimbursement type contracts, and ·for years the cost · 

principles have been applied to fixed price contract situations so as 

virtually to transform fixed price contracts in many instances to cost 

type contracts. 

A bulwark against this undesirable trend in contract admin

istration has been established by Department of Defense Instruction 

. 4105 .ll (November 23, 1954). However 1 this sirigle instruction is not 

enough by itself to reverse a long-standing practice of treating price 

revision negotiations as though they were on a cost basis. Military 

auditors, for example, are still under Joint. Letter No. 12, which 

occasions the treatment of fixed price contracts as cost type contracts 

by emphasizing the use of Part 2, Section XV cost principles in fixed 

price contract situations. 

The point is that no matter how sound these cost principles may 

be, they should not be used to derogate contract pricing negotiations to 

a formula basis whereby price is essentially determined by adding together 

allowable costs and a profit allowance. There is need for specific in

structions delimiting the use of these principles, distinguishing between 
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two entirely different kinds of contracts--the fixed price type and the 

cost type. In the absence of such instruc~ions, there is inadequate 

basis for assuming that the cost principles--regardless of their content-

will not continue to be misused in pricing proceedings pertaining to fixed 

price contracts. 

The-~e iristructions must not only be controlling over the pro

curement line of command, they must also be binding upon the audit line 

of command. Indeed, the whole issue of the proper use or cost principles 

is wrapped around the relationship between military buyers and military 

auditors. The proper relationship is . one where the buyers have the freedom 

of decision for determining when and the extent auditors are needed and 

how their findings are used. Similarly, as auditors are in a service role 

to buyers, they should not be placed in a position of dominating or second 

guessing ~he very ones whom they are supposed to serve. It is submitted 

that if the buyer-auditor relationship were better defined, much of the 

misuse of contract cost principles would be corrected. 

Our recommendation, therefore, is that the revised statement 

-or cost principles should be accompanied by well-defined instructions 

delimiting their applicability. Such instructions, ·which should. renect 

the above considerations, might be set forth: in an expanded Paragraph 15-200 

or in Part 1, Section XV. In any event, the cost principles should not be 

released without adequate guide lines as to how they should and should not 

be used, otherwise the same old abuses· of the past may' be e~cted and the 

opportunity for accomplishing a major improvement in contract administration 

will not be realized. · 
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Extent to Which the Department of Defense Will Pay Its Fair Share 
of a Contractor9s Costs 

Our standard for measuring the validity of the several paragraphs 

reciting allowability or non-allowa~ility of contractor costs is stated 

briefly as follows: 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
of a contractor's costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such business.· 

This is simply recognizing that the Department of Defense should pay its 

fair share of the ·contractor's costso Anything less is unsound business 

practice. 

General rule~ arbitrarily classifying legitimate costs of a con

tr~ctor as unallowable for purposes of contract pricing are by and large 

inimical to the proposition that the government will p~ its fair share 

of costs. ·~lhereas'under a reasonable allocation of costs to government 

contracts the government may very well not share at all or share to only 

a very limited degree in certain costs, the absolute disallowance of 

legitimate.costs from any consideration regardless of their allocability 

· to government contracts is detrimental to the full and proper use of cost 

type contracts. The revised cost principles should shift the emphasis 

from the question of what is allowable to the question of what is reason-

ably allocable. 

Since varying circumstances defy the application of inflexible 

rules and since sound accounting practico is open to differing judgments, 

appropriate allocability of certain costs in a given set of circumstances 

might very well be expected to be a subject about which reasonable men 
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might disagree •.. -· The resolution of differing opinions in such circumstances 

should be ~egarded as a matter of negotiation between the contractor and 

the contracting officer within a broad framework of good accounting 

practice and fairness. This approach toward handling cost allocation 

questions is in keeping with the realit7 that ·cost allocations in many 

instances cannot be determined with scientific exactitude and are not 

properly the subject of arbitrary rules. 

15-201 ~ BASIC PRINCIPLES. AND STANDARDS. Reference to the 

exercise of good business judgment as a factor in determining the allow-· 

ability of costs is repetitive of the test of reasonableness and invites 

second guessing. Accordingly, the reference should be deleted. 

Provision should be made to recognize standard costs and 

associated variances whenever their use is consistent with the contractor's 

accounting practice. Such costs are the equivalent of actual costs. 

15-202.1 - DIRECT MATERIALS. Costs of reas.onable overruns, 

spoilage and defective work· should be provided for. 

_15-202.2- DIRECT LABOR. Use of average or standard rntes if 

such is ~ keeping with the contractor's established practice should be 

provided for. -

15-203.3 - SELLING AND DISTRIBUTION EXPENSES. The broad state• 

ment that these expenses are not generally allowable is unfair. The 

proper approach is to indicate that the government should pay its share 

of these ordinar,y business expenses to the extent that they may be 

reasonably allocable to government contracts. 

---------------- ---· ·--·-
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15-204.1 - ADVERTISING. The severe limitation upon allowable 

costs of advertising is unfair. The proper approach is to indicate that 

the government should pay its share of these ordinary business expenses 

to the extent that they may be reasonably allocable to government contracts. 

15-204.2 - BAD DEBTS. The flat prohibition of allowing bad 

debt expenses· is unfair. Again, the norm of reasonable allocability 

should prevail. This is particularly pertinent to bad debts in connec

tion with subcontracting. 

15-204.4 - CAFETERIAS, DINING ROONS AND OTHER FOOD SERVICES. 

The limitation upon the allowability of these ordinary business expenses 

when ~he subject services are intentionally furnished at a loss is 

tmwarranted. · 

15-204.5 - CIVIL DEFENSE. ·The exclusion of contributions for 

projects not on contractor's own premises is unreasonable. Effective civil 

defense cannot be localized to individual plant_sites. 

15-204.6 - C~~SATION FOR PERSONAL SERVICES. The arbitrar.y 

percentag~ limitations provided as tests o~ allowability of certain costs 

should be,eliminated in favor of the standard of reasonableness. 

15-204.7 - CONTDJGElJ~. Tho blanket disallowance ot contin

gencies is unrealistic.. vJhen a liability exists, a reasonable estimate 

thereof should be permitted. 

15-204.9 - DEPRECIATION. As a matter of consistent accounting 

procedure and good business practice, depreciation recognized by the Inter

nal Revenue Service should be allowed. Double standards a.re undesirable. 
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' ' 

15-204.n - ENTERTADJMENT EXPENSE~ Unless there is an overriding 

public policy to the contrar,y, entertainment expenses reasonably allocable 

to government contracts should be recognized. 

15-204.12 - EXCESS FACILITIES. The proposed basis for allowing 

costs of maintaining and housing idle and excess facilities is too narrow. 

The government should share an allocable portion of the contractor's costs 

for carrying idle and excess facilities which are reasonably necessary to 

his operations. 

15-204.15. - .INITIAL PRODUCTION COSTS. Provision for possible 

disallowance of excessive initial production costs should be deleted. 

It the government does not choose to pay costs or a contractor under the 

indicated circumstances, it should terminate the contract. 

15-204.16 - DJSURANCE AND INDEMNIFICATION. Intrusion of procure-

ment agencies into areas which are management functions through approval 

requirements should be discouraged. The test of reasonableness of coverage 

and of rates is sufficient. 

15-204.17 - INTEREST AND OTHER FIN~CIAL EXPENSES. To the extent 

that these expenses are reasonably allocable to government contracts, they 

should be accepted. 

15-204.20 - ~IAINTENA!'JCE AND REPAIRS. The allocability ot c!e-

ferred maintenance expenses to government contracts should be·a matter of 

negotiation between the contractor and contracting officer. The stipulation 

that these expenses are allowed only if ·they are covered by a specific 

contractual provision is unduly restrictive. · 
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15-294.25-- OVERTTI~IE, EXTRA PAY SHIFT AND MULTI SHIFT PREl·ITUHS. 

Contractor should have reasonable freedom of judgment with respect to 

premium pay to indirect labor. The unqualified requirement for government 

approval is needlessly burdensome.· 

15-204.27 - PEI:JSION AND RETiml'IENT PLANS. This paragraph, .which 

now contains material beyond· the requirements of a statement of cost prin~ 

ciples, should be confined to the proposition that the government should 

p~ such portion of the expense of Internal Revenue Service (IRS) approved 

pensions and retir·ement plans as may be reasonably allocable to government 

contracts. When these plans are not subject to IRS approval, the usual 

test of reasonableness should apply. 

-~,., 15-204.30 - PROFESSIONAL SERVICES - LEGAL1 ACCOUNTING, 

ENGINEERDJG AND OTHER. Subparagraph (c) should be dropped. The cost of 

professional services in connection with organization and reorganization 

matters and with patent infringement litigation is covered elsewhere 

(15-204.23 and 15-204.26), and the cos~ of professional services for the 

other purp~ses indicated in subpara~aph (c) is an ordinary business 

expense or·which government contracts should: bear a fair portion. 

15-204.33 ~ RECRUITING EXPENSE. c·osts of special benefits or 

emoluments should be subject to the contracting officer's approval. Their 

unqualified disallowance is unwarranted. 

15-204.34 - RENTALS OF PLANT AND EQUIPHENT. As the general rule 

of reasonableness applies, the special regulations on sale and leaseback 

agreements should be dropped. 
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15-204.35 - RESEARCH AND DEVELOPMEHT. Arbitrary percentage 

limitations provided· as a condition of allowability of costs should be 

eliminated. The rule of reasonableness should apply. 

Similarly, the requirement for a contractor to divulge 

to the government the results of his independent. research should be 

stricken. The ·requirement is unfair. 

15-204.36- ROYALTY PAYMENTS. To the-extent allocable to 

- government contracts, royalty payments should be recognized without 

special approval action. 

15-204 .3S - SEVERANCE PAY. It is impractical to establish in 

advance a fixed method of allocating to government contracts the costs of 

mass severance pay. The basis of allocation should be open to negotiation. 

15-204.42 - TRAINING EXPENSES. The provisions are unnecessarily 

restrictive. The ru!e ot reason should apply. 

15-204.44 - TRAVEL EXPENSES •. The central point should be more 

e~citly·stated; n~ely1 that the go~rnment should pay the portion of 

the contractor's reaso~able travel expenses ~ocable to government 
. ' 

contracts~ Reference to entertainment expenses should be deleted as this 

subject is covered elsewhere (15-204.11). 
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June 4, 1956 

Mr. L. H. Mulit 
Director of Requirements, Procurement and Distribution 
Office of the Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon 
Washington 25, D. c. 

Dear Mr. Mullt: 

We are glad to have this opportunity to comment 
on the recently proposed revision of Part 2, Section n, of 
the Armed Services Procurement Regulation. We appreciate 
partiCularly your courtesy in extending the deadline for 
sti.'tmission of such comments in· order to permit a more rep
resentati ve expression of views on this important subJect by 
the Institute, in behalf of capital goods manufacturers, 
and by other org8nizat1ona. f\ 

Background 

Before addressing oursel.ves to a. detailed· review 
of the proposed regulation, we should like to consider briefly 
certain larger issues which concern the history of contract 
cost principles, the present status of those principles, 
and their probable future scope and application. 

During most of the period of effeeti veness of the 
present Part 2, Section XY, .ASPR, contracting officers have 
been permitted not only to employ these principles in the 
administration of cost-reimbursement type contracts but to 
use them as a "-working guide" in the negotiation of prices 
under fixed-price contracts. ~gely as a result of indus
try objections that contract cost principles were being 
frequently misapplied to fixed-price contracts, this per
mission was revoked by OOD Instruction 4105.ll. We have, 
as you know, already' expressed our approval. of that 
direeti ve and we desire to reaffirm our stand. 

In revoking this pemissi ve autbori ty to .use con
tract cost principles as a wrld.ng guide in fixed-price 
contract negotiations, there was an evident lack of 
coordination between procurement arid a.ud1 t. As w lmder- ~ 
stand it, military- auditors have continued, notwithstand-
ing the provisions of OOD Instruction 4105.11, to follow 
an internal audit instruction (Joint Audit Regulation 

MACHINERY a ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION, COUNCIL FOR 
TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GOODS rTn·'· 



Mr. L. H. Mulit June 4, 1956 

No. 12, Auguat 51 1949) which authorizes application of ASPR XV cost 
principles in the preparation of advisor, audit reports and segregation 
of costs without regard to the type of contract involved. The result 
would se~ to be a negation of the intent of procurement by the practice 
of audit. 

General Comments 

We are now commenting on the second draft of a proposed revision 
of Part 2~ Section XV, ASPR, the first draft baving been circulated for 
industry cOueent about a year ago. We understand that the Department of 
Defense is determined to proceed with early publication of the current 
proposal--in substantially its present for.m--subject to an ~ ~ facto 
review· of contributions to profit-sharing plans, charitable contributions 
and donations,· and expenses of general. research. We are aware of the 
considerations prompting such publication by the Department of Defense but 
we have serious misgivings al?out the project on at least tw grounds. 

First, the current proposal is a tar more precise and definitive 
document than the regulation which. it would replace and its ver,y definitive
ness TJJB.Y' be more of a. defect than a vinue because of the· ver,y nature of 
costing questions. If it does not in fact enlarge the list of unallowable· 
items of cost, then it does, at the very least, tend toward arbitrary dis
allowance· of contract costs in situations of the widest possible variabil
ity and in which,. we believe, ·some area tor special negotiation should 
remain·. · 

In addition' we are informed that the early publication of this 
proposed regulation anticipates the promulgation of a comprehensive set 
of cost principles applicable to all contracts. Almost certainlY, the 
publication of the present proposal will upset in some measure the whole 
complex of pre-existing contractual relationships in this area between 
the government and ita cost-t,ype contractors. And these same relation
ships face similar and further confusion in.the planned publication 
within·the next few ~ntha ot the over-all set of contract cost principles. 

It would be improper, ot course, to prejudge a comprehensive set 
of cost principles not yet in being •. But' we cancot fail to express our 
general apprehension· at a. prospect.which appears to us to represent a 
step backward. Having freed fixed-price contract negotiations trom_the 
narrow liiDits of Part 2, Section XV, of ASPR, by its publication ot DOD 
Instruction 4105.ll noted above, the Department of Defense appears now 
to be preparing for a retrograde movement. 

Assuming, without adm1 tting, that a genera.ll.y acceptable set of 
fixed-price contract cost principles could be developed, we are inclined 
to question tb.e wisdom of its adoption. The effect might well be to im
pose a strait jacket of predet~rmined allowability and unallowability 
upon contract situations the character of which cannot possibly be pre
dicted. 

Within this context, let us consider directly the recent draft 
of.Part 21 Section XV, of the Armed Services Procurement Regulation. 
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ASPR.cost principles versus generally accepted commercial 
accounting principles.--The current draft of proposed contract cost 
principles makes frequent reference to generally accepted accounting 
principles. The application of such principles is, of course, a factor 
direct~ affecting allowability of costs. We cannot fail to reiterate. 
that cost principles here proposed do not agree in many important re
spects with general commercial accounting practices. 

Inasmuch as our remarks which follow deal at length with indi
vidual items of coat, it will suffice at this point to make the general 
observation that the proposed cost principles disallow categorically a 
variet,y of business expenses generally accepted in commercial practice-
and by tax authorities--as normal costs of doing business. In our 
opinion, this incompatibility of military contract cost principles with 
commercial accounting practice is very often inequitable, uneconomic 
from the over-all standpoint of the government and, in J!l8.llY cases, wholl.y' 
unjustified. 

Items for special consideration.--As in the past, this latest 
draft of Part 2, Section XV, ASPR, expressly disallows a number of cost 
items, the character of which may vary widely as between individual con-· 
tracting situations. Examples which come to mind immediately are general. 
advertising, charitable contributions and donations, selling and distri
bution· expenses, and entertail:llllent expenses. 

We shall. have more to say w1 th- reference to each of these items 
of cost at an appropriate place in our detailed comments but we should 
like to register at this point our general observation that the allow
ance of these costs--and quite possibly certain others--should be made 
a matter of special negotiation depending upon individual circumstances 
in each case. · 

Specific Recommendations 

Our suggestions which follow apply to pertinent subject and 
paragraph headings of draft regulations, as indicated below. As to 
those 1 tems on which we have oot cODmented, the views expressed in our -
letter of June 20,· 1955 (reproduced in MAPI Bulletin 3286, copy attached) 
still apply. 

Direct costs (paragraph ~5-202).--The language of subparagraph 
15-202.2, "Direct Material Costs", does not specifically include spoi~
age, defective work, etc., although we assume that such items of cost 
'WOuld be regarded a.s allowable within the intent of the phrase "which are 
directly consumed or expended in. the performance of a contract". We are 
not necessarily suggesting that these items be specifically included, but 
we should like some confirmation or assurance that spoilage, defective 
work, etc., are _not excluded. 

Indirect costs (paragraph 15-203.~).--Under the terms of the 
new regulation, the base period for allocation of indirect costs can "in 
no event 11 be longer than the contractor's fiscal year period. We submit· 
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that this arbitrar,y restriction·seems unnecessar,y and we recommend that the 
language ot aubparagra.ph.l5-203.l(c) be changed to indicate that the base 
period will ·not· normally be longer than the contractor's fi ... s cal year. 

Indirect manufacturi~ and production costs (subparagraph 
15-203.2).--If ~ 1units processed cannot be construed to include "weight 
processed", then the latter standard should, we believe, be included 
since maQY industries use weight. processing as_ a basis for indirect cost 
al.loca tion. 

Indirect engineering costs (subparagraph 15-203.3).--Tbis sub
paragraph of the proposed regulation indicates that indirect engineering 
costs shall be allocated on the basis of direct engineering (by dollars 
or hours). It is entirely conceivable that a contractor may have a con
tract covering items procured commercially, in which case no direct 
engineering, as such, ~uld be directly appl.icable to the contract.. Under 
such circumstances, would the contractor be denied a nol:mal. apportiocment 
ot engineering·expenses as a contract cost? If this is the effect of the 
proposed language, we believe the regulation should be reVised to recog
nize this situation. 

Selling and distributi~n costs {sUbparagraph 15-203.4).--We 
disagree ·with the proposition--necessarily implicit in this proposed. 
section--that selling and distribution expenses are unnecessary in ob
taining govenunent business.. As in the case of advertising, these ex
penses are customary' costs of doing business and are especially related 
to the continuing growth and vigor of the business enterprise and, as such, 
contribute materially to the whole ot·the company's productive capacity. 
Al.though not perhaps· directly allocable to any contract work, the sovern
ment may nevertheless be the beneficiar,y of substantially lower production 
costs made possible by the volume and scale ot operations that-the con
tractor has attained through the incurrence of such expenses. 

It ·is, ot course, true tbat the subparagraph as now Written 
would allow as contract costs certain selling and distribution expen8es 
"it a reasocable beneti t to government contracts is demonstrated". The 
whole emphasis of ·the section, however, is in the direction of disallowing 
such item& of cost; indeed, the contractOr must assume the affirmative duty 
ot accounting· separately for all items ot selling and distribution expenses 
11 considered properly allocable to government contracts" and must thereafter, 
presumablY,- be prepared to demonstrate to contract auditors direct benefit 
to the government tram ~ distribution and selling expenses which he ~ 
claim. ,. 

We-suggest that the emphasis which this language places upon 
disallowance should be eliminated. At the minimum, we reconmend deletion 
in its entirety ot the second ·sentence as well as the phrase· "rather than 
pure selling~. 

General and administrative costs (subparagraph 15-203.5).--We 
should like to suggest for possible inclusion in this subparagraph--as an · 
additional method of acceptable _allocation--the relation of the actual or 

/ 
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estimated· time of individuals engaged under the contract to total general 
and administrative expenses. 

Advertising costs (subparagraph l5-204.2(a)).--This is one of 
the cost items to which we have made special reference in our introductory 
comments. The proposed revision to ASPR, as in the past, "WOuld restrict 
the allowance ot advertising costs to institutional advertising in trade 
and technical journals and to help-wanted advertising. 

We feel it necessar.y to reiterate the consistent· position of 
the Institute with reference to the allowance of advertising costs. 
Institutional advertising, regardless of the media employed, is a real 
cost of'_ doing business and the pro ra.ta share of such costs should be 
allocated under cost-type government contracts along with other general 
and administrative expenses. At the very least, this item of' expenae 
should be allocable to government contracts on the basis of a showing of 
b~nefits to the government, direct or indirect, in accordance with the 
s:tandard established by subparagraph 15-203.4 tor the allowance of sell- _ 
ing and distribution costs. Again, the narrow restriction which this 
proposed regulation places on the allowance of advertising costs appears 
to ignore the situation of the manufacturer who furnishes militar.y items 
at the expense of' his normal civil~an business and who, during an emer
genc,y period, must resort to institutional advertising for the retention 
of his normal markets. 

-We have alre~ outlined our views with reference to the allow
ability_of selling and distribution expenses under cost-type government 
contracts. ·Those views apply with equal force to the categorical-dis
allowance by the proposed regulation of' product advertising costs which 
are, of cours~, a form of selling and distribution expenses, and from 

· which the government bas long derived demonstrable benefits in the form 
of enhanced productive capacity and lowered product prices.. Such costs 
should b~ allowable subject to normal allocation and subject to the· fur
ther safeguard of' individual negotiation as · an item of selling and dis
tribution expenses. 

. Civil defense costs (subparagraph 15-2o4.2(c)}.--we must con
fess that we are completely unable to understand the restriction on 
allowabilit,y ot civil defense costs to expenditures made on the contrac
tor's premises and the inclusion of an express prohibition against 
reimbursement for contributions to local civil defense funds. Clearly, 
the government desires the widespread support by industry of civil 
defense programs. This we think is a wholly desirable policy and one 
which is of special importance in smaller communi ties. 

Numerous government contractors enter into the civil defense 
programs of their respective communities, their participation including 
not only direct financial contributions but the loan of compa~ equip
ment and personnel.. This active participation by manufacturing compan
ies in local . ci v11· defense programs cannot fail to be discouraged by 
disallowance of contributions to local. civil defense funds or to 
projects not on the contractor • s premises. As a minimum and, in 

,1\ 
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accordance With the general observation included in our introductory 
comme'nts, we recommend that items now generally disallowed by the pro
posed subparagraph be made the subject of special negotiation in the 
light of all attendant circumstances and without the necessity of nego
tiating special contract proVisions in· advance. We are taking the 
liberty of bringing this matter to the attention of Governor Val Peterson, 
Federal Civil Defense Administrator. 

Compensation for personal services {subparagraph 15-204.2(d).-
This section of the proposed revision represents, we believe, an improve
ment over the language of the proposed revision circulated last year. 
In general, the revision recognizes that the allowability of compensa
tion for personal services is to be judged on the basis of reasonableness 
under all. the circumstances. This, we believe, is the proper test. 

Unfortunately, the subparagraph retains the 15-per-cent-of
total-compensation restriction to which we obj.ected in our earlier 
·statement. The effect is substantially to negate the test of reasonable
ness upon which. the newly drafted sUbparagraph appears to be based. 
MoreOver, this restrictive test appears unnecessary, in the light ot the 
wholly proper .. statement that ''the to~ compensation ·per ·individual may 
be qUestioned and the amount allowed may be limited; and in connection 
therewitla, consideration will be given to the relation of the total com-. 
pensation to the services rendered". 

As we have indicated in an earlier statement, there is the 
widest variation in industry as among profit sharing and bonus plans and l 
their relationship to straight salaries. Hence, the imposition of an L/ · 
arbitrary percentage limi tat_!..Qtt.~uld a.l.most ·certainly produce er;ra . 
and inequitable results. -Tiie detelm:tnattou of eompet£Sa:=e-ron1or personal 

e ces ~s a ma or executive judgment and we believe that the 
reasonableness of total compensation, in the light of the current labor 

ket and general business practice, is the proper criterion for the 
._all __ o_wan __ ce~o_f_c_o_s,t~s_f_o_r_:p_e_r_s_o_na_J~s-e_rvi-.."""'c-es_. --------·-~ ....... ....._ ___ ~ 

No mention is made in this subparagraph of contributions to 
profit sharing plans although such contributions were made allowable 
subJect' to certain restrictions in the earlier draft of this regulation. 
We believe that the present draft should be amended to affirm the allow
ability. of contributions to profit sharing plans subject only to the 
general test of reasonableness of such contributions. 

The cost of stock bonus plans was also made allowable by the 
earlier draft of this regulation· but no mention of the allowability or 
unal.lowabili ty of such costs appears in the current draft~ Again we 
suggest a reinstatement of appropriate language making clear that the 

·costs of stock bonus plans are, subject to the test of reasonableness, 
allowable under cost-reimbursement type contracts. 

Finally, the earlier draft of this regulation specifically dis
allowed as a contract cost the value of stock options. No mention of the 
subject is made in the currently proposed regulation. We believe that 



•'. 
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this for.m of. compensation should be made generally allowable in final 
regulations aod.we repeat below our earlier statement on the subject. 

"The disallowance as a contract cost of the value of 
stock options to contractor personnel is contrar.y to 
a growing practice in American. industry tbat is, in 
~cases, of benefit-to the government as well as 
to the corporation involved. Clearly such options are 
intended to induce the continuous employment of key 
corporate employees, the retentio~ of whom ~ materi
ally affect productivity, efficienc,y and cost reduc
tion. The cost of such options is recognized as a 
business expense for tax purposes, and although we are 
not suggesting that such costs be allowed indiscrimi
natelY for government contract purposes, we do believe 
that such items should be made· the subject of special 
negotiation in individual cases." 

Depreciation (subparagraph l5-204.2(e)).--We note that this 
-section authorizes the use of any system of depreciation accounting rec- · 
ognized by Section 167 of the Internal Revenue Code of 1954. We ·commend ·· 
this add1 tion to the prior draft. ·· 

It appears ~hat the term ·"fully depreciated" as used in the 
proposed regulation may be interpreted to include-those assets which are 
fully amortized under a certificate of special amortization, thus ex
cluding. recoveries on any substitute basis atter five years for certified 
facllities. 

The proposed regulation indicates that no use charge is to be 
allowed for assets still in use which have been fully depreciated unless 
such cost is allowable by virtue of a special contract provision. 
Recognizing that such charges are not deductible for tax purposes, they 
are, we believe, perfectly legitimate charges in the costing of a product. 
We recommend, therefore, that consideration be given to allowing a rea
sonable use charge for suah facilities without the necessit,y of resorting 
to individual contract negotiations on the point. 

~ . . 
;;~ · F1nal.ly., we urge that subparagraph l5-204.2(e)(5) be further 
·· amended ·to include as the second sentence the following statement: 

"Special amortization recorded on the contractor's books in accordance 
with a certificate of necessity is not to be considered as depreciation 
tor the purposes of determining whether an asset has been fully depre
ciated." 

Food service costs and credits (subparagraph 15-204.2(g)).--In 
the absence of a special contract provision, losses on food services 
provided by the contractor are·unallowable as a contract cost where it 
is the policy of the contractor involved to furnish such services at a 
loss. The employee benefits of cafeterias, dining rooms and other food 
services tall, we submit, within the category of "Employee Morale, Health 
and Welfare Costs and Credits" covered by subparagraph 15-204.2(t) ot the 
draft regulation. 
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. . Alternatively,. the7 f!J8.Y' 'be regarded as a type of fringe bene-
fit c~ver~ci. by propo'sed subperagi"~ph ~5~2Q4.2·(h). It seems to us 
~c~seart' tor a · dontrac~r to .negotia~ speciel.ly in order to recoup 
allocable. expe~es pt supplYing to®. service.. to employees notwi thstand.ins the pres'e~ce·'or abs.en~e· ·o.t' an "int~qt .t9 JiiS,ke .a profit by the opera
:ti'oil ot fOQd sernces. .The net cost of open.lti.ng such services should be 
allowed . as a contract co·st 'in the. ·same manner as. the costs of fringe 
'Q~netit$ or 'ot health ~ we).f'B.re act1vitie's incurred tor the improvement 
of wrkina conditions of. empleyee-empioyer relations and of employee per
formance. 

.. . Insurance and indemnification (subparagraph 15-204.2(1)). --The 
®sts· ~of p~vidi'J;lg a resel';Ve' for· a _s~lt-insu;rance program are declared 
~-be Un&uqwable·_unie·ss_: tl,ie progr~ b.~s, l;)een'.approved by the military 
department conc.~rne~-. . We sugge~'t; f;hat $.e regUlation be amended to 
authorize ·g~~raiJ.Y. "th~ al.,lo~ce ~f 's~Ch cQsts subject to the restric-

-· tion that they ·-should npt· be reimb~sed in-~ amount exceeding rates . 
cbarged tor similar· coverage- by' comniercial insurance companies. 

. Maintenance and repair costs (subiaragraph l5-204.2(k)).--
AllowabUi ty of maintell.ance expenses dete:rr~Q. ~rem,. a prior period or to · 
·a later period should, we believe, be a. -.tter bt individual negotiation 
bet~en the contract()r and·-_the contracting . of~icer. . In our view I the 
. ptese1:1t stip~a.tion th$t such eJqienaes ate· to be a.Uowed only as they 
are. covered b.y'a specific contractual proVision is unduly restrictive 
and should be: appropriate~ modified. · 

,/ v 

Overtime · extra- shift and mul tishitt remiums ·sub a h . 
l -204.2 n .--Expenses ot this type are ~owable o~ to the extent ex
pressly provided for in ~e contract or o~herwise authorized by the gov-

.. ernment. WhU~ the lailguage ot this sect_ion is generally unobjectionable, 
we feel. tl;iat it_ fDiq igpore· a _situatio·n which w. bE!l.ieve it should con- . y,., 
Sider. We M.v• in z#:Qd. the c,ase in_ ~ch ~he_-~ufacturer•s production 
lines contain ·-i~_ntical products int_e~ded tor both civilian and milit~ry . 
c\ls~rs. Under tb4-s type of operati~n it se~ wolly impractical to. 
require . a· separation of overtime prem:t•: · on those items intended for 
deli very under mili tar.; contracts. It ·the 1angu&ge cow proposed in this 
sub~aph, does not contemplate this type ot situation, then we recom.-

. mend apprepriat~ amendatOl;y language • 
. --
Pension plans· (subparagraph l5-204.2(p)). --We believe that dis

allowance ot contributions to pension plans where benefits are net . 
actua:rily g.e~er.mica.ble _must ~.e rec·onsidered in the light ot the Comptrol
ler Generai •a ~~cision 'B122489, dated ~ell a, 1956, and which is con
cerned with allowance tor contract purposes'ot the costs ot a s1m1}ar 
retirement plan ot the Rheem Manufacturing ~. 

We DOte that approval ot a pension plan by the Internal Revenue 
Service -does not. necessarily· asin~re the allowance of the costs of such a 
'Plan by the military department c-oncerned, atthough the rationale under-

· .. ./ ·lYing this rule is entireiy' uncl,.ear. The regul8.tion should be amended to 
provide that approval ot a pension plan by the Internal Revenue Service 
will authorize reimbursement of the costs of such a plan under cost-reim
bursement type contracts. 
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sub ar _ -~f b.-15-20 ..• 2 t. _ • ·:~We urse the dele~t_on ot subparagraph 3) 
appearing i_n th.i~. section C?f _t~e ~t re~ation. We think it unneces
sary in the l~gbt Qf th_e -~e's't ot ree.Sonab-~en~ss' laid down by subparagraph 
(i)_. __ T~en toge~her,. tP.e effect· ~f' s,ub_para.gra:J>hs {l) and (3) as now 
written is to ·pe~ize companies Which have sale ·Or lease-back arrange
ments, as' contrasted with compBniesholdlng conventiooal. leases. 

. We ~hiP.k it :would be . rare indeed to find ~ conventional lease 
. wh~re t~e reptai r~:~e wa.s eq~va+.~~t ··to __ -"nQ~ costs, such as deprecia

tion,. taxes, 1nsur~ee and iDa.ipt~~~e exp~Iis-~ __ a" attributable to the 
f'a~i:l.i t~es l~_a.sed.. Mor;eo!er, __ .. 1-t app~~s ~ _-,~ tbat the government has 
in subpar8gr~pb (1 )' suff'ie~~tlt :Px:ote_~tion against any situations where a 
contra;ctor _ ¢gh~ arrange opti9n i~~ _ Uiider·· ~ .lea.Se-back so as to permit 
re_acquisit,io~ ot. the p;-ope~· at· a P·Iioce s_~stan~i8J.l.y less than its 
val.ue ~- a :~es.ul.t of high rental ·p~nt·s. We believe that the general 
te'st of' re~so~bJ;eri~~s- appe~iiig in stib~r.agtaph (l) is adequate and we 
repeat OUr suggest~ori that subparagraph ·(3) be deleted from the regula- · 
tion. · 

. . 

Research and--development costs (subparagraph l5-204.2(u)).~-As 
we have suggested ~n our earlier· stat~nts on this point, we believe 
t~t generiU. resear~h_._on the part ot ind.~try should be encouraged by 

. the govel-mnent as ~- ~t.ter ot ·p~lic policy_ ~d thS.t the allocable por
tions ot. c()st so inc\ir;-_~d' sh,o~~ be reimbursed under cost-type contracts 
without ·_requiring ~ a·' eondit:i9p.' of s~ch reimb~sement an agreement that 
the contractor d1 vvJ,ge tQ the govermnent _~he results of' independent 
general res_eareh.- As a ~--coridi t_~oil ot . contl"&Ct co~t allowabili ty I a gov
erome~t. cont•a~t.or mq' be r~q~r.ed __ to' forfeit under the terms _ot this 
proposed re~at:i.on immensely va.i.~b_le· rights to the govercment and, 
.tlird\zgh i't, .to ·coll1Pet1t()rs-, at· ~ c~st watsoever to the latter. In 
this respect, the propOsed regulation is, we submit, both inequitable 
and sbortsighted. 

_rt th~re are ca.Ses. 11;1 which the government feels obliged to 
require a cample~e divulg~~ce ot the results of research, we recommend 

· that sucl:L d.isclQs_ures be ma.Q.e ·invariably' a matter tor special contract 
negotiation.. !!e re_comme~ f'urtbeJ- ~t the laat sentence of subpara
graph (2) be deleted--in its entirety or appropriately modified in 
accordance with_these suggestions. 

On tl:lis seune theory, ~-see no purpose in distinguiabing between 
the allowabUity Qf ·costa· ot a co~tractor's independent relat~ research 
and development under a cost-type production contract and under a similar 
research and development contract. 

Travel coats(subpa.ragraph l5-204~2(cc)) .-~The meaning of the 
phrase "personnel movement, special_ or mass nat\lre" 1 is by no means clear 
from the language employed in this subparagraph and would appear 1 in aey 
case, to be a matter o_f ·opinion.- Coats of such personnel movement are 
made allowable on11 when_ authorized or approved in writing by the contract
ing offic~r. 
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This restriction, if we unde~stan4 it clearly, is another 

1 t the government's disinc~ination to accept a fair share of the 
:0~ e c~st ot doing. business. The dispersal of defense activities is 
in accordance with general government policy and specific Department of 
Defense. recommendations. We believe, therefore, tha~ the cost of such 
personne~ movements should be allowable without spec~al authorization 
from the contracting officer but subject, of course, to the general 
test of reasonableness under all the circumstances. 

Contributions and donations (subparagraph l5-204.3(c)).--We 
are completely'· unable to understand the reason.S which underlie the 
categorical. disal.lowance of contributions and donations. Industry re
gards the cost of.supporting established nonprofit charitable, scien
tific and educational organizations as a normal cost of doing business. 
Government encourages such charitable contributions as a matter of 
national policy. Moreover, the federal revenue laws recognize the pro
priety and desirability of such ·contributions as a matter of public 
policy. 

Although we do not suggest t~t any diminution of charitable 
coatributions will necessarily result .from this aspect of the proposed 
regulation, the fact remains that the polic.y here proposed cannot fail 
to act as a·deterrent to such contributions by manufacturing companies. 
This is of special importance in smaller communi ties where failure to 
contribute to cbari table funds wuld almost cert'ainl.y result in higher 

·local taxes--which would, of course, be deductible under this same set 
of proposed cost principles. 

The timing of the announcement that contributions· and donations 
are unallowable could not be less propitious. At the very moment that 
industr,y is being enjoined· by authorities on ever,y hand to assist finan
cially in the improvement of technological education, the Pentagon rules 
that no portion of such contributions is to be considered reimbursable 
as a contract cost. Accordingly, we are taking the liberty of bringing 
thi"s phase of contract cost principles to the attention of the Presi
dent's Nat~onal Committee for the Development of Scientists and Engineers. 

At the risk of unnecessarily lengthening this discussion, it 
should be pointed out that government--federal, state and local--is in 
fact the principal beneficiar,y of contributions and donations not o~ 
in the form or··lower taxes as the result of a lessened charitable bur
den, but through an enlarged and improved system of higher education. 

We strongly urge, therefore, that allocable portions of con
tributions and donations be ma.de allowable items of expense tinder cost
type contracts subject, of course,- to the general test of reasonableness 
which applies to the reimbursement of any cost item. · 

Interest and other financial costs (subparagraph 15-204.3(g)).-
The express disallow.ance of interest and other financial charges is 

l 
' .. 
i 
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consistent with long-standing Def'ens~ policy on the subject. Moreover, 
this policy.haa for a number of years been consistently applied to costs 
incurred under all types of government contracts. 

The recent decision of the Armed Services Board of Contract 
Appeals--Appeal of' Wichita Engineering Company--ASBCA No. 2522, holds 
that· interest is no longer automatically excludable as an allowable cost 
under a fixed-price contract subject to price ~edeter.mination. This 
decision of the Board, confirmed in part by the subsequent Gar Wood Case, 
would appear to represent a reversal of earlier ASBCA decisions, notably , 
the Rainier Case. · 

Although we recognize that the Wichita Engineering Company Case 
is not directly in point, since the cost principles here under considera
tion apply to cost-type contracts only, we believe that the decision re
quires a further consideration of the question. Not only does the case 
represent a significant reversal of the policy heretofore applicable to 
all types of contracts but it requires legal ha.ir-spli tting of the high-· 
est order to hold.that interest under a cost-type contract is any less of 
an actual expense than that incurred under a fixed-price type contract. 

GENERAL CONCLUSIONS 

The Institute's letter of June 20, 1955, on this subject empha
sized three basic propositions implicit in our approach to the proposed 
revision ot contract cost principles. We have reviewed that earlier 
statement of general conclusions on this subject, in the light of the 
current revision of Part 2, Section x:i, ASPR, and we believe that our 
observations in that letter apply with equal force today. They are, 
accordingly, reproduced in full below. · 

"In. the first place, we consider it exceedingly important 
- that this revision be completed in the light of the pro

curement problems existing today and in the foreseeable 
. .-·future. Procurement continues at a very substantial ma.g

ni tude even though 1 t is nowhere near the wartime point. 
: There is, of course, a c;ontinuing problem in connection 
'with the procurement ot aircraft,· guided missiles, etc., 
although no unique purcbas~ng problems are raised by the 
procurement of the great maJority of mili.tary supply 
iteu. Presumably, we are in the midst of a. long period 
ot procurement of goods which baa leveled off at approx
imately $18 billion per year. The same emergency 
characteristics of procurement which are incident to an 

. all-out war effort or sudden defense build~up are not 
present. Many corporations upon vhicb the country must 
rely for great engineering know-how; imaginative, crea
tive research; and down-to-earth production results ~e 
~y engaged, for the most part, in strictly commercial 
lines. The government is therefore in corispeti tioo for 
the best brains, the best know-how and the best facili
ties available in the public interest. Thus, the· 



Mr. L. H. Mulit - l2 - June 4, 1956 

problem is different than that obtaining in an emer
gency situation. The problem must be placed in its 
long-ter.m perspective and we must not permit any part 
of procurement negotiation to be reviewed, revised or 
extended without addressing the problem in its long
ter-m perspective. 

"Having in mind this quick look at the problem, we 
believe that the cost principles revision should be 
oriented to a basic criterion or series of criteria 
which are fair to the government and to industry. We 
suggest as a principal criterion that the government 
should bear a fair share of the normal cost of doing 
business. 

"Equa.l..ly as important, however, as the basic criterion 
we have sugges·ted is the procedure for negotiation or 
implementation of that cri te.rion. Some of the con
tract costs with which we deal here are, in our judg
ment, clearly allowable or disallowable by any reason
able man's standard and without too much debate. On 
the other hand, there is a b~ of costs whiCh are 
not clearly definable because their cllaracter changes 
somewhat from case to case. We submit that in this 
area ••• the tool of individual contract negotiation 
should be employed rather than regulatory fiat Which 
will almost certainly produce erratic and inequitable 
results." 

***** 

This concludes our observations and suggestions on the currently 
proposed revision to Part 2, Section XV, of..the Armed Services Procurement 
Regulation. We ~hould like again to express our appreciation for this 
opportunity to offer our comments on such an important section of basic 
procurement regulations. If we can be of any fUrther assistance or if you 
should desire to discuss these matters directly with representatives ot 
this office, please do not hesitate to call: upon us. 

Cordia.lly, 

CWS:nrh 
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WALTHAM 54, MASSACHUSETTS 

Ef'Nt:ST '· LIAT"IM 
ASalaTANt TO THit .... E.IDitNT 

. ' . 

Hon. !. Perkina McQuire 
A8sistant Secreta.z7 ot Defense ( S&L) 
The Pentagon 
Washington 25 1 D. C. 

Dear Mr. Secreta.rrr 

October 21, 1958 

As you requested at the end of ·our 
lunQhe_on neeting Qn ec'tol;)er 16, I -:am. -writing to confirm> 

'th8 matters aboat which we_ talked. Theee were 8:'1 .tollow~t't 

1. The proposal _of the -~ational Security Industrial 
Association -ot· a set of Co~Jiehensive Cost Principles, 
forwarded -to. ·you· with its letter -ot April 29, 19-58. 

In th~- meeting~ held on October 13 and 14 amol'li
represent~ti ve_s nomina. ted 'bY eight industrial or 
professional' u'sociat).ons, in preparation for the 
~eting wi_th y~u a1 October lS, it was found that 
the NSIA proposals ·at C.ost Principles were acceptable 
to ail present, wit'b the possible e:Xce!)tion of one ar 
~wo rela tivei7 minor- point.s • In view of this wide · 
acceptance, -I· re·co~d to you, therefore, that you 
agail1 study thes_e C*retullJ" prior to making deci.!ia1s 
tn the vari-ous matters discu3sed at the OctobP.r 15 
meeting.· I understAnd . that you haw . rl)ad the :;s !A 
prop~&:lJI h~tfly, ·but have not ~d the· opportWlity 
to stuey tn• CO!!;)letel7• ·: · 

2. Diapoaal ot 1 tems not includftd Cl'l tbe vctober 15 agenda 
but to which industr,y took exceptione or recomMended 

· changes• 

' . 

I repo.rted to you that 1-t vaa the feeling o! the indl13.tr)" . 
repre,entatives ~ t seve-ral ot the•• point.s are or con
siderable importance, and that it vas believe~ a line
bt-line revift wOuld be desirable.· It is rJtf understanding 
that ~ a~ that Coaaulder Mal.lo7 would wrk personally 
vith a limited. group ot people se;tected !rof'l industr)" to 
~ snch a line-by-line ·review. ·At the same conference. 
~ can point out several technical 01- grar.Datieal. reTisiona .. 

· . 
... ·•· 
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Hon. E. Perkins McGuire -2- October 21, 1958 

necessary in the outstanding draft. !t will obviously 
be more efficient if this review is made in as small 
a group as possible, and by pP.rsons not wedded to the 
language presently proposed. I am surP that 
Commander Malloy completely fulfills these qual if ica tiona. 

3. Necessity for establishing guide lines to negotiators 
and auditors. 

We discussed whether the fram~vork of Cost Principles 
proposed in the present OOD draft needs to be preserved, 
especiAlly in view of the tact that they embody not only 
some statements of principles but also many specific 
instructicns comparable to those that would be in an 
audit manual. Anything contained in ASPR will probably 
be incorporated by r ei'erence in contractual clauses. 
Industry believes, therefore, that such contractual 
inclusions should be limited to priooiples and not to 
specific allowances ar disallowances. Thus industry and 
Government would be !ree to ~egotiate on any point when 
circumstances warran-ted it, whereas under the proposed 

·Coot Principles format industry would be foreclosed frcm 
negotiating en more tha'\ ·thirty 1 terns of cost. . I Wlder
stand from yru., however, that you felt it is too late to 
change the framework of the Ccs t Principles, but that you 
iuight call them by some other name to indicate that they 
are not. all intended to be "Principles". 

4. DOD commitment ·for issuance of Coat Principles. 

We discussed· what commitment, 1! any, the DOD has made 
to is sue a set o! Comprehen•tre Cost Principles by a 
given date. I understand· that no fornaJ. coJTn'l\itment 
for this has been made,· but that informally it is 
felt that the Department is obligated to issue 
Cost. Principles before January 1, 1959. 

5 •. Time for industr:~" corrinents. 

We discus sed whether it 'WOuld be acceptable to have the 
lS-day period, mentic:ned by yoo. in the October 15 meeting, 
begiil when the transcript ot the October 15 r.eeting has 
been received rather than· beginning at once. You.con
firmed that it wo•lld be satiafactory to. submit information 

. .. -lS days after the transcript is issued, a.OO I ha:ve your 
letter this moming advising that ·yru have so instructed 
Commander Malloy. 

Thank you very much !or yoJ. r continued 
interest and personal attel;ltion to this most important subject. 

·_ E7L :K 
... -· ·. 

.. . 
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Me~ting with Industr,y Representatives 
Contract Cost Principles 

lek>derators: Cdr. J. M. Malloy 
Mr. E. Leatbpl · 

October 15, 1958 

Time Subject -
0900-0930 . Introduction 

0930-1015 / Applicability 

1015-1050 z...- "All Costs" concept 

(Intermission 1050-1100) 

1100-1130 

1130-1200 

1200-1230' 

1~30-1300 

, __ ) 

) 
Reasonableness•and 

Allocability 

y Advance Understandings 

(*'" Advertising 

(, Compensation 

Government SfOkes~ 

Mr. E. Perkins· McGuire 
Assistant Secretary of' Defense 
(Supply and Lokistics) · 
Cdr. J. M~ Malloy 
Office of' the ASs-~ t. Sec. of 
Defense ( S&L) . . 

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

Mr. H. W&llaee ,. 
Air Force, Auditor Ge~eru 
Mr. R. D. Benson 
Of'tice of' the Ass't. Sec. of'. 
Air Force tnnanci&l. .Manage
ment) 

Mr. K. K. Kilgore. · 
Of'tice of' the .Aas't. Sec. of' 
Defense ( Comp) 

Mr.· M. E. Jones 
Of'f'ice of' Naval Material 

, Mr. A. J. Racusin. 

I
I Otf'ice of' the Ass!t. Sec. of 

Air Force (Materiel) 

J 
\G. A. Middleton 

\ _ ____/~ Comptroller, Contract 
AUdit Division 

Industry SJ?9.~esma.n 

Mr. E .. Leatham 

Mr. J. Ma.rsch&l.k 
Strategic Industries 
Association 

-
Mr. Martin A. Kavanaugh J. 
Aircraft Industrie~ Assn~~ 
of America, Inc. 

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

Mr. Geo .. Hogg, Jr. 
Electronic Industries 
Association 

Mr. M. Moulton 
National Association 
of Ms.nuf'acturers G-(..-

Mr. Herbert T. i~ }ey 
American Insti tu·~.. ..... c.f 
Certified Public 

·~ 



-
Time Subject 

(Lunch 1300-1400) 

14oo-1500 

1500-1530 

1530:..16oo 

16oo-1620 

1620-1630 

163.0-164<> 

1640-1700 

7 Research and Developoent · 

g . Contributions and 
' Donations 

~ Interest 

1; Tra~g ~d Education 

11 ~~ ·Roconversion Costs 

Y Overtime . · ·: 

Closing Remarks 

Govel"'lJDent Spok.esm.a.n 

Mr. W. Munves 
Office of Co~sel, . 
Air Force 

Mr. A. c. Lazure . 
Ordnance Corp~J, A.rlJa 

Mr. F. E. Hall 
Arm:i Audit Agency 

. . I 

Mr. A. Kay 
Ottice of the·Ass't. Sec. of 
Defense {M,P&lt) 

Mr. J. Rutten~~r~ 
Navy ComptroU.er, ,Contract 
Audit D4. Visio~ 

Lt. Gol. w. W ~ Thybony 
Office of' the Ass•t. Sec. ot 
iu-my. (M&teriel) 

.2 

Industry SFOkesman 

Mr. E. Leatham 
Natiellal St!earlty Iadtt8t• 
n•l A.& an., Ina. N A h\ 

Mr. Herbert T • McAntfi\y 
American Institute of 
C~rtified Public 
Accountants 

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

Mr. T. Herz 
U. S. Chambe~ of' Commerce 

Mr. Frank Kipp 
Automobile Manufacturer~ 
Association · 

Mr. Frank ~ipp 
Automobile Manufacturers 
Association · 

.. ( 
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DETROIT NEW YORK 
:320 NEW CENTER BUIL.OING :366 MADISON AVENUE 

4 ' -i\.UT0i\t1.0BILE i\ttANUFACTUREJR,S. ASSOCIATION,· INC. 

1710 H STREET. N.W. WASHINGTON 6. D.C. REPUBLIC 7-3770 

L.L. COLBERT, PRESIDENT 

HARRY A.WILLIAMS,MANAGING DIRECTOR 

February 24, 1960 

·Mr. G. C. Bannerman 
Director for Procurement Policy 
Office of the Assistant Secretary of Defense 
(Supply and Logistics) 
Washington 25, D C. 

Dear Mr. Bannerman: 

Thank you for .. .YO\lr c9urt.esy in mail
ing the press release and memo-r~~u:1du:m on con tr·ae t 
cost principles implementation. ,~ 

This. office, in turn, 'Nil4l.~."dup~i:cat.e 
these documents so that the mem.be 1~s .of ··this 
organization will have· the.: be.ne:fft~ ... p~f these i'm
portant·guidelines. 

Ja~e.s G.~ Ellis 
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ACCOUNTANTS ·AU OITOR S 

MANAGEMENT SERVICES 

ERNST & ERNST 
UNION COMMERCE BUILDING 

CLEVELAND 14, OHIO 

November 4, 1959. 

Mr. G. c. Bannerman, 
Director for Procurement Policy, 
Office of the Assistant Secretary 

()f Defense, 
Washington 25 D. c. · 

Dear Mr. Bannerman:-

OF"F".ICES IN PRINCIPAL CITIE.S 

ASSOCIATES IN F"ORE.IQN COUNTRIES 

, Your kind letter of.2 November 1959 addressed .. .·.f) 
to:' me in care of the American Institute of Certified 
Public Accountants has been. forwarded to my office 
here in Cleveland. 

~· I quite ag~ee wi tn you that this is of a 
highly controversial nature. I will look forward to 
any opportunity for discussions with you and your 
associates as the program moves along. 

Sincerely yours, 

HTMcA/rl. 
~~.f.~~~ 

General Partner. 



R. C. P~ER ~ 
Chail'lllaft, Board of T,stus rJ..-./A... 
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R. C. SIMMONS NATIONAL SECURITY INDUSTRIAL ASSOCIATION Pruidtnt 

R. M. AXIJif, Jr. 
Chaiman, Exee11tiw C011111ittu 

1107 19th Street, N. W. • Washington 6, D.C. 

Telephone: REpublic 7 • 7474 

4 November 1959 

Mr. G. C. Bannerman 
Director for Procurement Policy 

· Office of the Assistant Secretary 
of Defense ( Supply and Logistics) 

The. Pentagon 
Washington 25, D. C. · 

Dear Jim: 

R. H. McFA.R.LAME 
Extcutive Director 

Well,. at long last we have Revision No •. 50. Thank you for your 
letter and the advance copies. We 1ve already notified our members 
that the release: has been made and·_ that copies may be received 
from the Government Printing Office. 

I 1 ve hurriedly looked over the new Principles and I think they are 
much more readable than before, and I'm sure some· of the provisions 
will certainly be ·more acceptable to industry. However, my guess 
is that it won't be long before we are knocking on your doors asking 
for a revision of this or that. 

Thanks again - I 1m going to drop in ·to see you sometime. 

Sincerely, 

JDB:cs 



R. C. SI~ONS 

Chai nna", Boart1 of T~stees 

INDUSTRIAL ASSOCIATION H. E. ISHAM 
Preside"t 

R. M. AKIN, Jr, 
Chaino", Executive C01m1it~ 

I \ 

R, N, MCFARLANE ' ' 

NATIONAL HEADOUAftTUS: 1107 19th Street, N. W. • Washington 6, D.C. Executive Director 7 
\...,. 

• 

: ···-

Teleph.one: REpublic 7 • 7474 

Mr. G. C. Bannerman 
Director for Procurement Policy 
Office of The Assistant Secretary of 

Defense 
Room 3E82.2, The Pentagon 
Washington 25, D. C. 

Dear Graeme: 

24 February 1960 Cf) 

Thank you very much for· your letter of February 23, together 
with the two enclosures • 

I certa.inly can agree with you that the problem of the shifting 
over to the revised contract cost principles is going to give a 
good many people a large-size headache. We certainly _will 
give out a bulletin which will include the February lOth Memo-· 
randum from The Assistant Secretary of Defense and will use· 
the News Release, which you sent, in our next Newsletter • 

. It might well be that we will ask you for a conference on the 
general subject of conversion to the new cost principles. ·I 
agree with you, on a contractor-by-contractor basis, you 
would have some job. 

Sincerely, 

JDB:ih 

1/t?.· 

.~ 
I 
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The Honorable Perkins M::Guire 
Assistant Secretary of Defense 

(Supply and L:>g:Lstics) · 
Department of Defense 
Washington 25, .D. C. 

Dear Mr. McGuire: 

May 18, 19 59 

You 'Will recalJ. our conference on Apr:U.. 30. I ha.ve 
since been advised by a member of your staff that there.mey-
be no further opp6rtun1 ty for the Mach1nery and Allied .Prod
ucts Institute to review the current draft of proposed com- · 
prehensi ve contract cost principles. . In add1 tion, I understand 
that you and your staff ·are mald ng every effort to coordinate 
the current draft vith the individual. milltary services a.nd to 
publish the document in f1naJ. form at an earJ¥ date. 

We are of course altogether Sympathetic w1 th your 
. very understandable desire .to issue the so•called comprehenSive 
set of cost principles as soon as possible. 

Even though it appears that we ~have· no opportun~ · 
i ty to study the current draft of comprehensive cost principles-
and having in mind the hazard involved in making :further comnent 
·without being in a position to relate it to specific current 
language--we shouJ.d like nevertheless to re-emphasize in brief 
our view tha.t the issue of ·first importance is the scope of 
a.pplica.bili ty of comprehensive cost principles. We are proceed
ing on the assumption that axry change in the· Pentagon point of 
view on this question, as expressed by goveri:unent in the confer
ence w1 th industry on October 15, 1958, is simply a. matter of 
degree ·and that the basic position remains substantial.lzy' un-
~ed. · 

Applica.bili ty--The Overriding Issue 

It is our concern over the possi bill ty that no sub
stantial change has been made in the scope of the proposed 
regulation 1 s a.pplicabill ty that prompts us gratui tousl¥ to add 
this supplemental note to prior Institute comments on the sub
ject • 

MACHINIRY I AUIID PRODUCTS INITITUTI AND ITS A;FILIATID OAOANIZ.ATIDN, COUNCIL FDA GiJ 
TECHNOLOOICAL ADVANCEMENT, ARE ENOAOED IN RESEARCH IN THE ECONOMICS OF CAPITAL ODODI (:'r.A 
!THE FACILITIES DF PRODUCTION, DISTAIIUTfON, TRANSPORTATION, COMMUNICATION AND COMMERCE) .11 
IN ADVANCING THE TECHNOLOGY AND FUATHIRINO THE ECONOMIC PADORESB DF THI UNITED STATES 
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Attempts to cure the applicability problem.--Past statements of 
MAPI and other industry organizations have iterated and reiterated the 
suggestion that promulgation of a comprehensive set of cost principles 
(which is essentia.J.l¥ a. catalog of unallowable and allowable items) 'With 
general applicabill ty wul.d. serve to convert fixed-price contracts--in 
varying degree--into cost-reimbursement agreements. In response to these 
industr.y representations Pentagon draftsmen have attempted to so distin
guish between the applicability of cost principles to fixed-price contracts 
and cost-reimbursement type contracts as to·prevent the eventuality which 
industr.y genera.l.ly has predicted. ·These changes in drafting the so-called 
comprehensive cost principles woul.d seem clearly to reflect a recognition 
on the part of your staff that industry• s suggestions were well taken and 
that the problem to 'Which our past comments applied was a distinct possi
bility. 

FUndamental· fallacy of the approach.--Freely acknowledging the 
sincerity and the artfuJ.ness of Pentagon draftsmen in attempting to dis-

. tillguish between the effects of applying a single set of cost aJ.J.owance 
standards to both fixed-price and cost-reimbursement type agreements, we , 
rema;fn convinced that the approach is fundamenta.J.l¥ unsound and that the :· 
probable result ot across-the-board applicability 'Will be to transfer the 
disadvantages of cos-t-type contra.Cts to .those of a fixed-price character. 
This is a matter in which a coinpromise, a straddJ.e,. is impossible. As 
long as the catalog of aJJ.owable and unallowable costs is applicable in 
any w;y ·to fixed-price agreements there is the !nevi table tendency toward . 
conversion.into cost-reimbursement contracts. 

We should add by way of emphasis that the unfortunate result 
which we have so frequently predicted 'Will not and cannot be avoided by 
mere rearrangement or reorganization of textual material; or by peying lip 
service to the eminently sound policy and philosophy to be followed in 
fixed-price contract negotiation as set out in Section III of the Armed 
Services Procurement Regulation; or by suggesting that as to fixed-price 
agreements the catalog of allowances and disalJ.owances be employed in a 
some'WhS.t different fashion than 'When applied to cost-reimbursement contracts • 

. , 

. As a footnote to this discussion we cannot fai~ to take note once 
again of arguments advanced by the Pentagon spokeSman on this subject at 
publlc heariDgs conducted by your office on October 15, 1958. At that time 
the Department of Defense seemed to argue that the issue of appli~abili ty 
is somehow separable from the content of the regulations to be applied. 
It seems to us obvious that you cannot discuss applicabill ty 'W1 thout ex.am-
1 n1 ng that 'Which is being applied. This is not only good law; 1 t is plain 
common sense. 

The Effects of Across-the-Board ApPlicability of Cost Principles 

Without attempting to reargue the case in detail, we should like 
once again to re-emphasize our principal objections to an across-the-board 
application of comprehensive cost principles. These arguments are covered 

~ I , 

1\ 
I 
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in detai~ in our statements of November 14, 1958 (pp. l-J2), and December 
16, 1957 (pp. 1-10), extra. cOpies attached. We are most strongly ~onvinced 
that application of cost principles as now proposed to fixed-price and 
cost-reimbursement contracts alike will resul.t in serious injury to the 
public interest. 

our reasons for thinking so can be very simply stated. Fixed
price contracts will be effecti ve.l.y converted into cost-reimbursement type 
contra.ctsj pricing will be by formula, working from the catalog of specific 
allow.nces. and disallownces. This result will almost inevitab~ bring in 
its train a wole series of consequences disadvantageous both to government 
and to industry. 

l. Incentive for gain--the most powerful. single force in our 
whole economy--by which cost·s are reduced and profits en
hanced will be virtual.ly obliterated. 

2 •. The costs of contract administration will, in our judgment, 
be necessarily increased ·in substantial. amount by reason of· 
the necessity for additional audits, and the ~ole process 
of contract administration 'Will be burdened w1 th endl.ess 
n;f.ggling_ vexations •. And this, it should be noted, canes at 
a time "When. responsible men are demanding simplification 
and acceleration of the procurement process. 

In general, procurement 'Will be by audit. You will have 
expanded audit activity·-liUbstantiaJ.ly less procurement 
efficiency. 

. . 

3. It llill tend in our judgment to reduce· further the base of 
responsible contractors available to the government ser
vice, particular~ in the field of standard commercial. art
icles or those "Which require o~ slight modification for 
military service. · Many such companies--to 'Whom government 
business is a very minor percentage of their sal.es total-
prefer, as a matter of policy, supply contracts on a tixed
pri ce basis. 

4. It 'Will im;pose upon contract terminations for the conven
ience of the government a standard of cost and profit 
allowance Wich is altogether inequitable under such cir
cumstances. 

5. It 'Will focus attention almost excl.usi vely--and w think 
most un'Wisely--on questions of cost and profit t·o the 
virtual exclusion of total price. Price obviously is not 
the sole consideration. Insofar as the expenditure of . 
government money is concerned, bovever1 price is of vastly 
greater importance then either cost or prof1 t. 
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The· effect of the proposal on subcontracts.--An examination of 
the most recent draft of comprehensive contract cost principles available 
to the Institute seems to make clear that such principles appiy to sub
contracting as well as prime contracting. Again, we have no desire to 
reargue campletelzy' the Institute's position with reference to this possi
biiity but, inasmuch as the total dollar value of the defense subcontracts 
very' substantially exceeds the dollar value of defense contracts retained 
by prime contractors, the question of the applicability of so-called 
principles to subcontracts becomes a matter-of the foremost·importance. 

In our judgment, such application would have aJJ. of the undesir
able consequences identified above in connection 'With our discussion of 
the proposal's applicability to prime contracts and :would, in add1 tion, 
have at least two other unfortunate results that deserve mention 1n this 
statement. 

B,y extending--at least to larger subcontracts--the same enlarge
ment of over-all. cost and. admi n1 strati ve difficulty, 'Which we foresee for _ 
prime contracts, the application of comprehensive cost principles tO the r·· 
subcontracting area ~ll tend to aggravate and muJ. tiply these not inconse~ · · 
quentiaJ. problems. In addition we think an even more serious effect '!IJB:Y' · 

~\ I , 

_be a serious disturbance--perhaps in some cases a rupture--of nonna.l com .. -
mercial. relationships. !\ 

The Exclusion of Mvertised Bids 

We have been assured and reassured that it is the iritent of the 
Department of Defense to excl.ude contracts let as a result of advertised· 
bidding from the applicabill ty of these newly proposed cost principles e 

At the minimum, in connection with applicability, we trust that this ex
clusion ~ll be clearlzy' stated so that there will be no ambiguity on the 
point. 

~- The exclusion· of advertised bids from the application of cost 
principles raises an interesting question. Assuming that the excJ.usion is 
correcti as to advertised bid contracts--and this is a judgment on 'Which ve 
think there ean be no question--why is advertised bid contracting g:L ven 
this treatment exclusi ve.ly as distinguished from other types of fixed
price contracts'l What is the theory which \mderlies the distinction? 
What are the characteristics of advertised bid contracts, insofar as appli
cability of a set of cost principles are concerned, flhich make them essen
tially different on this issue _from other types of fixed-price contracts? 

We fail to see the distinction implicit in the differing cover
age and we think it might be a useful exercise for Pentagon draftsmen to 
consider again the reasons for the exclusion of advertised bid contracts 
and to consider further if the reasons justifying this exclusion :would not 
app~ in the vast majority of cases to other types of fixed-price contract
ing. We believe -this reconsideration will point up a number of matters 
very cJ.ear~--that in ma.by situations were the end resul.t is a fixed-price 
contract and 'Where negotiation is employed \11th or 'Without the taking of 
bidS there may be a substantially equal amount of competition present, a 
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finn. and irreVocable price may be just as susceptible of determination, 
the govenmient interest may be ful.ly protected, and 'What the government 
gets for its dollar may be just as good a bargain as in the case of a . 
:fo~ advertised bid con~t. This is not to say that these circum
stances will prevail_ at &ll times but they certain.ly will obtain if the 
government procurement officers do their job in the great majority of fixed
price situations. So the eXemption of advertised bid contracts in a sense 
is an admission of the principle 'Which ve advance, and we therefore call 
your attention particularly to i-t;; and suggest its logical extension. 

The Attitude of Congress and the General. Accounting Office 

We are avare, of course, 'of. the continuing interest expressed by 
certain Congressional comm:L ttees and subccimmi ttees and the General Account
ing. Office in early publication of a comprehensive set of contract cost 
principles.. · 

We cannot believe, however; that either Congress or the Comptroller 
General w\Ud support a system 'Which in the long run--in our· ju.dgment--pran
ises to be so disadvantageous to the national interest. We are, therefore~ 
constrained to raise the question as to 'Whether or not the very serious di·s-

. advantages so briefly summarized above, and repeatedl\Y' identified in the past 
by MAPI and other industry spokesmen, have ever real.J.;y been pointed out in 
these terms to appropriate Congressional committees· or to responsible admin
istrative officials of the General Accounting Office. As a matter of fact, 
we are absolutely confident that a full expos! t:Lon of the case before both 
agencies wul.d resul.t in agreement that there must be a fundamental. distinc
tion between cost-reimbursement ty:pe contracts and other defense procurement 
agreements and that this ·necessary distinction cannot be achieved by proceed
ing w1 th the action now proposed. Indeed, it seems to us that recent Con
gressiQnal. emphasis on enJ.argement of the fiXed-price contracting area, and 
particularly the area of advertised bids, is altogether inconsistent with 
the philosophy 'Which wider lies the applicability provisions of the compre- · 
hensi ve .. contract costs proposal.. · 

We enclose additional copies of our statements presented on November 
14, 19581 and December 16, 1957. They cover in detail a variety of matters 
other than, the. one which this letter is intended to emphasize; we . should make 
it clear that ve do not 'Wish by implication to 'Withdraw in a:ay way from the 
position 'Whi$ we have taken on these other points. On the contrary, the 
Institute stands on its entire presentation but is anxious to emphasize the 
overriding issue of applicability 1 and we have taken the extraordina.ry means 
of writing this letter in order to so emphasize 1 t. 

I am taking the liberty of addressing a copy of· this letter to the 
Secretary, the Assistant Secretary responsible for materiel, and the General 
Counsel. of each mill tary service. Beyond that, having in mind that other 
departments and agencies of the government may be interested in this issue 
of tremendous significance, the officers of the Institute 'Will be gJ.a.d to 
confer w1 th the Comptroller General or a:ny other interested agency. 
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, I. hope you 'Will understand the spirit in 'Which these suggestions 
are offered:~·· I understand completely 'Why you and your associates in the · 
Depa.rtment of Defense fee~ a. sense of urgency in issuing as soon as possible 
a document 'Which has received so much careful. study and on 'Which so much 
time and effort have been expended over a long period of time. On the 
other hand we are convinced that the issue of appllcabili ty is of such cru
cial. importance to procurement efficiency that we have risked 11 shooting in 
the dark11 to some extent in order to record. this further expression of our 
views. 

:tt goes 'Without s¢ng that if the Institute can be of a:ay further 
assistance· to you or your staff on either a formal or informal basis we are 
at your service. 

CWS:c 
Enclosures 

Respectful.ly, 

~~-;; 
President 



MACHINERY AND ALLIED PRODUCTS IN~TITUTE 

. CHARLES W. STEWART 
PRESIDENT 

Dear Mr. McGuire: 

I ZOO EIGHTEENTH STREET. N. W. 

WASHINGTON 6, 0. C • 

May 1.8' 19 59 

I think the enclosed further statement on the pro
posed comprehensive contract cost principles is self-explanatory 
as to substance but I did want to add this personal. wrd. 

'When Commander Malloy telephoned me indicating that 
he and his associates were recoimD.~ding to you that no further 
examination of a current draft be permitted we were of course 
disappointed--not for any reason of organization prerogative, 
but rather because we feel that at least on the issue of appli
cability the Institute is in a position to make a tmique con
tribution based on long experience 'With fixed-price contracting. 
We naturally defer to your judgment and that . of your· staff on 
the decision to move ahead wi·thout soliciting further industry 
comment. And, as I stated in the principal letter, vre a.re 
quite sympathetic 'With you:r wishing to maintain ·a reasonable 
schedule of publication. 

On the other hand, we have fundamental convictions 
'Which ve think are ·in the public interest as well as industry's • 

. We have, ·therefore, with some reluctance because of· your great 
patience and cooperation with industry on this matter, decided 
to presume further upon . your time by filing this add1 tiona.l 
statement. We have also taken the liberty of furnishing copies 

, to the individual mill tary services. This is done not for the 
purpose of pressing you in any ~ but again in the interest of 

. achieving broader understanding of 'What we think is an issue of 
·fundamental principle Wich shouJ.d not be compromised in a:ny way. 

With thanks again :for your interest and splendidly 
open-minded attitude,. 

The Honorable Perkins M:!Guire 
Assistant Secretary of Defense 

(Supply and Logi sties) 
Washington 25, D. c. 
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The Honorable E. Perkins McGuire 
Assistant Secretary of Defense 

(Supply & Logistics) 
The Pentagon 
Washington 25 1 D. c. 

Sub.1ect: Comprehe·nsive Cost Principles 

Dear Mr. Secretary: 

\ 
i: 

November?, 1958 

Pursuant to the suggestion made by you at the joint DOD-Industry con
ference on Cost Principles held at the Pentagon on 15 October.l958, this letter 
is·sub~tted to amplifY and explain .further the industr,y 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 representati-ves o.f the associations who 
participated in the preparation of the industr.y statements on 15 October. This 

cument represents the unanimous views of these people. 

You and the other Assistant Secretaries have before you the task ot 
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 di.ffer~nt 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 o.f 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 
?f 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 ever,y 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 

agree with us in this fundamental principle. For example~ the definition of 
~ ...... v"''QU.I~ty included in the latest draft (paragraph 15.201.4J does in fact 
express a fair and reasonable approach. The problem lies, however, in that much 
of the remainder of this draft of "Cost Principlesa completely negates this ·· 
definition. To correct this defect, you must make Ufairnessa a concept more 
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--
fundamental than "reasonableness," or than napplicability,n or than nallocability u 
even though·each-o£ 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 
ever,y 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 ever,y present contractor 
agreed to perform his obligations. Undoubtedly they would also cause greatly 
added costs o£ administration and of audit and negotiation both to contractors 
and to the Government,. and would force extensive delays in placing original con
tracts or definitizing·necessary actions under other contracts. Any regulations 
must,.therefore, deal fairly with the entire spectrum of types of contracts, 
whether now in existence or placed in the future. They may well become a precedent 
for lat'er 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 bo~ 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 theproP,Osed document, the specific governs the general. A clear way 
to draw this distinction, and to ez~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 contractor's obligation through incorporations by reference 
into specific contracts. Auditors' manual would be an adequate place for detailed 
interpretations-or instructions, provided these were approved by a central source 
to assure conformity to principle and policy, and uniformity among the several 
Services. 

While many particular differences between Government and industr,y 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 costa, 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 coat. We believe 
that all differences as to particulars would be readily resolvable if ways can be 
found to reach agreement on the first five o£ 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 

I .. 

~~ 
I I 
I 
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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 1 and 
are not objectionable from the established standards of public policy. This 
would provide a uniform and positive approach to the problems of cos.t analysis, 
in marked contrast to the proposed regulations, which confuses principle with 
practice, and policy with instruction. 

Contrast this, however, to what has been actually done. ·The Govern
ment's draft, in Section 15-201.1, shows that the Goverrnnent starts from the 
premise we have proposed above (if one word - nallowable" - is eliminated) 1 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 nobject of expenditure" 

ch Government auditors or other critics deem to be generally objectionable by 
s nature. 

A single example o~ the distinction being drawn is illustrated by the problems 
o£ 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 o£ the tradition that nit is not necessary to advertise 
to get ·Government business." 

The Government's own internal accounting practices, developed since the 
endorsement by the Hoover Commission in 1948 of the accounting distinctions 
between af'unctions" and "objects," are utilizing more and more the approach we 
advocate. An example is "performance budgeting.'~. 

It is axiomatic that. contractors must recover all of the costs they incur 

I 

' I l 

somehow and somewhere. If they do not, it is onlY a question of time when their 1 
funds, capital ang credit will be exhausted, their business insolvent and closed, ' 
and the employment they have provided lost forever. This is why management must, 
and always will, exercise judgment in incurring costs. Obviously, if fairness is 
the overriding consideration, the Government should bear its fair.share of all of 
these costs - not just of some of them. To the extent that it fails to do so, it 
is not only seeking or demanding special favors for itself, but is asking its 
suppliers to handicap themselves when they go o~t 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 \·that extent is the Government 1 in these proposed regulations, refusing 'l, . 
to bear its fair share? It would disallow 23 items entirely, of which only 18 are 1; 
disallowed by the provisions of the present Section YJl 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 .te.sts or reviews (not "principles") which 
would by definition or tests applied, lead to still more partial or total dis
allo~nces. Of these 19 items, 3 are disallowed and 7 are subject to "special 
consideration" under the present ASPR. The proposed new regulations also suggest 
advance negotiation of 9 items of which 7 are on the list for "special consider-
ationn 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 

r- .-

' i 

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. ~ al:~-~~o~_?t .. contra~.t.Q.r.~IJ!l±~e~c't : 
to recover ___EYl?J?.~.?~;-~gz .. .le sa ... of._thei~..c.o.~.t.~:I~.!t_~_§~;y __ _!'l~~~ _ h~~~Q..lP~-Ql>.~a~.n~-<1... 
under cost reimbursement type contracts, and to the extent tne proP9sed regulations 

··ar'Eta···~.t!ecf"to'~'o'ther t - es ol'''cont'racd~'s -contractors--mtist -~·a-·-- ect' 'dis-· .. -- owances"-'or~··-
r.· ...• PP ... _ .. . . . ..... YP ....... ·4· .• ••• ·-·.-···· ........ .,.···-·--·· •.••••·• .... ..; .. --.• - •••••• ....,._ ••••• ,<·., .. ~ ...... ..,., .. _, .• ·----?-ll--.... ----··-----

..... cost_~.e-qu~Ya!'ent~~:t<f'·~tpe l)ew measure of· ~~s.allolitlnces tinder co.st type contracts. If 
~·-a."ppiied ·to te rmina ~i~ns:~ ~ t~~: all.o~J:?l~.~.~e coY.~fi~_W9li;r;4:~:11l~~~€t·-mucn::.tAAi:~li.a;.~:~n.9-~t---.. 
th~ P:t:'O~~~-~~:o-£:·9-ection. VIII. o!' .. ASPR ........ It, ... j.~.,,~p<?~s_i~~e. ... ~~- p~~~iR~c.-~~~ .. -~~?~u~~... -

- "of sue~ .n.on~~~.coveries .under. the .. new regulation, but they would. agg;t:egate a .. 
sub~·~~nt,~.~~ ... J~~~~~-iQJl.9~(,pro.t~ t's'~ ~ ···--·' ....... ·.· .. ,. " ....... :.--·····- · .......... -. , .... " .. ·.· -..-". ,., ........ ,, ·~· -~ ............. ~.. ~~ 

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 "principle" into "instruction," from "functionn into 17object," were justified -
to the extent th~y were specifically discussed - on one or more of the following 
grounds: statutor,y prohibition, public policy (whether expressed officially, . 
unofficially or merely implied), or unallocability to Government contract~. Implicit 
also were disallowances or limited allowances provided for solely because of 
supposed difficulties in measuring reasonableness, allocability or equality of 
treatment between competing contractors. 

. . 
An examination of the disallowed or partially disallowed items, however, 

discloses only one - "contingent fees for securing government orders," which is 
forbidden by s.tatute .. governing expenditure of DOD funds. Statutory prohibi~ions, 
therefore, have created none of the disagre8ments. 

Public policy is a subject· we shall discuss more fully later. Allocability 
should be a wholly separate question from allowability. If no allocability can be 
shown or reasonably ~plied, industry does not expect recover,y 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 11object" rather than 
by "function." 

Equality or 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 realizeci through a recognition ot 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 measurement or con
trol. Ways acceptable to both industry and government can be found to provide 
equitable measurements for allowing the costs of such things as contributions 1 • 

. the maintenance of e~ess facilities, interest, grants to educational institutions, 
advertising, civil defense, reconversions, applied research and development, and 
manY other kinds of costs proposed to be disallowed or specially reviewed. Let 
us recall Commander Malloy's admonition at the start of the 15 October conference 
that "any problem can be solved by reasonable men who are in possession of the 
.facta and who are motivated to a conunon purpose"• ·So far· as we know, a specific 
joint effort to agree on such measurements has never been undertaken, face to face. 
It the concept advocated at the outset of this statement were adopted, these 
determinations need not be made before cost principles are issued - because they 
would each be interpretations and instructions for auditors and not a portion of 
the "principles" in ASPR. 

In concluding discussion on this point, let us be sure that the Government 
does npt conclude that industry is seeking a blank check. If.such an impression 
has been left, please ·re-read the first paragrap~ 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, 
ustified specific instructions, limited allowances or disallo~nces on the grounds 

that "reasonableness" a.nd nallocabilitytt are not sufficient, definable or usable 
tests. Such a position is not only contrar,y to th~ experience of industry, the 
opinions or every professional accountant who certifies to the accuracy and . 
propriety or corporate books and records, the histor.r of Anglo-Saxon and American 
jurisprudence, but also to the words of the proposed regulations themselves. 
11Reasonablenessa or "allocability" as tests are used 49 times throughout the 10 
September 1957 draft, as amended by the 21 August 1958 draft. They were also rised 
by almost ever,y Government spokesman at the 15 October conference. 

One Government spokesman at the 15 October conference quoted excerpts 
from an article by Dr. Howard Wright in THE FEDERAL BAR JOl~~AL of April-June, 
1958 as proof th~t "generally accepted accounting principles"·are not a suitable 
base for cost detennination. This was curious, however, because this phrase or its 
equivalent was used 19 times throughout the DOD draft •. He failed also to quote 
Dr. Wright's conclusion and recommendation, in the same article, as to what the 
primary cost accounting principle applicable to Government contracts should be. 
This is quoted from pages 167 and 168 of the JOURNAL, as follows: 

"• ••• Cost·principles used in contract pricing if they are to 
apply in many situations should, in my opinion, be based on the 
following assumptions: 

(l) 
(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 coste of the supplier; 
The Government will not exercise its sovereign rights 

in a contractual situation. 
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Based on these assumptions, the author would propose the following 
as the primary cost accounting principle applicable to Government 
contracts: 

'All 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 worl< 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.tn 

Obviously, Dr. Wright's posi~ion 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 
ag~""ee on the kinds of · te~ts to be applied in utilizing such terms as nreasonableness", 
"allocability", nstandard accounting principles", and nconsistently applied." We 
believe a joint effort can also resolve these problems. As requested, there is 
included in the attachments hereto recozrunended tests of "reasonableness". 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 "reasonablenessn, "allocability" and like concepts as·tests 
are wholly consistent with accounting by Hfunctionn, and the separation of "principles·,· 
from interpretations and instrUctions, as-heretofore recommended. Wl1en recognized 
as ~dequate 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 Governmentis proposals of areas of applicability become 
imp:actical and patently unjust. 

If "fairness" is the ultimate test, as we have recommended, then it must 
be conceded that there is nothing ·rair about both retaining the unilateral right 
to cancel a contract for the Government's convenience, and then - when that right 
is exercised - changing the ground rules of allowable costs of termination even 
though the initial contract may have been placed through advertised bidding, or on 
a negotiated firm fixed price, or at a time long before the new regulations were 
even promulgated! Yet in the absence of language to the contrar,y, this is a sure 
result of the presently proposed language. Similar~, it is not fair to require 

'·- . 

/ 
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a contractor to certify_ that something l~ss_ .than_ legitimate coats, actually incurred, 
are tttotal costs·.u Su.¢h costa . do n.o·t become a "prof'i t" ~perel.y because they are 

· ''disallQwablen U,.nder a~b,it;rary GOve~nment regulations. This is another inevitable 
resuit: of bl~dly accepting. these pi-9posed regulations. 

·, . It is also intere,sting _to contempla~e the .regulation's effects upon the 
"growing-iri-poptilar~ty" lncel11i~ve type cont~a'c;:t. Cons_ider the. incentive contractor 

.who, agaipst a·$1000 targ~t c6'st, j,s to be'paid ~QO '·pro·;'it, or a total of' $1100. 
·.'It :actually .. perfo~s the contr~_ct_ with to~al ·cp~t.s,: of $950 ;but which, under these 
. re~atio'ns, might--~eu: resUl~ in all.owaple cost~; cit only ~900. It the incentive 
profit d'iv-is.io~ is._ .80%· to··_:the ··Gove~e_nt' and· 20%. t6 the ·_contractor, the contractor 
·wuld. receive. a price ·of $1020, thus J,e-;ng:'· reC:fl.li~d to give .$80 of the "savings" 
back to the Gove,r~~nt,' even though :he had al~~~dy actually paid out $50 of that 
~-as eoe:ts ··incurred• · .On his b~si~r o_r.·· cc;>sts·~· ·lie would have received a price of' 
$1060 and a prq.fit of· $+10 •.. ~~s h!s.··abs.<?.lut~ and. 4,Qtual profit _is reduced from 

. the target of ~100, Ol:' from the q~se,rvect -proi'~t ot- $+J.O, ~ $70, but the Government 
Wt>uld report to. a ~negotia~ion &·_ard ~hat he _had received a profit ot $120J This 
simple· exaJnple, we 51-lbridt, cle~r.li demo_nstrate$ the unfairness ot applying to 
in~'entive co~tra.cts aey. cost principles which do not 'recognize all normal and 
legitimate 'costs of doing ~usiness. 

. . We cannot_ emphasize too strQngly that experience of the last decade 
indica_tes ·that to the exte~t tpat _co·sts are rigidly decided to be allowable or 
unalloWa.b~e_, ·. !oi'mllia pri~~. f'ix:ing . is. automa_tic·a~ =invo~ved! Despite the sincere . 
~struc;tion·a. in 'this· draft that ·co_.st~ shall be only -~_ne £'actor of pricing, the 
'drat-t actually require·s _that many c_cists calla~ ''unallo~}:)le" be eliminated from 
the subm,ission from t.he outs·e't. Thus s~ph costs will never be considered in 
negotiati.on, ~nd will- nev~r b~come a. factor in pricing~ . To this degree, formula 

. pricing .has · $lre~dy occ;:urre~• .. In. this atmosphere 1 af.l increased use ot .formula 
·pricing will be an inevitable re.~ult o_f putting regUlations out in this .format 
. and of this character. The Hoov~r--Comlnis.si~n, ;n 1955, recognized this in its 
recQmmend~tio.~s for revisions in ASPR, Section XV 1 . when it recommended cost 
principles· only for cost· reilri})_ursement type contracts 1 and that there only be 
"guidelines f'o~ auditors" ·as ·to everything else. 

Are ttcosts a f'a~tor" in any-negotiation before such costs are incurred? 
They. are n6t 'then co~ts, but only estima:tes of what ~osts will be - and one may 

. argue, but' n~v.er dec-ide, as to which is thE3 m,ost' accur~te of different estimates • 
. A-final meeting· or the minds ooc~rs oh Pf~ce,-not on·costs- and this necessitates i 

. ·-e~ch party ~ ~ risk of'. being wrong,. This-, }lo~ver, is nothing to fear, or ' 
. to be as~d of, for tnis h_as ~een the trading. technique of centuries, and has / 
provided the highest incentf:ves to efficiency. To go to or toward rigid formula .' 

. pricing is to diminish ~r remove such incentives. 

. . Implication exist that th~se propos.ed regulations may broadly apply to 
su'Qcontraetors. and vend~rs. T~ere is· _no privity o.f contract between the Government 
and a subcontractor- on any tier below the pr~e contractor itself. .There can be 
no assura_noe~ .therefore, t_J:lat ~prime co~tractor. can,· even in the best of faith, 
ih all cases obtain necessary goods o·r services .from subcontractors under contracts 
conta~ing Government clauses or incorpor$ting by reterence Gove-rnment cost or 
other re~tiions.. Nor can it alWa-ys require its subcontractors eo to contract 
with their vendors and suppliers. This has been the repeated experience in many 
instances where such attempts have been made. Also it is. impossible to predict 
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. . 
ox- anticipate ~t _the time of __ initial ne~t~t~ons, all such problems which may-
arise with aul;>coritractors. Thus, if appli~d_to subcontractors' costs, this 

· reguJ.ation woW:d ·ap'pe4,_r in · s.o~ C,~s~s _·to have ~~-e ~ffect on the prime contractor 
Qf torcirig it to accept. not only 'the ~salJ.owanc:es_ of some of 1 ts own costs, but 
also of ·some ot its subcontractors' cost·s. In 9ther cases, it would deny the 
avallabilit:r'of subcontractors to primes,· thus forcing the use of second-best 
sources. 

_ . . F~r these. reasons, and those advan-ced at; the lS October conference, we 
stronglY urge, at the veey _lea_st·, tpat this· "re8'i].ation not apply to fixed price 
negotiations,· or~ the preparat~O.n ot ~o~t estimates or price analyses in 
negotia~ed procurement,s. e>_~ t·erminations, ~-nd that its use in such circumstances 
be speciticaJ.l.Y .. fie gated; _·and ,t~t _it not apply' to any determinations of costs 

. or priQ~s tinder ant c~ntra~t. or·· subcontract. in which it is not specifical.ly' 
ac.~ept.e4 by the contracto-r. . U, however, the _ _. re'gula tiona are redrafted on the 

I princiPle of reco~z:ing all no~t and 'legitimate 'costs, reasonable in amount 
and f'-irly'. allocat-ed, then their applica}:)4-llty could be expanded. We oppose in 
principle, ho~ver; a~ use of cost data as a tor.mula basis for negotiating 
prospective t~ fiXed prices. · 

--

IV. EFFECTIVE DATE 

The regulatio_ns as proposed are completel1' silent on when ~nd how they . 
will be made effective. This is .a matter, .however, which cannot be left undecided •. 

It the regUlations are applied, 1n an;y way, to contracts in being, the 
Gove~nt should be prepared to negotiate e~table. adjustments of price. This 
appli$s to contra_cts placed by advertised q~~~,--~s well as by negotiation, tor the 
apPlicability tO termin&t_ion settlements arid pricirig change orders atf'ects these 
contracts, too~ We see no other. way· ~t being fair in making these regulations 
eftective. To say that they :;~hall appl1' onll tO contracts negotiated after a 
ee~ date,· or execut-ed·. after· such a d&te, will not suffice - for then a con
tracto.~ is left with two ditterent~-sets· of cost &~counting rules to app~- one 
as to ·old contracts; and o,,ne as to ·hew. This would continue until all present 
co~tracts are run o~t, ·Which co~d ·be ye_ars ahead_. Experience under ASPR, Section 
rl has shown that auditors and negotiators weUl.d try to apply the new regulations 
to existing contr~c~s, ~ether t~e contractor~ had a~eed to accept them or not.
This' would onll cause contusion, more delay, and more friction between Government 
and business •. 

To be fair, then, the Government must be prepared to pay for. taking 
awa:1 righ~s 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 proc~ement and prici.ng actions. It just takes longer to- isolate, 
review, audit, di~cuss _and decid~. about over 6o ·elements of cost than it does 18·, 
or none. This will c;ost money to both the Government and the contractor in 
higher admiidstrative' .. costs and time delays. 

V. REQUIRFlmNTS OF PUBLIC INTEREST 

At the lS October conf'erence, it was pointed out that Government officials 
''muSt weigh rather carefully and rather heav:l.ly the public interest facto_r." ·Several 
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spokesmen alluded· to this,. and to "public policy" or such phrases, directly or 
by implication• For example, one said, "are based not necessarily on public 
policy stated in law, but on public policy which we derive from many sources, . 
from committee hearings, for example, personal conversations, and formal memos 
from the various members of the legislative branch.n 

. We are sure that few of U$ in industry can appreciate .the exte,nt or the 
nuances of pressures of many kinds which must be placed upon you and your staff, 
directly or indirect~ - including those from industrialists! As citizens, we 
want the public interest protected, and public officials placed under pressu~e to 
protect them. ·At the same time, however, we want to be sure it ll public interest, 
or that it is public policy - and not merely some individual's concept of it, that 
causes a decision to be made adverse to the interests of industr,y, and ultimately 
to the Government itself. 

In this area of cost principles, of allowable or unallowable costs for 
contra~ts, 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 C~ngress - the Hoover Commission - which we have alrea~ 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 1 .and is not unchangeable, overriding policy 1 nor should these be . 
deemed to be the establishment of policy •. · The same is true of rulings by the 
Boards of Contract Appeals. · 

The ·proposed regulations depart from and are more restrictive then all 
of these, in.one way or another. Where, then, is the public policy or public 
interest dictating such action? We fear that it is in the minds of staff personnel, . 
overly concerned with the attitudes or expressions, however well considered or not, 
of vocal or powerful legislators or other Government officials. Let us recognize 
that public policy in this field does not exist, and will not exist until you 
and the other Assistant Secretaries make your decisions·identifying the official 
public policy of the Defense Department on which ·you are relying. It is our 
belief that you have not been restricted in your decisions by any official of 
the Government, even though certain members of Congress and of the Administration 
may be tmpatient to have you reach decisions. This is why we have put forth, 
successively, such efforts to try to apprise you of industry's sincere and objective 
views on .these problems. · · 

We may be considered by some to be biased, but we believe very deeply 
that the welf'are of our country's 20,000 defense contractors, large and small, 
is important not only to defense, and maintaining our armed might 1 but also to 
the overall economy and welfare of our cities, towns, states and nation.· These 
will be hurt by these proposed regulations - not vi tally, 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 ver.t· carefully whether 
any public policy requires or makes desirable the infliction of this hurt. 

VI. ADVA.~CE UNDERSTANDINGS (Section 15-204.l{b)) .. 
Industr,y welcomes a~ 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 l5-204.2(jj)); and (ix) travel 

· costs, as related to special or mass personnel movement (ASPR 15-204.2( sa) ( 5)). 
All others muat·9f necessity be treated'uni!ormly and on an overall basis. No 
forum is provided for such overall negotiations, nor is any basis provided for 
effecting ?-greements binding for all Government end-use work, whether as a prime 
or subcontractor. The latter is especi~ burdensome for small' businesses doing 
business as subcontractors to many large pr.Unes. 

Comparisons to custom under Part 5 of the present ASPR, Section XV are 
invalid, as such discusssions have often been with auditors and pot contract 
officers, and not always embodied in for.mal contracts or agreements. Nor are 
such overall agreements favoritism . to contractors 1 fo~ no special advantages are 

·sought- onl.y uniform treatment of these k~ds o£ indirect costs. ' 

This section, then, should be deleted in its entirety; for the reasons 
outlined at the 15 October conference. It retained, however, it should affir.m ~ 
that failure to negotiate in advance does not lead to disallowance, that initiallY 
negotiated amounts or clauses may·be reopened on showing o£ necessity or changed 
circumstances, and it should provide a forum in which contractors might negotiate 
these factors on a'n overall basis. 

VII. DJDIVIDUAL ITEMS OF COST 

We could extend our remarks at the 15 October conference and debate 
.turt}ler on each individual item discussed. This would be un."lecessary 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. I£, on the other hand, you should decide to continue 
the present for.mat and approach implicit in the outstanding drafts, then, though 
in overall disagreement, and in addition to the comments herein above expressed, 
we would want to be heard on individual items as completely as possible •. To~rds 
this purpose, ·we have prepared and attached an illustrative list, with only a 
minimum of justification, stating industry's position both .on those items discussed 
at the 15 October conference, and on those items not discussed but as to which 
disagreements still exist •. l.Ye shall, -or course 1 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 necessar,y to clearly expres~~ 
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 ver,y 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 Wlique and lasting contribution to the health and welfare of our defense 
effort and the industries which are participants in it. · We hope that .we have 
helped to show you how that can be done. 

Sincerely yours, 
/.·- ///·.,..· 
·<: f -~·., . 

~;;;!, . . ' ~·. ·/- (/ .. /_~j~~t /7f;-·_·_ . 
Ernest F. Leathem '\ - · ·-<-·--·--
Associate Chairman · 
Pctober 15, 1958 Conference 

ENC• 
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ATTACHMENTS 

I. TEST OF REASONABlENESS 

V'!e propose the following: 

. (a) In evaluating estimates or actual costs o! per!onnance or specific 
contracts, the application o! the test of reasonableness requires a flexibility 
in understanding and · the exercise o! sound judgment in dealing with the specific 
item after consideration of all influencing or related factors. 

(b) -Evaluations of reasonableness, of necessity, involve consideration 
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances 
under which it was incurred. 

(c) These elements ma7 then be tested against one or more of .the following 
factors as appropriate: 

1) ·Whether the cost is recognized as an ordinar,r type of 
expense in the conduct of the contractor's business. 

2) Whether the cost makes a functional contribution to 
the conduct of the contractor's business. 

3) Whether the cost was incurred in accordance with 
established policies and practi~es 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, ot costs, as such, is not applicable inasmuch as the_controlling 

element in such negotiation is the overall price. 

{e) As to allo~bility 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 b7 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. ADVERTISim - Section 15-240.2(a} 

InduStry recognizes that some forms of advertising are seldom, i! ever, 
properlY allocable to Government contracts, but these are far narrower than the 
areas of advertising, and other types ot costs, absolutelY excluded and made 
unallowable by this section. It protests, therefore, such absolute exclusions and 
wants. the right to present its case in negotiations to show whether and to what 
extent its advertising is of benefit to the Government, is reasonable in character 
and amount, and is fairly allocable to Government contracts. 'lhis is especia.lly 
necessar.y 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 unallowabUi ty. 'Ibis would relieve cost elements or the 
stigma of unallowability in general. 

III. COMPENSATION FOR PERSONAL SERVICES - Section 15-204. 2(£) 

. The 21 August 1958 revisions to this ·section are a great improvement, 
but a few needs for clarification remain, as pointed out specifically by the· :· 
industry spokesman at ·the 15 October conference. As no serious disagreement 
seems t~have.evolved at the 15 October conference, this seems to be purely a 
dra.!ting problem. It would be helpful, however, to ~educe the ~tity of· needless 
reviews by shirting the burden from·the, contractor (to prove reasonableness) in 
part to the Government (to allege unreasonableness). · · . . 

rJ. RESEARCH.-.JJ!D DEVELOPMENT - Section 15-204.2 (ii) 

clause: 
We propose the following specific language to substitute for this 

"1. Basic research, for the purpose of this regulation, is that type 
of research which is directed toward· increase of knowledge in science. 
In such research, the primar,y·aim of the investigator is a fuller 
knowledge or understanding of the subject under study 1 rather than 
any practical application thereof. Applied research, for the purpose 
ot this regulation, consists of that type of effort which l) no~ 
follows basic research, but may not be severable from the related 
basic research, 2) represents efforts to deter.mine and expand the 
potentialities of new scien~ific discoveries or improvements in 
technology, materials, processes, methods, devices, and techniques, 
and 3) represents efforts to t advance the state of the art t. Applied 
research does not include any such efforts when their principal afm 
is the ~esign, development, or test of specific. articles or services 
to be offered for sale. 

~2. Development is the systematic use of' scientific krtowiedge Which 
1s directed toward the production or or improvements in useful products 
to meet specific performan_ce requirements, but exclusive o~~ 
manufacturing, and producti·on engineering~ . ~ 

"3• A contractor's costs ot independent research as defined in (l) 
above (not sponsored by a contract, grant or ether 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 ~en justified by changes in science and technology, and 
which is well managed. Such costs should be charged off as incurred, 
and not capitalized, and shall be.equitably allocated to~ the work 
of the contractor but in' appropr~ate cases, su~h allocat1ons may be 
made separately !~r each of acontractorts organizational segments. 

"4• Cost of contractor's independent development, as defined in 
paragraph (2) above (which are not sponsored by a contract, grant, 
or other arrangement), are allowable to the extent that such 
development is related to the product line for which the government 
has contracts and provided such costs are reasonable in amount and are 
allocated as indirect costs to all work o£ the contra·ctor on such 
contract product lines. Such costs may either be allowed as incurred, 
or capitalized and amortized over a-reasonable period, but the method 
ot recover,y chosen by the contractor must be uniform and consistently 
applied. 

ns. If' provided for under the contractor's accounting system, indepen
ent research and development costs may, but are not required to include 
~~unts representing appropriate shares of indirect or administrativ~ 
costs." -

This supports the basic industry position that· applied research should · ~· 
,, be grouped with bas.ic research, and not with developnent (wich Mr. Holaday's 
" conments supported) • These costs should be recoverable against the base. of all . 

contracts ot any type to the proportion which GOvernment business bears to total 
business or in accordance with other acceptable methods of allocations. Developnent 
: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 l95S draft would exclude 
entirely all applied research cost ,recovery unless it- was related to production· wrk 
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, 
especiall.y to those companies whose Government work is largely 1 but not whol.ly 1 on 
that form of contract. Moreover, the requirement for applying departmental overhead 
to R&D jobs should be permissive and not mandatory since the proposed draft would 
force a contractor to perform his accounting in a prescribed way • 

• 
v.· CONTRIBUTIONS AND DONATIONS- Section 15-204.2(h): 

· It is contrary to every :instinct of humanity- arid fails completely to . 
recognize industry's P':lblic and community responsibilit~es to deny acceptance,,q,f its~ 
expenditure~ for c~ntrJ.butions and donations as normal and legitimate costs .. 1 mtte 

.. £ear of the :Government seems to be excessive· gifts or .improper, objects of givina•· . ~/ 
·These certainly can be defined, and tests of reasonableness established which are , \ 
acceptable to both industr.y and Government. Ever,y other branch of the Government 
recognizes such expenditures as costs, except the Defense Department and GAO. 
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This is· a ver.r small percentage of total costs for most contractors~ but 
is a very vital one in maintaining external and community relations. 

VI. INTEREST - Section 15-204.2(g) 

The Government spokesman at the 15 October conference t~k a position. 
contrary to all fact when he said that interest "is not. a price pa~d ·~or somethmg 
used in production." It is incredible for anyone to think that a busmess can ?e 
run or a Government contract produced without money, and that there is not a pr~ce 
to be paid for ·.money. The simple fact is that :interest is a vital cost of doing 
business~ Indeed, this cost of capital ranks with the cost of material, the cost 
of labor, the cost of overhead, etc., as the fund~ental costs o£ conducting any 
business operation. 

The moat frequent~ presented arguments against interest recover,y hinge 
primar~ upon.the thesis that the Government should not favor those companies Which , 
engage in substantial borrowing over those companies which rely primarily upon 
equity capital. The proponents of such a thesis are ignorant of the peculiar set 
of economics· in military business as opposed to the acceptable economics of ordinary· 
commercial business. This separate set of economics must dictate to the sophisticatec 
and competent management of a militar,y 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, nattire of military business. 
Since most borrowings are of the short-term or V-Loan nature, Which too is expandable 
and. contractible 1 management can to some extent insulate the company's financial 
status against the cyclical hazards inherent in military business. To do otherwise, 
i.e. 1 to rely solely or primarily' upon additiqnal stockholders t capital !or 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. 

I! 1 however 1 the financing of t.his 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 borroldngs have been contracted and its 
financial status, although reduced, 'iiOuld still be one o£ a going business. It is 
for the Government's protection that these militar.r 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 hostilit.ies. Financing solely 
through stockholders' capital will result in the virtual destruction·of these 
companies ~ollowing a contraction period because stockholders· will have descended 
upon these corporations and divided the swelled cash purses. However, if these 
corporations remain !inane~ sound and flexible with an undiluted equity base 
du.ring any interim contraction periods, th~y will retain the capability of meeting 
any new military requirements at short notice. · 

Therefore, the granting or interest recovery by the. Government is .not a 
subsidy for ~akly managed and weakly financed corporations, but instead repre5ents 
compensation to the well managed and well financed corporation for ver,y properly 

' ' 
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/~ 
incurred costs... Such management cannot ignore the fact that by their very ·nature 
defense contracts often generate more requirements for working capital than any 
other kind of business. 

Finally 1 ·this is another instance in which all that industry seeks is an 
opportunity to make its case in negotiations freely conducted, and not to be fore
·closed arbitrarily from such negotiations. 

VII. PLANT RECONVERSION COSTS - Section 15-204~2(cc) 

Industr,y believes that there are circumstances not within the limited 
allowability provided in this section, and that these should be left open for 
negotiation. This is another instance of unreasonable and arbitrary disallowance· 
in an area where adequate controls upon allowability should be readily devisable, 
or could be negotiated in advance on a case-by-case basis. This matter can be· 
resolved by a joint drafting committee. 

VIII. OVERTIME COMPENSATION - Section 15-204.2(y) 

Industry's rec·ommendations are limited to requesting a clarification-=· 
between· overtime premium pay and shift premium pay, both in ASPR, Section XII and 
any new Section XY. · · 

This matter can be resolved by a joint drafting committee. 

I~5 NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENC~ 

IX. RENTAL COSTS - Section 15-204.2(hh) 

The provisions of this section, both as to normal rentals and lease-back 
rentals, are unrealistic and inequitable in that the tests· ot reasonableness are 
much too narrow. The ultimate test should be the rental value ot 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 ret:ttal, and not just a bare cost recovery. 

Full recover,y or 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 thereunde~. 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 threat~. 
ot A or H bomb damage), to deny allowability to reasonable expenditures undertaken: 
off or away from the contractor's premises, and for cont.ributions to local civil 
defense funds and projects. The latter usually consist of employee time and 
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equipment (trucks~ mobile radios, .etc.) rather than cash, and are closer to plant 
protection cost~ than to. charitable co_~tributions • 

. 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 
managementVs right and duty to protect its properties. 

This·item is of insignificant dollar value in most companies, but is 
illustrative o£ a number of items where partial disallowance is accomplished by 
definition. · · · · 

XI. CONTINGENCIES - Section 15-204~2(g) 

. As to "historical continge~cies," 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 90st is in the past,'then the actual cost can be definitely. 
lmoWn. •. This is not true in many normal business situations. One typical example 
is warranty expense. · 

XII. DEPRECIATION - Section 15-204.2(i) . 

This section is replete with technical changes requiring the type of 
language revisions which co.uld be accomplished by a joint drafting committee.· The 

. principal matter of substance which,· in fairness, should be revised is subsection. 
(5) in o~er to recognize the national interest in maintaining stand-by defense 
facilities, even though these are not necessary to current or "immediately 
prospectiven production. 

XIII. EXCESS FACILITY COSTS - Section 15-204.2(1) 

Limiting the allowance ot excess facility costs to "current and 
immediately prospective purposes" is too restrictive and does not serve the Govern-· 

ment t s best interests. We feel that those facilities "reasonably necessary tor 
stand-by production purposes11 should be the·criteria. · 

XIV. INSURANCE AND INDEMN~ICATION - Section 15-204.2( 0 ~ 
. . . • 

Industr.y's objections to this paragraph are·tecbnical but vital. These 
are based upon the premises that (1) the portion of business interruption insurance 
which is Pisallowed cannot be avoided by co-ntractors as a ·nornial and legitimate 
business cost and should be allowed in full, (2) .actUal. losses. incurred ~hrough an 
·approved self-insurance program or .otherwise should be allowed Without being · 
contingent upon con~ractual 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. · · · 



ATTACHMENT - 7 

XV. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2( 0) 

Financing and refinancing costs are an inevitable part of the costs of 
doing business. These costs should not be shoved over entire~y against commercial 
business. Government should bear its fair share. 

Does anyone really believe that financing is not required to do business 
with the Government? 

·xvr. MAINTENANCE ~~ REPAIR COSTS - Section 15-204.2(t) 

Industry recommends an unqualified allowance of such costa, and hence, 
the deletion o£ subparagraphs (l)(i) and (ii). 

XVII. MATERIAL COSTS - Section l5-204.2( 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 tos __ 
recognize varying acceptable accounting practices. As to subsection (5), the· 
allowability ot 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 compone~f'~. 

XVIII. ORGANIZATION COSTS - Section 15-204.2(w) 

True costs of organization are an inescapable cost and should be 
allowable if amortized on a reasonable basis. Without them, the contractor would 
not exist·to. undertake contracts for the Government. 

XIX. PATENT COSTS - Section 15-204.2{z) 

.This section is unduly restrictive in its wording, and could be materially. 
improved by a joint drafting committee. The Government certainly should not, 
.directly or by implication, disallow the costs of obtaining and protecting patents 
to which it wants or claims license rights and, in addition, it should bear its 
allocable. share ot patent costs incurred by the· contractor. 

XX. PROFESSIONAL SERVICES COSTS - Section 15-204.2(ee) 

. . The success· of a suit against the Government 1 or of defending a suit brought 
by the Government, is proof of the contractor's inherent rights. The professional 
costs of defending these rights should, in all fairness and equity, be allowable. 

Technical corrections and changes are also desirable in the tests of 
reasonableness and allowability contained in subsections (1) and (2) of this 
section. 
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.· 
XXI. RECRUITING COSTS - Section 15-204.2(gg) 

·We would preter to see ~he s.ubj~ct ot "special benef'i ts or. emoluments" 
·dealt with af'fi~~ivel.y. As pre_sently written. t!le use ot "standard practices in 
the,. industryfl as ·a Cl"it.eria for allowanc~ Wo~c;l' be mOSt cu..££icult if .not impossible 

·. to admini~:ter :and ., 4etenni~e. The~efore. we r~eonunend changing the la~t sentence 
in this· paragraph ~- read: "Reasonable costs of. special benefits or emoluments. 
o.ttered to prospective employees are allowable." 

XXII. ROYALTIES - Section 15-204.2( j,1) 

This section needs material revisions and deletions·. The determination 
or the unentbrceaQilit7 9f a ~~ent (see subs,ect~9n (iii)), or of its invalidity 
(see s.~bsection. (ii)), ··are· judicial functiQns, which under no circumstanc~s should 
ever be left to the determina-tion of ~- contracting officer. 

. Royalty payments are usua~ based upon contractUal obligations freely 
negotiated at ar.ms leng~h. There is no reason why it is not. enough to subject 
them to ordiilary_ tests of reasonableness. 

XXIII• · SELLING COSTS - Section 15-204.2(kk) 
. . . . 

_The.· ph~osopey that selling and distribution expenses· are generally ··· 
unn_ecessaey in s·eeur~g Government bus~ness, . and hence are unallowable, taUs · · 
t~:- recogniz_e the ~ny indirect benefit~ ~he Government _gains from a contractOr' a~ · 
~ales' "distribut~on a·nd . sales ~ng~eering functions. ~he paragraph as written .. 
M?ul~ p~rmit an .a.ll.9cation of' o~ ·tho·se expen~es. which consist of 11techn1cal, 
consulting, demonstration and_ other _services·.;~ fo~ ·purposes of adaptation or the 

'. contractor-'e product to Government u~e •. Thts is an unwarranted limitation and 
· th~s category of' expense· sho~d be ful.l7 allowable, subject only to tests of 

reasonableness· ~nd allocability. . ... 

· XXIV. TAXES ~ Section 15-204. 2( oo) 

. . This section requires technical revisions to bring it into accord with 
· rec~nt court decisions, ·and to pemit a contracto~ ~- protect property against · 
~ lien enforcement, ~nd to protect its interests in. a timely manner when the 

· f10verninent fails to meet date deadlines. · 

txV. TRADE, BUSINESS A1'D PROFESSIONAL ACTIVITY COSTS - Section 15-204~2(pp) 

.. Here againl .exclusion~ by definition ·occur. One omits from &llowability 
-~mbership costs .in serVice organi~atio~e which in tact are -~equired to preserve 
l COrJx.>r&tion's status in its "plant c"oinmwp.ties •. The o_ther places overly narrow 

. !U&lific~tions (i.e.' ''dissemination of technical information or stimulation ot 
·'lroductionn) _upon m~eting and conference expens~ allowability. . . . 

{XVI. ADDITIONS NEEDED FOR TERMINATION SETI'LEMENTS 

Recognition should also be given in the Cost Principles .to the following. ··" 
~dditional tyPes of' costs·which are experienced by contractors under termination 
~laims: 

·.; 

Common claims of subcontractors 
Costs continuing after termination 
Initial·costs (including high sta~up costs) .v. • ·. 

Intere:}t on borrowings . . . · · · · 
Loss o:r usefUl. value of. special machinerY and equipnent . 
PreptratorY expenses ( 
-~~ala~e~~a~~enses .. 

' ' 
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- XXVII COST ELEMENTS MADE WHOLLY UNALLOWABlE l.fade Unallowabl 
by Present ASPf 

11!! Paragraph of Proposed Cost Principles Section XV 

- Bad debts (Sec. 15-204.2(b)) yes 
Stock options (Sec. 15-204.2(£)(5)) 
Historical contingencies (Sec. 15-204.2(g)(2)) yes 
Contributions and donations (Sec. 15-204.2(h)) yes 
Entertainment (Sec. 15-204.2(k))· yes 
Excess facility costs (Sec. 15-204.2(1)) 
Interest (Sec. 15-204.2(q)) yes 
Bond discounts (See. 15-204.2{q)) yes 
Costs of financing and refinancing (Sec. 15-204.2{q)) yes 
Legal and professional !ees paid 
- in preparation of prospectus (Sec. l5-204.2{q)) yes 
Costs of preparation and issuance 
·of stock rights (Sec. 15-204.2(q)) yes 

Losses on other contracts · (Sec. 15-204.2(s)) yes 
Organization costs (Sec. 15-204.2(w)) yes 
Reorganization costs (Sec. l5-204.2(w))- yes 
Costs of raising capital (Sec. 15-204.2(w)) yes 
Leg~, accounting and consulting 

services (of certain types) (SeQ. l5-204.2(ee)(3)) yes 
Federal income taxes (Sec. 15-204.2(oo)(l)(i)) yes 
Taxes in connection with financing, 

refinancing or refunding (Sec. 15-204.2(oo)(l)(ii)) yes . 
Special assessments_ (Sec. l5-204.2{oo)(l)(iv)) 
Taxes for which exemptions are 
· available etc. (Sec. 15-204.2(oo)(l)(iii)) 

Grants to educational or training institutions, including the donation ot 
facilities or other properties, scholarships or fellowships (Sec. 15-204.2(qq)(S)) 

losses from sales or exchanges ot 
capital assets (Sec. 15-204.2(ff)) 

Contingent fees for securing government orders 

XXVIII COST ElEMENTS MADE PARTIALLY ffiTALLOvlABLE 

Advertising Costs_ (See. l5-204.2(a)) 
(Sec. 15-_204.2( e)) Civil defense costs 

Depreciation on idle or excess 
facilities · (Sec. 15-204.2(!)(5)) 

Use charge in fully depreciated assets (Sec. 15-204.2(1){6)). 
Fines and penalties (Sec. 15-204.2(m)) 
Insurance on lives ot officers, 

partners or proprietors (Sec. l5-204.2(p)l(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{11)) 

yes 
yes 

yes 

yes 

yes 
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Made Unallowable 

. . by Present ASER~ 
Paragraph o£ Proposed Cost Principles Section XV ~ ~ Item -

Accruals for mass or abnormal 
severance~- See. l5-204.21mm)(2)(ii)) 

Commissions and bonuses Sec. 15-204.2 £~) 
rnrecovered true depreciation See. 15-204.2 i 4(ii) 
!nsurance See. 15-204.2 p 
Deferred maintenance _ See. 15-204.2(t)l(ii) 
~~terial costs'- credits Sec. 15-204.2(v)2) 

u " - writeups or 
writedowns (Sec. l5-204.2{v)3) 

Lease-back costs (Sec. l5-204.2(hh)(J)) 
Memberships (Sec. 15-204.2(pp)(l) 
Training and educational costs (Sec. 15-204.2(tlq)(l.,2&3) 

,. 
-XXIX: COST ELEMENTS FOR WHICH SPECIAL TESTS OR REVIEWS ARE REQUIRED 

Paragraph of 
Item - Proposed Cost Principles 

Bidding costs , (Sec. 15-204.2(c)) 
Compensation for personal services (Sec. l5-204.2(f)) 
Future contingencies (Sec. 1S-204.2(g)(3)} 
Emergency depreciation or 

amortization (Sec. 15-204.2(~)(4) 
Use charge on £~ depreciated 

assets (See, 15-204.2(1)(6)) 
Insurance · (Sec. 15-204.2(p)) 
Costs of materials transferred 

between plants or affilitates (Sec. 15-204.2(v)(S)) 
Overtime, extra-pay' shii't and 

Made 
Unallowable 
By Present 
ASPR Sec,XV 

yes 

Pre-contract costs _ Sec. 15•204.2 dd)) 
multi-shift premiums ~Sec. 15-204.2 y) 

Professional servicecosts Sec. 15-204.2 ee)(l) and (2)) 
Recruiting costs (Sec. 15-204.2 gg)) 
Rental costa (Sec. 15-204.2 hh)(l) and (2) 

- Research and·development costs(Sec. l5-204.2(ii)) yes 
Royalties · (Sec. 15-204.2(jj)) 
Selling costs (Sec. l5-204.2(kk)) 
Severanc~ p~ (Sec. l5-204.2(mm)) 
Unadjudieated taxes (Sec. l5-204.2(oo)(2)) 
Meeting or conference expense (See. 15-204.2(pp)(3)) 
Travel costs (Sec. 15-204.2(ss)(S)) 

yes 

yes 
yes 

yes· 

Special 
Consideration 
Required by 
ASPR Sec,XV 

yes 

yes 
yes 

yes 

yes 
yes 

yes 

. 

XXX ITEMS ON WHICH ADVANCE NEGOTIATION IS REQUIRED AS A REQUIREMENT OF COST ALLGIANCE 

Contingencies (Sec. 15-204.2(g)) . 
Insurance and indemnification 

(losses not covered by insurance - Sec. l5-204.2(p)(l)c) 
(Indemnification- Sec. 15-204.2(p)(2)) 

-.. :..,atent Costs (Sec. 15-204.2(z)) 
~rotessional service costs (See. 15-204.2(ee)(3)) 
Rental Costs {See. 15-204.2(hh)(3)) 

1\ 
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Mr. L. '1!. Mulit 
Director of Requirements 
Procurement and Distribution 
Office of Assistant Secretary of Defense 
(Supply and Logistics) 
W~ehington 25, D. C. 

Dear Mr. Muli t: 

FINAL LETTER as Mailed 
June 1, 1956 

During the mee~ing with 1ndustr7 representatives on. May 21, 1956, your 
office granted industry the opportunity to a~bmit further wr~tten recommendations 
and comments· concerning the most recent draft of the proposed. Revision to Part 2 
of Section r1 - Contract Coat Principles '!"' of the ASPR. Also, it was agreed that 
such recomn:1endat1ons and comments would be examined and evaluated prior to the 
publication of the Revision. 

The members of the Automobile Manufacturers Association believe that, in 
certain areas, the proposed Revision should be changed to further amplif,f or clarity 
specific provisions and also that. other provisions should be revised to make-them 
more acceptable to industry. The members of this Association have requested that I 
forward to you their comments and suggestions, which are as follows: . 

15-20Qt Scope · of Part 

. ·It .ls. strongly recommended that this paragraph be· expanded to incorporate 
· a statement to the effect that this Part· ( 2) is not applicable to fixed-price con
tracts including·those providing for price· redetermination. Until such time as 
this paragraph clearly so states 1 there wi·ll be Procurement. and Audit personnel· who 
will continu~·to use· it as a guide 1n connection with such contracting despite the 
Department of Defense Instruction to ·the contrary. Also, reference to Part 7 should 
be deleted until such Part has been issued. . 

.15-201~2 Factors.Affecting Allowability of Costs 

It is believed that the factors affecting allowabili ty of costs 1 as set 
fo~h in this paragraph should be used as a guide by Contracting Officers but that. 

·Audit Agencies should not be e.llowed to pass judgment on the tne of determination 
listed as 1 tem (1) and tbt such limitation should be cleerly stated. This can be 
accomplished by changing 1 tem ( 1) to read "reasonableness, as determined by the 
Contracting Officer". . · · 

. ·Many contracts contain express allowance ot certain costs.· Therefore, 
item (iv) should. not be restricted to limitations of costs but should be revised 

... to read. "807 limitations set forth 1n this Part 2 or any pertinent provisions 
otherwise included in the contract as to types or 8lJX)unts of cost 1 tems • " 
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- 15-203 .l GeneraJt'::··. 

It is sueseated. that the third sentence of Subparagraph (b) be revised 
to read "In order- to be acceptable, the method used in connection wtth Government 
contracts shall, ,insofar as possible, conform with generally accepted accounting 
practices, provide uniform! tyo of treatment for like cost allo~es, be applied 
consistentl71 and produce equitable results." It is not alWB7s practicable 
for Contractors to adhere strictlT to a method because of c1rcu=stancesJpecul1ar 
to a particular contract. 

15-204.2 (a) Advertising Costs 

All of the Contractor •s a.dvertisillg costs that are reasonabl7 allocable 
to the contract should be allowable. Theretore,it is recommended that this 
eubparsaraph be deleted and -that the principles of ASPR 8-4o2 b .(1) be sub-
stituted therefor. · 

15-204.2 (b) Bidding Coats 

There should be no question aa. to ·the acceptance of reasonable and . 
equitable biddiJ:ls cost•. The last sentence of this subparagraph should read ; 

;-

''Biddills costa will be accepted if' found, by the Contracting Officer, to be 
reasonable and equitable." 

15-204.2 (c) Civil Defense Costs 

Because ot the ever-chsnging situation with respect to civil defense acti
vities, Contractors could be forced into the pos1 tion of having to contribute 
substantiall7 to some local civil defense project and should not be precluded 
from recoverins such expense in contrac-t; pricing. Therefore, the last sentence 
ot this subparagraph should b.e deleted, Vi thout substitution. 

15-204.2 (d) Compensation for Personal Services 

The 14st sentence includins items (i) add (ii) should be deleted, without 
substitution. No limitation should be }:)laced either upon the employer contribution 
or upon the amount paid or accrued with respect to deferred compensation benefits. 
There are ~ead7 sufficient restraints 1n the area of reasonable costs. Also 1 

in the cas~ .. of· some: Contractors, the basic sal.a17 or wage is nominal in relation 
to the additional compensation benefits with the ~of the two being relative to 
the services rendered.. . Without such plan the Contractor may not be able to attract 
and retain perscmnel necessary for both Government and non-Government business. 

15-204.2 (e) Depreciation 

S~~~n (3)(11) should be deleted and the following. substituted 1n lieu 
thereof "after the end of the emergency period., shall be computed by distributing 
the remaining undepreciated portion of the cost of the emergenc7 f'ac111 t7, including 
SIJ:T amount of Ullrecovered "true depreciation." 1 over the balance ·of its useful l1fe0 
{but see (4) below.)" In instances where the facilities are utilizect·tn the per- . 
formance of' defense contracts during the post-emergency period, Contractors. 
should. be perm! tted to recover in the post-emergency period as an element of 
contract cost the original cost or the ·applicable portion thereof of the facilities 
less "true depreciation" actua.lly recovered during the emergenc7 period·. 
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15-204.2 (rJ·-Employee Morale, Health and Welfare Costs and Credits 

It is suggested that "recreation programs" be included in the examples 
set forth in the first sentence ot this subparagraph. 

15-204.2 (g) Food Service Costs and Credits 

The last two sentences of this subparagraph should be deleted and the 
following sentence substituted: ''Reasonable losses f"rom. operation of such 
services are allowable provided, however, that such losses are allocated to 
all act1 vi ties served." Reasonable losses should be allowable 1 as are other 
employ-ee :morale, health, end welfare costs, and should not be dependent upon 
the policy of the Contractor to operate the service at either a profit or 
a loss. 

15-204.2 (h) Fringe Benefit& 

The words. ''which constitutes, in effect, an implied agreement on the 
{;ontractor 'a part" should be deleted from the last sentence. 

15-204.2 (1J Insurance and Indemnification· 

Subparagraph ( 4) states that actual losses not ·reimbursed b7 insurance··. 
are unallowable unless expressly provided for in the contract • This is in--· 
equitable as Contractors should be entitled. to recover the portion of such 
losses that is equi tabl7 allocable to the. ·contract. It is _suggested that this 
Subparagraph ( 4) be rewritten to read as follows: "Actual losses not re
imbursed. by insurance (through an approved _self-insurance program or otherwise) 
are allowable. Such losses shall o·e allocated to individual contracts .on 
an equitable basts·. · 

15-204.2 (k) Maintenance and Repair Costs 

Subparagraph (2) should be deleted since it forces the Contractor to 
anticipate future abnormal condi tiona that "tfJ8.7 be encountered at the time of 
enterin6-1nto a contract. Furthermore, 1 t requires the Contractor to convince 
the Contractt.ng Officer that an abnormal condition will exist 1n the future. 
This could be the source ·of considerable misunderstanding and argument since 
opinion ~s an important role in maintenance and repair items. 

15-204.2 {m) ·Material Costs 

In subparagraph (6) the second reference to (i) and (11) should be 
changed as the7· are duplicated within the subparagraph. Also the second 
item. {i) should be changed to read: 

"the transferor •e sales price to its most favored customer for 
the same item in like quantity and under similar circumstances; or" 

~---------------------------------------------------------------------
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15-204.2 (p) Pension.Plans 

The first parasraph of Subparagraph (3) (iii} should be deleted and 
the f'ollowtns inserted: "in eases where the Internal Revenue Service w1 th-
draws approval of' a plan, amounts allocated to contract costs subsequent to 
withdrawal of' the approval will become unallowable, if' they -". Contract 
costs allowable under Internal Revenue Servtce approvals should not be dis
allowed retroact1 vel7 but onl7 from the date ~he approval 1 s wt thdrawn. ' 

15-204.2 (r)' Professional Service Costs--Legal, Accounting, ED81neerfng and Other 

The cost of successful defense of anti-trust suits, and the successful 
prosecution of' claims against the Government should be allowable under the · 
provisions ot Subpar~aph (3) and should be. so stated. 

15-204.2 ( t) Rental Costs (Including Sale· and Leaseback of Facilities)· 

The restriction, set forth in Subparagraph (3), on amounts of 
allowable rent for facilities covered by sale and leaseback agreements 
ia not · equ1 table. M8I17 contractors would be tmable to finance the facilities 
required and, even if the7 could borrow the neoess817 funds, interest on the·· 
loan would not be allowed as a cost • However, in order 1D guard against 
abuses, the allowable rental on facilities covered by sale and leaseback 
agreements should be based on the same factOrs as those 1n Subparagraph ( 1) 
for rental co_ata of land, buildings 1 and equipnent and other personal property~ 

15-204 .2 ( u) Research and Development Costs 

Allovab1l1ty of costs for either general or related research work 
should not be 11m1 ted to either thoase coats "spec1f1call.y provided 1n the 
contract" (Subpe.raeraph (2)) "or are related to the eontrac·t product line" 
(Subparagraph (3)) but should be a.J..lowable if equitably allocated to all 
work of the Contractor. As this· s-ubparagraph is now written it could impose 
a hardship upon a .large Contractor whose research actiVities encompass both 
"general" end "related" research :-rna comr:zxm. department or division. In 
such case's, it would. be 1mpractic:al to segl-egate the "related" costs :from 
the total , costS. · _ 

:' • J 

Sub~phs· (2} and (3) ·provide that tb! Contractor disclose to 
the Government the purposes and :results of its research and development 
work, f'or the cost of such work to be allowable 1n contract pricing. This 
condition is unacceptable and should be deleted, without substitution.· 
This condition could require the disclosure of information of the typ! which 
the Contractor desires to protec.t from use by competitors in 1ndustl7' and . 
which he would so protect 1n tb:! .course of his regular business as one of his 
most valuable assets. 

Subparagraph (5) should be deleted, without substitution. 
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15-204 .2 ( w)·· Severance Pay 

The second sentence of Subparaeraph (1) should be reworded to 
read "Costs ot severance pay are allowable, in ·each case, if it is paid 
as the result of (i) legal requirements, (ii) employer-employee agreements, 
(iii) established policy of the Contractor, or (iv) the circumstances of 
the particular. employment." 

The entire first sentence of subparagraph (2){i1) should be deleted 
and the following substituted:. "abnormal or. mass severance payments actuallY' 
made upon cessation of work when there is no reasonable prospect of con
tinuing employment on other work of the Contractor is allowable. The amotmt 
allowable shall be determined b7 assigning the total cost of actual mass · 
severance payments to the applicable contracts existing at time of severance." 
Unless this change is made, the proVision is most 1nequ1 table to Contractors 
as recove17 cannot be made for am:>tmts allocated to contracts completed 
prior to the date the mass severance cost~ are incurred. 

15-204.3 (c) Contributions and Donation& 

It is 1nequ1 table to disallow contributions and donations which are 
a normal cost of· doiilg business and whiCh, as good citizens of a community-~.·· 

· Contractors are required to make. This suo paragraph should be revised to 
allow such expenses, when the Contracting Officer determines them to be 
reasonable. 

15-204.3 (e) Excess Facility C~sts 

This. subparagraph should be rewritten to read "u-nless otherwise pro. 
vided for in ~he contract, these costs are unallowable." 

15-204.3 (g) Interest and Other Financial Costs 

Interest and other financial costs are good costs and should be 
allowable in contract iJricing. Also 1 interest on borrowings is subject to 
conside~$t1on in the settlement of termination claims as set forth in 
ASPR 1 8-402 b.(l4) and should likewise be allowed as cost in connection 
with cos~-type contracting. 

15-204.3 \(k}· Profits and Losses on Disposition of Plant, Equi~t or 
Other Capita! Assets 

This subparagraph is contrary to the provisions of ASPB 8-402 b .(16) 
which ·allows the recovery of such items. It is recommended that the ap
plicable provisions of ASPR Section VIII be subst1 tuted for the presently 
proposed language. 

15-204.3 (1) Reconversion Costs 

There is no reason for the disallowance of ~ reconversion costs 
as. the7 are defined in tltis subparagraph. 
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In Sl.1DlUlal7 1 it is strong~ recommended that industry's views as 
brought out 1n the M&7 21st meetiDB .and as supplemented by additional 
written comments 1 such as those contained herein, be incorporated 1~ the 
Revision prior to publication. 

The m.embere of our Association sincerelY' appreciate the opportunity .. 
to submit their comments on the prolX)sed Revision and hope that their 
views prove to be of assistance to you. 

Very truly yours, 

/s/ William J. Cronin. 
MaDaBiDB Director 

~: 





OASD(S&L) 
RADio-ELECTRONics-TELEVISION MANuFACTURERs AssQnRAIDro}fg 

. Act Inf8. 

SUITE 800 WYATT BUILDING /f0~~ ~~ 
lf.~.l:J ---

'\~ 777-14'!.!:' STREET, N. w. I ,_ 

f(~EfMp,(.~!fl WAS H I N G TON 5, D. C . 

Rear Admiral. L. H. Thomas, SC, USN 
Staf'f Director . . 

?. --- ----
NATION~a:;;02 

3---- --- ----

May 31•-~9-5'&-- ----· 

5---- --- ----

Purchasing & Contracting Policies Division 
Office of the Ass't. Secy. of Defense (Supply & Logistics) 
Department of Defense 
Washington 2,, D. c. 
Dear Admiral Thomasa 

On behalf of.RET.MA I wish to express appreciation for· the 
opportunity of attending the May 21 meeting at the Pentagon to 
discuss the proposed revision of ASPR Seetion XV, Part 2·. This . 
letter also serves to reply to the informal invitation extended 
at the meeting to. submit comments. 

• The Accounting and Cost Principles Task Committee· of this 
Association gave full consideration to the revision proposed a 
year ago; comments and recommendations thereon were submitted on 
June 20, 195''· We were pleased to note that the current revision 
indicates your adoption or same of the recommendations advanced . 
by this and other industry associations·. However, many other 
important recommendations were not accepted. The position of our 
Association with respect to these is unchanged. 

~~ We have reviewed the new proposal but feel the need to 
l protest·that the time allotted is unreasonably short in view of 

• 

_ . the impact .. that it may have on Indus'try. The approach of this 
~. Part 2 is that. ot an· audit;panual as: distinct from an Oll:tline of 

accounting and cost prfriciples. This can give rise to serious 
problems 1n contract negotiation and in the recovery of true costs 
since ASPR Section XV, Part 2, is made a_part or cost-reimbursement 
type contra~ts. Contractors• accounting systems are based on the 
needs or their businesses and have been evolved under competitive 
conditions. Many or them have been approved by the Departments 
with Which they do business. . . 

~iewed generally, the new dratt does ~e followings 

(1) It singles out numerous items as ~allowable 
where the·;:Regulation was formerly silE!p.t.-·--,.....Tfiis bars 
both the Government and industryl"r-our judging the 
allowability of items on the basis of reasonablenes·s 
and allocahUity of the contract. 

'-· .. 
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(2) In fifteen instances specific provisions are 
required in the eantract or the item is unallowable. 
Because·· ot the negative phrasingi contracting officers 
presumably will have to separate y justify the inclusion 
1n contracts of each and every one of these items. 

(3) In numerous instances the· proposal prescribe~ 
the accounting procedures to be followed. These could 
be at variance with existing procedures of the contractor 
based on the needs ot his business. 

(~) It classifies as unallowable items recognized 
as costs under sound accounting practices· and the 
present policies ot the Services. 

The adoption .of your proposal will present contractors with 
the serious problem of performing. contracts negotiated be e 
the revision ·under the cost principles of the exist art 2, 

~- and· performing contracts negotiated thereafte accordance.-
with the proposed new requirements. This w1 result in 
confusion, administrative difficulties and serious harm to the. 
eontraetor.· · The···confusion and difficulties will be compounded 
1r, as· we understand, the proposed Part 2 is soon to be replaced 

. by yet another revision. · . . -

·We understand that the paragr~s on General. Research, 
cJ Contributions and Donations,. and Profit Sharing Plans are still 
, ... tmder·consideration. These three categories. of costs vitally 

atteet (1). the growth of our industry and its ability to plaT 
an important part 1n the National Defense, and (ii) the ability 
ot indUstry to contribute its· share to the public welfare, and 
(iii) the·-abUity or industry to grow by vir-tue of being able 
to offer :lneentives to employees. Arbitrary- or ill-considered 
decisions ~in these areas could have harmful erreets completely 
out··or. proportion to any relatively small savings to the .. 
Governmen~ that· might be reflected in contraet costs. 

~ · (ll. With· respect to the fifteen items classed as unallowable 
. ~I' unless the contract spe~itically provides otherwise, we recommend 

· •that these be considered allowable subject to the test ot 
reasonableness and allocability. Where costs have been properly 
incurred, it seems unreasonable to expect that the contractor 
will be precluded from recovery either because he was unable to 
anticipate the incurrence, or overlooked the requirement for 
their inclusion, or, because or the situation prevailing at the 
time ot the negotiations, was unable to convince the contracting 
ottieer ot the need tor their inclusion. 
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The language emplozed seems to direct the contracting 
officer to· class these costs as unallowable and p1aces the 
burden of justifying the inclusion o~ special provisions on 
the contractor. This prejudices the contractor's position 
rro.m the outset, particularly where so many items are involved. 
Also, specific justification can depend upon circumstances that 
may not arise until long after the contract has been negotiated. 

As a·less desirable alternative to the above, we recommend 
as a minimam that these fifteen categories of cOSt! be accorded 
treatment patterned after the existing procedures now embodied 
in Part ' of Section XV of the Regulation, that is, state that 
these costs are allowable when circumstances warrant and 
indicate that they are to be so considered· at the time the 
contract is negotiated.· 

(2) The· new·proposal.disallows losses not reimbursed by 
irisurance throttgh an approved self-insurance program· or other- .. 

. wise, unless expressly provided for in the contract.- This is ·. 
one of the items discussed fran a general. point of view in (1) 
above. However, the importance of this topic warrants that it 
be given additional consideration. 

Insurance clauses tn contracts to a very considerable 
extent give the contracting officer the· right to limit the 
amount and kinds of insurance contractors carry and to direct 
them· to· carry insurance in specific amounts, etc. Under these 
circumstances, losses in excess of amounts covered by insurance 
or losses. for which no insurance was deemed necessary by the 
contractor or the contracting officer should be allowable. 

· (3) In connectio~with the subject of fully depreciated 
assets, .the recording/tHe contractor's book of accounts of 
accelerated amortization should not be considered as depreciation 
for the:.' purpose of determining whether an asset has. been fully 
depreciated. 

. . j 

(it-)· The. proposal with respect to pension plans does not 
tully recognize that contractors are committed to pension plans 
by virtue, or union contracts, employee agreements, etc. The · 
costs of such plans are a necessary and true cost or doing 
business. 

· ·Under the proposal the Government may at any. time in the 
future recover any credits or gains that may then be determinable 
as having arisen from abnormal employee terminations. No 
corresponding provision is made, however, where later results 
shov that the contractor under-recovered during the· period or 
contract performance. 

· Sp_eeifieally, we would recommend that pension plans approved · 
by the Internal Revenue Service should automatically be considered 
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acceptable by other Government agencies. In addition, approval 
of a contractor• s·· plan by the military Department having audit 
cognizance should be mandatory on other Departments. 

With respect to credits or gains arising from abnormal 
employee termination, no specific method sh~uld be prescribed. 
Instead, treatment should be based on whatever method is 
mutuallY ag~eed to be fair and reasonable ~ light of all 
circumstances. 

(~) . As an editorial comment, Paragraph l~-20~.2 (cc) seems 
to have overlooked a statement on the allowability of costs for 
travel incurred in relation to specific contracts which, _ . 
depending upon the contractor's system, might be recovered 
either as a di~ect charge or in overhead. 

(6) Paragraph 15-203.1 (c) sets an arbitrary maximum of 
one year as the length of the base period. This limit should be 
for guidance only. 

In conclusion, we hope you will find the above comments of 
value. We are confident that the basic policy of the Defense 
Department-with respect to the recovery of costs under cost
reimbursement contracts is to provide means and assurances for 
the contractor wholly to recover his legitimate costs. A policy 
which would provide for a.I?-ything short of this would, in effect, 
shift a portion of' the cost· of contract performance and result 
fn an ·unreasonable and inequitable burden being placed on the 
contractor. 

E~ E. McClaran, Chairman 
Aceounting and Cost · 
Principles Committee · 
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MEMORANDUM FOR The Assistant Secretary of the ·Army (Logistics) 
The Assistant Secretary of the Navy (Material) 
The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
Principles and Procedures, ASPR, Section XV, Part Z, as 
Revised by Revision No. 50 dated Z November 1959 

1. Purpose. The purpose of this memorandum is to establish uniform 
. procedures for the implementation of the Contract Cost Principles and 
Procedures, .ASPR,. Section XV, Part 2, as set forth in ASPR Revision No. 50, 
dated z November 1959, with respect to new and existing contracts with com.
·mercial organizations. Procedures with respect to new and existing contracts·~ 
with colleges and universities under the revised ASPR Section XV, Part 3, are: 
contained in my memorandum dated October 12, 1959 • 

z. Background. The Notes and Filing Instructions of ASPR Revision 50 
provide that the principles and procedures set forth in that Revision are manda
torUy effective. 1 July 1960, but that compliance therewith is authorized upon 
receipt of the Revision, and that existing cost-reim.bursement type contracts 
may be amended to include the revised prhl.ciplea, but only if the amendment 
will not be to the disadvantage of the Govermnent. 

3. ·Procedure. Set forth below are guidelines to be·: followed in im.plement
ing the revised cost principles •. 

(a) Existing Cost-Reimbursement TyPe Contracts •. 

·.- ·( 1) Total costs measured under; the revised cost principles and 
procedures applicable to cost-reimbursement type contracts may differ from 
total costs meaaured under the cost principies and procedures now incorporated 
in existing cost-reimbursement contracts. Furthermore, while it is probable 
that such. differences would not be substantial in most cases, an accurate appraisal 
of the differences in each case would, in most instances, require an unwarranted 
amount of time and effort on the part of both the Government and the contractor, 
particularly in connection with evaluating the cost impact on subcontracts and in 

•

. the case. of a particular concern when it is acting as a prime contractor and. also 
aa a aubcontractor to another prime contractor. 

.· ......... 



(Z) In view of the above circunistances, existing cost-reimburse-

t t Pe contracts shall be coated out as a general rule in accordance with the 
m~ y . 
Allowable Cost, Fixed· Fee, a~d ~aym.ent clause (AS.PR 7-203. 4) of the co~tract 

d the cost principles presently mcorporated therem by reference. For purposes a; sc'ertaining the cost -principles in effect upon the date of the contract, the 
:f!:ctive date of the revised cost principles s~ll be 1 July 1960 wil.ess the contract 
has been written or a.Inended to specificai+y incorporate the revised cost principles . 

. An existing cost-reim.bursement type contract may, however, be amended to 
rovide for the use of the revised cost principles when resolution o£ the adminis

irative problems above does not require an unwarranted amount of time and effort, 
where such action would not be to the disadvantage of the Government and where 
the contractor agrees to such amendment• The following factors. will be t~en into 
consideratioh in those limited situations where the amendment of existing cost
reimbursement type contracts is being considered: 

(i) .. anticipated increased or decreased costs, if any;.· 

(ii) ·achninistrative savings expected to be gained by 
c.osting cost-reimbursement prime contl"acts with 
a given contractor on the basis of one" set of cost 
principles; 

(iii) the effect on subcontl"acts .under the prime con
tract (see ASPR 15.-Z04(b)); 

(iv) absence or existence of specific. contractual pro
visions or other arrangements affecting th.e treat

. m_ent of certain costs, such .as those for r.esearch; 

(v) in consideration of (iv) above,· the appropriate use 
of advance understandings (ASPR 15-107) as for 
example, where it may not be appropriate to allow 
independent research costs under the revised cast 
principles in instances where such costs have not 
been allowed heretofore UD:der the existing contracts; 

(vi) · other advantages or disadvantages. to the Government. 

Contractors should be required to furnish.any data deemed necessary in .connection 
with the evaluation contemplated above •. The cognizant audit activity should be 
requested to provide an advisory report for use in determining the proper 
action to be tak.en. 

z 
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( 3) Where existing contracts are amended to incorporate the re
vised cost principles, such amendments should normally be made effective as of 
the date of the beginning of the contractor's fiscal year n~arest the date of the 

amendment. 

(b) New Cost-Reimbursement Type Contracts. 

( 1) In the case of contractors having existing cost-reimbursement 
type contracts all of which are bei~g casted under the old cost princ,iples, new 
contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year. 

(Z) In the case of contractors having existing cost-reimbursement 
type contracts with a particular Department or procuring activity, any of which are 
being casted under the rev~sed cost principles, any new contracts of such Depart
ment or procuring activity should provide from the beginning for the determina
tion of costs in accordance with the revised cost principles. 

(3) In the case of contractors having no existing cost-reimbursement 
type contracts, the new contracts shall provide from the beginning for the use of 
the revised cost principles • 

(c) Contract Clauses. The following clauses are examples· which may 
be used, as appropriate, in a~cordance with the guidance stated above. 

( 1) For use in amending old contracts and in· new contracts where 
it is desired to provide for a delayed effective date for the new principles. 

USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract 
entitled "Allowable Cost, Fixed Fee, and Payment" which 
reads "ffl:..) Part Z of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
contract; and" is hereby deleted anc;l the following sub
stituted therefor: "(A) Part 2 ~of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 
Revision 5.0 dated Z November 1959 until , and 
thereafter in accordance with Part Z of Section XV of the 
Armed Services Procurement Regulation as revised by 
Revision No. 50 dated Z November 1959; and"; . 

. . {Z) For use in new contracts entered into prior to 1 July 1960 in 
• which the new principles are to be used from inception. 

3 



USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of t~e clause of this contract entitled 
"Allowable Cost, Fixed Fee, and Payznent" which reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
effect on the date of this contract; and" is. hereby deleted and the 
following substituted therefor: "(A) Part 2 of Section XV of the 
Armed Services Procurement Regulation ~s revised by Revision 
No. 50 dated 2 November 1959; and"; 

(d) Existing Fixed-Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 
Part 6, in the administration of existing fixed-price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro
visions, understandings, or agreements established in the negotiation of the contract. 

(e) New Fixed-Price Type Contracts •. _Contracting officers will use the :.· .. 
revised cost principles as a guide in accordance with ASPR XV, Part 6, ·in the 
negotiation and administration of new fixed- price type contracts as soon as practicable,' 
but in· no event later than l.July 1960. 

(f) Terminated Contracts. In fixed-price type contracts, settlements 
r convenience termination shall be made in accordance with the termination for 

onvenience clause of the contract and the principles for consideration of costs set 
forth in or referred to in ASPR 8-302, as in effect on the date of the contract. ·For 
purposes of ascertaining the cost principles in effect upon the date of the contract; 
the effective date of the revised cost principles shall be 1 July 1960 unless the con
tract specifically incorporates the revised cost principles. Settlements of cost
reimbursement type contracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

(g) Cost-reimbursement Type Subcontracts. Any amendmm t of an 
existing prime. contract to incorporate ·the revised cost principles shall specifically 
cover the reimbursability of costs stemming from cost-reimbursement type sub
contracts thereWlder. If the amendment of the prime contract 4oes not expressly 
provide otherwise, the reimbursability of such c'6sts is automatically governed by 
the revised cost principles (see ASPR 15-204 (b)). If this result is not acceptable, 
the amendment to the prinle contract shall provide that, notwithstanding ASPR 
15-Z04(b), ·the reimbursability of such costs will not be affeeted--b-y--the-am:endment •. 

(h) Audit Services. In the conduct of audits and the submission of a\ldit 
reports, auditors will use the cost principles incorporated iD. the. contracts in the 

4 
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case of existing and new cost-reimbursement type con~racts. Auditors will use the 
revised cost principles immediately in the case of new fixed-price type contracts, 

·except where such use under an audit already in proc;ess would unduly delay the sub
mission of a report~ In.the ·case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would unduly delay the submission of a report or unless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles.· 

• 
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Is/ 
PERKINS McGUIRE 

Assistant Secretary of Defense 
(Supply and Logistics) 

·.· .. · 
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r:·· · .. .,t for publication until 
' -._ ~leas·ed by the House 

Appropriations Committee. 

STATE.MENT OF THE 
ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS) 

~EFORE T.HE 
SUBCOMMITTEE ON DEPARTMENT OF DEFENSE APPROPRIATIONS 

.OF THE 
~OMMITTEE ON APPROPRIATIONS, HOUSE OF REPRESENTATIVES 

Mr. Chairman and Members of the Committee: 

I appreciate this Committee's co~tinuea·rnterest in the supply and service 

: .. progratn3which are under the policy guidance of the Office of the As.sfstant Secretary 

of Defense (Supply and Logistics). 

We ,.,ho are associated with Ilefense logistics believe that significant advances 

have been made in Defense policl.es and management techniques. 

·This Committee has provided- appre·ciable assistance to us through encouraging 

prompt implementation of plans and programs. which we have presented from time to 

tin1e _-- parenthetically, I might add that some of our progress has also resulted 

from pointed and constructive criticism. 

Appearing with me today is· the Deputy Assistant Secretary of the Army 

(Logistics), Assistant Secretary of the Navy (Material), and Assistant Secretary of 

the Air Force (Materiel). They are also prepared to present a statement ·regarding 

the activities of their respective organizations. 



NATIONAL SECURITY INDUSTRIAL. ASSOCIATION 

Incorporated 

NATIONAL HEA~QUARn:Rs: /10? 19th Street, H. W. ·Washington 6, .lJ. C jllEpublic ?-?474 

,JOliX A. II ILL 
{'hairrllflll.lloflrd oi li·as/r·rw 

R. J.. MAXWELL 
Prr!.'>'tdrm.l 

~-B. ~icLEA~ 

.J. I\. RIC'IIAHDS 
.1.·:""""/it•r• /JirN:Ior 

February 7; 1956 

The Honorable Reuben B. Robertson, Jr~ 
Deputy Secretary of Defense 
The Pentagon 
Washington 25) D~ C~ 

Dear Mr~ Robertson: 

The National Security Industrial Association,· on June 20;.1 1955, submitted 
to the Department of Defense its comments on a proposed revision of Part 2 of 
Section.XV of the Armed Services Procurement Regulation dated March 23, 1955 in 

·which objection was expressed to the current and proposed policy of disallowing 
interest and other financial costs for military contract pricing purposes as proper 
costs of doing business..... That the disallowance of interest is inconsistent with 
generally accepted accounting principles and practices was fully discussed in an 
earlier report on this subject which was presented to the Honorable Charles E. Wilson 
in a letter dated September 3, 1954, a copy of which was attached to our comments on 
the revision of Section XV of ASPR. 

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

In order to ascertain the probable position of the General Accounting Office 
relative to the allowability of interest on borrowings, a meeting was held in 
August 1955 between representatives of the National Security Industrial Association 
and representatives of. the Comptroller Generalis Office, including·the Honorable 
Joseph E. Campbell, Comptroller General of the United States.. The representatives 
Qf GAO indicated that no ruling had been released by the Comptroller Generalts 
Office requiring the disallowance of interest on borrowings except in instances which 
have held invalid any _contract provision, not specifically authorized by statute) 
which had provided for. interest on delayed payments·by the Government~ 2 Compc 
Gen. 181 (1922); 5 Comp .... Gen .. 649 (1926); 22. Comp.,. Gen~ 772 (1926). Cf .. 27 Comp,. 
Gen~ 690 (1948)$ Interest referred to in these cases i~ completely distinct from 
interest en borrowings here involved. 

The GAO representatives indicatedthat, in the published rulings of the 
Comptroller General~ interest on borrowings as a cost had never been questioned; 
that the GAO, in carrying out its responsibilities in determining whether government 
contracts were properly negotiated and administered> was guided by contractual pro
visions and controlling regulations emanating from the Department o1Tefense; ana_:
tfiat they woun· not· oppose a r egulatfon which permitted reasonable types orinterest 
to be allowed as a cost in certain situations.. It was also stated tlaat the experience 
of the past ten years has indicated a real necessity for borrowings to finance 
government contracts and that there appears to be a proper place for the .allowance 
of interest on bor~owings in reasonable circumstances., (Permission was granted by 
Mr~ Campbell to refer.to this conversation~) 
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A brief summar,y of legal references, which seem to support interest 
allowability is also submitted for consideration. 

(a) The disallowance of interest on borrowings as a cost is 
inconsistent with the requirements of federal statutes 
applicable to contractors~ For instance, interest is 
accepted as an allowable cost-for tax purposes under 
Section 163 of the Internal Revenue Code of 1954~ 
·It is also recognized as a cost in Renegotiation under 
. Section 103(f) of the Renegotiation Act of 1951~ It should be 
noted that "~easonable interest, not in excess of 4%''is allowable 
as a cost under the Vinson-Trammell Act when paid on indebtedness, 
the proceeds of which are used to acquire additional equipment 
and facilities for defense production or working capital to operate 
such equipment and facilities. See I-.. T. 3400, 1940-2. C.-B~ 415 .. 

(b) Interest on borrowings is also recognized as a cost under . 
ASPR 8-402(b)(l4) in settling terminations of fixed price contracts 
and ASPR 8-512 authorizes its inclusion in settling the termination 
of a cost-type contract when not inconsistent with the reimbursement 
provisions of the part~ular contract. 

(c) Allowance of interest as a ·cost has been expressly authorized 
by statuteo The Judicial Code (28 u. S. Code Sec. 2516) pro
vides that "interest ona claim against the United States 
shall be allowed in a judgm~nt of the Court of Claims • • • 
under a contract expressly providing for payment thereof." 
Under prior legislation which is ess.entially identical 
(as codified in the 1948 Judicial Code), the Supreme court has 
construed such legislation as authorizing ~e payment of interest 
on sums due and owing by the United States under a contract 
expressly providing for such allowance'" See also United States v. 
Thayer-West Point Hotel Company, 329 u. s. 585, 590 (1947); 
United States v. Tillamooks, 341 u. S. 48, 49 (1951); Ramsy Ve 

United States, 101 F .. Supp .. 353, 356 (Ct .. Cls, 1951).9 cert .. den~ 
343 U. So 977 (1952). 

(d) The First War Powers Act permits the allowance of interest on 
borrowings as a cost without regard to the provisions of any 
other law even if any other law which might be existent caused 
doubtse See 40 Cps~ Atty~ Gen. 225 (1942). 

(e) Interest as a cost has been allowed by the Armed Services Board 
of Contract Appeals. In Hughes Aircraft Company (ASBCA No(' 1933) 
(1954) the Board allowed interest as a cos·t under ·a costc·type 
contract where ASPR Section XV was not incorporated by reference 
and therefore did not controlv In Hayward Wollen Co. 
(ASBCA No. 1580(1955), the Board allowed interest in an RFC loan 
as provided by contractual agreement. 'Where there was nothing 
specific with respect to the disallowance of interest as a cost 
in repricing a fixed price contract> the Board has considered ASPR 
Section XV to be inapplicable to deny such interest and interest. 
was disallowed only because there was nothing in the record "which 
would serve as a proper basis for the allowance of interest." 
See Edo Corpe, 5 CCF par(l 61, 243 (ASBCA No. 670) (1951)(' 
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Where specific departmental regulations~ other than ASPR 
Section XV, applicable to contracts have disallowed interest 
in repricing a fixed price contract, the Board has followed 
such provisions.· See Rainier Incorporated,. 5 CCF--par. 69, 519 
(ArmY BCA Non 1733) (1948); Swartzbaugh Mfg. Co. 6 CCF par~ 61, 
479 (ASBCA No3' 792) (1952}, motion·- for reconsideration denied, 
1953). However, in a very recent decision of the Wichita Engineering 
Company (ASBCA 2522) (December 1955), the Board in setting forth 
the current policy of the ArmY (as set forth in Arrrry Procurement 
Procedure paragraph 7-152, and in Department of Defense Instruction 
No. 4105.11 dated 23 November 1954·, which applies to the administration 
of all "Price Redetermination" articles} stated 11We find no prohibition 
against. the inclusion of interest as a cost for the purpose of pricing 
fixed-price contracts, including fixed-price contracts containing 
1 Price Redetermination' · article·s: in current regulations (Armed 
Services Procurement Regulation and Army Procurement Proceeding) and 
the Government has cited us to noneo Thus-:to the extent that the 

· decision -in Rainier was based upon policy as ret· forth in procurement 
re~tions, it can no longer be relied upon to· automatically exclude 
the allowance .of interest." At another point in·the decision the 
Board stated ''We see nothing in the above statement of policy that 
requires that interest be 'disallowed,' or permits it.to be ~ 
'disallowed' merely because it is interest~" · 

In view of the above supplem&ntary comments and our previous statement to 
Wilson, it is respectfully requested that consideration be given- to rede

the position of the Department of Defense in this regard to a.basis consistent 
that recognized .for tax purposes, for ·renegotiation of .. military contracts, for 

terminations of government contrac~s, and with g~nerally understood and accepted · 
accounting principles and practices. 

. It is recognized that the allocation of interest to part~cular contracts 
will pose certain accounting problema. This association will be. pleased to sen~ 
several members of the Accounting and Auditing Committee to meeting you or your 
staff care to hold in this regard~ 

' JKR:phw 
cc: The Uonorable W. J~ McNeil 

The Honorable Thomas p. Pike 

\ J. K, Richards 
Executive Director 

Enclosure: NSIA Accounting and Auditing- Cornriti t tee 
membership list. 
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on an individual contract basis; but this does not in itself give the Government the 
right to take these items out of the categor,y of negotiation and put them in an area 
of policy without giving industr.y the same right to negotiate that policy on an indus
tr.y basis. 

. . ~ Consequently, the-revision of the cost principles should be based upon a 
Ao~~ilateral approach to the problems. In order to accomplish this, ·it is our firm belief 
~}fy(~that a mutual~ acceptable and mora efficient policy and procedure will be attained by 0 

~} ~'permitting industr.r to participate in the discussion with the Department of Defense of 
t\t ~~he objectives of each disputed paragraph of the proposed regulation and by permitting 
~- \_ j industr,y_to re-present its views to final reviewing authori~ where differences remain 
~ unresolved. The National Security Industrial Association is prepared to render a~ 
'~ assistance in this respect. 0 

• 

c;~' . . . . 

' \ 

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

FLF/jtm 

Enclosures a 

Cordially, 

Frank L o Fuller 
Committee Executive 

Paul A. Reck 
Chairman 

/ for 

National Security Industrial Assn. 
Accounting and Auditing Committee. 

(1) Specific comment re DOD proposed draft dtd 20 Apr 56 
(2) Ltr to Reuben B Robertson re Interest.dtd 7 Feb 56 
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w ... C. Armstrong 
Finance Department 
Hughes Aircraft Corporation 
Culver City!· California 

J ~ E.·, Auchinoody 
Comptroller 
Simplex.Wire & Cable Company 
Cambridge, Massachusetts 

E. G .. Bellows 
The w. L'"" Maxson Corporation 
460 West 34th Street 
New York 1, New.York 

St· . E... Bostwick 
·Edo Corporation 
13-10 lllth Street 
College Point 56, New York 

Mo. A. Buege· 
Allis-Chalmers Mfg~ Company 
Box 512 
Milwaukee 1, Wisconsin 

E. W~ Clark 
Comptroller 
The DeLaval Steam Turbine. Company
Trenton 2 1_ New Jersey 

John R~ Clift 
Division Comptroller 

. Mechanical.·Di vis ion 
General Mills~ Inc~ · 
1620 Central Avenue 
Minneapo~, Minnesota 

·, 

H,~ H'i Corydon· . · 
United Aircraft Corporatio~ 
400 Main Street 
East Hartford 8, Connecticut 

c. L" Covington 
Texas Instruments, Inc .. 
6000 Lemmon Avenue 
Dallas, Texas 

J .. J~ Douglas 
Automatic Electric Company 
1033 w~ Van Buren Street 
Chicago 1) Illinois 

C. R .. Hoskins 
Chief Administrative 
Division.& Asst? Secretary 
Aircraft Armaments~ Inc~ 
Cockeys~ille, Maryland 

Larry Hourihan 
Ford Hotor Company 
3000 Schaefer Road 
Dearborn, Hichigan 

R... L.~ Hubbert 
We~tinghouse Electric 
Corporation 
3 Gateway Center 
p,. o. Box 2278 
Pittsburgh 20, Pa .. 

w.l T- take 
" Comptroller 

Curtiss-Wright Corporation 
Wood~Ridgei New Jersey 

W",\ E ... Uoyd 
Controller 
Engineer Products Division 
Radio Corp-~ of America 
Camden, New Jersey 

M .. E,. Houlton 
General Electric Company 
570 Lexington Avenue 
New Yorkj New York 

William U) Niss 
Bath Iron Works Corp. 
700 Washington Street 
Bath, Haine 

Carl G~ Pansegrau 
Federal Tel .. & Radio Corp.r. 
100 Kingsland Road 
Clifton, New Jersey 

P-~ A'P Reck 
Sperry Gyroscope Company 
Division of Sperry Rand Corp~ 
Great Neck,· tong Island 
New York 
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CONTRACT COST PRINCIPLES AND PROCEDURES 

15-000 Scope of Section.- This· Section contains general cost 

l ·~ 
t · principles and procedures tor the determination and allow&nce ot costs 

r, ' . 
~ll in connection with the negotiation and administration ot cost-reimbursement 

. ~ contracts, and contains ~elines tor the evill.uation .ot costs. in . .f ~ 
:~. \ ~ \ . . • ~ 1'\-.. 0~ 

J ~negotiated fixed-price type contr~cts and in contracts · t_erminated for the C. ,.# ( 
~. 

(' \ c.,t-'". , 
conveni~nce o£ the Government. . \ . 

L -. 

Pa~ 1 - Applicabilit7 in Oost-TJpe Supp17 and Research 
· - . Con~~acts with Orgiaizations other Than Educational 

Institutions \ . 

1~101 ScoP!. ot Part •. This Part ~ascribes the use ot co~ct. co.;• 

:::::e::d ~roced~::.s:t:o::.::z:t ~n: ::h:::~c:~::ti::~~ \UY!!1 
institutions under cost-reimbursement type c ntracts (including co~t-· ~...,.;;.-~~ 
reimbursement t7Pe subcontracts thereunder) . 1 to the extent, hereinafter· 

provided, ~ the termination ot such contracts. \the cODYea:l:euce of the 

.QG•euDII6ut. · .\ 

l$"-101.1 ·Prescribed Us.e. Part 2 is prescrib tor use: 

· : (i) . as ~ontractual basis, .by incorpol-~t . ~ by reterence in 

the contract, tor dete~tion ot retm ursable costs under_ 

cost-rehlbursement t;ype contracte (ASPR ~04) 1 including 

. cost.-rehlbursement t1Pe. subcontracts there,der 1 .and the 

cost-rehlbursement portion ot time-and-mate~. .• s. contracts 

(ASPR .3-405.1); . ·. \ 

' 
Cow I ot 25 copies. -
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-,. ~.,- ~t. 
· . 4-.. . · ,oJ of · 

AS the -basis ~or t~e ~ . an §ln!}~ egotiaW '"'overhead 

rate~ (ASPR. Section III. Part 7{, and 

~ the basis tor the dete~ion ot costs ~t terminated . . I. . , 
coat-reimbursement ttpe contracts ·in which th~ contractor 

elects to •wucher-outtt s costs (ASPR, Section VIII, 

Part 4), and. tor sett ent . ot such contracts by deter-

I 
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~ ~ !Ef1J:i1.~::f 
.. ·Pa%1; ·~ ~ _Pri~~ip~es ~d P:rocedur~s tor U~e in Cos\-TrPe 

. ·.· · .. : ·? -~~PP!f and R:~s~ar~h- .contracts ~4<2 1_ •• ~· 1 ',,_ .· _~ _ .-... 
· · ·With Commercial Organizations · ~,. .. ·.;. t • & • · · l l.,'!.t 

. 15-201 Basic. Conside~tions. 

15-201.1 Composition· ot Total Cost. The total cost of a contract 
. . . . 

is the sum ot· the allowable direct ·and· indirect costa allocable_. to the 

contract 1 incurred· or to be incurred,_ less &n7 allocable credits. In 

· ascertaining what consti tutea costa 1 8.D7 generall7 accepted method ot · ~. 

detemining or estimating costs that is equitable under ~he circ'tDDstancee 

ma7 be· used-, including standard costs properl.7 adjusted tor applicable 

. variances. 

15-201.2 Factors Attecting Allowabilitz ot Costs. Factors to be 

considered in determining the allovabil1t7 of individual items ot cost 

include~(i) reasonableness, (11) allocabilit7~· (iii) application ot those 
. . ... 

gene~l7 ~ccepted accounting principles and practices appropriate to the , 

partie~· circlllllst~Ces, f?;-r:) .· signif;L~ deviations tram. the. established~~ 
.·· · . > . r'.!l; llt/~VJflfiAt~ f' .J:.. . 

practice_a· ot the contractor Whic;tl/'-"'d •uJ:a'taa\~;17 increase _the co~tract. ~~ 

cos~s, ail~ &nT limitatio~s or exclusions set torth in this Part 21 or 1' 
otherwise included in the contract as to t1J)8S o~ amolmts ot cost items. 

15-201.3 Definition of Reasonableness. A cost is ~asonable it, 

, in its nature or amount, it does not exceed _that which would be incurred 

...... 
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by an or~nartly prudent person in the conduct of competitive business. The 

question ot ·the reasonal;>leness of sp~citic costs must be scrutinized with 

particular ca~ connection e companies or separate divisions thereot. 

which 9no~ubject to~tive restraints1 Mcann . +she pr epea&eP6Rc:e 

-of +;hell' bas:!::neee ie ri'bh ~1-le SouexznnoM. e.P eeeall&e of &UJ otltex xeason. 
\ . . 

What is reasonable depends upon a variet7 ot considerations and circumstances 

involving both the nature and amount of the cost in question. In determining 

the reasonableness ot a given cost, consideration shall be given to: 

(i) ': whether the cost is of a type generall7 recognized as . 

ordinary . and necessary for the conduct of the· contractor'~-. 
. ·._-

business JiJl the p~rtormance of the contract; . 

(ii) tne restraints or requirements imposed b7 such. factors as 

generall7 accepted. sound business practices, am • s length · 

bargaining, Fede~l and state laws and regulations, and 

contract t.erms and specifications; .a--
(iii) the action that a .prudent, business man would take in the 

circumstances, considering his responsibilities to the 

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

~;~n)Dient and ,ihe publlc. at large) il ti'D 

·netin~o~ AllOcabiUty.. A· cOst iS allocable it. it is 
. . 

assignable or chargeable to a particula~ cost ~bjective, such as a contract, 

product, product line, .process, or class of customer or activit7, in. 
. . . 

· - accordance with the relative benefits received or other equitable relationship. 

~~Jg~e19~Government co~tract it it~ · 

(i) is incurred specifically for the contract; 

4 

..... . 
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· {ii) · benefits both the contract and other work or both Government ,,, 

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

able proportion to the benefits received; or 

(iii) is necessar;r to the over-all operation of the business, 

8.lthough a direct relationship to &n7 particular cost· 

objective cannot be shown. 

15-201.5 Credits, The. applicable portion of &nT.aai•nl eP a~ieipa~ea 

income, rebate, allowance, and other credit relating to a.rry allowable- cost, 

received by or accruing to the contractor, shall be credited to the 

Government either as a cost reduction or b;y cash iei'und, as appropriate.: «J',;,ft0 
15-202 Direct Costs. . _ . · J-·,L t.~ f.;..c;. N&.._~""l..p-;t__tC .,..,...~· tf, 

--. (a) A direct cost is any cost Jdrcwteid OI to ee :!:nenzad '91 s-ly· . 
. -~ '10~ ·. . . . . (\ 

~.u enrt: ' £1\ !!,l a \SiRg~ cost obje.ctive.: OS.ssi£1oal.len of a ibwa e:..._.· 

.. }lirect costJ ~ot ~ ~ u5i;:;,q:;;.t:;:~ t: etd;:o~~ . 
'~~f)~ ~~ mat~rial or labor. Costs iJ:o~it& 'H4ao:jt:-'-T te~ tAe QeJWW 

~the contract.are direct costs o! the contract and are to be charged. 
. . I tL-i::t~ ~ ~ ~i:t-

~rectl1' thereto. Cost.s1i£iic77vz1~ ;;teiD .c other work oi' 

. . the contractor are direct costs of that work and are not to be charged to 
-; 

the ~ontract directl7 ·or indi_rectly. When items ordinari~ chargeable as 
; 

indir_e.ct.. cost_s are charged to Government work as dir~ct · cC!sts, the cost 
.. ,. .. 

ot like items applicable to other work of the contractor must be eliminated 
. ! • 

from indirect costs allocated to Government work. 

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

significant amount ~gn"C ze IIGLGif.aeewtb£u! p• · · ±• • • 1 t · 

~~ 11 *m•t•r: unless t.he contractor demonstrates th&t the application of ,f'\, 

i:'l .... . . . 
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items ot mino.r. amount m.&7 be distributed as indirect costs as provided in 

ASPR 15-203. (f: ·r ., rl-t• 
I 
'l ~ 

. l~-2Q3 lndirect Costsy . J : _ n ~- - • · .. ..;.. • ' ~· ..... / 
- ~~.J ~c;,~ ,., 

. . (~) An indirect cost is 9:Af' cost' iB&& aa IP ;e 'e•Jraa J·ed fer. . / 
~~~ (Jtr~ ~~..(.~ ~~ ... .or~~d;A ~~~ ~~__,__;f ~ Q. ·~ 

~e ~eaef~e~aaa oaa ~ee\ eaAacti•~.dMino~direct cost it~a ma7 

be-considered to be indirect coats tor reasons of practicality. Alter direct 

coats have been. determined and charged directl7 to the contract. or other· 
- ~ 

work as appropriate, indirect costs are those_remaining to be allocated 

· .. to the several classes ot work. 
. -
~· 

·-(b) Indirect costa s~ be ac~ulated b7 logical· cost grou~gs 

· ·- . with. due consideration ot the reasons tor inc~g the coats, wtd:c~ ar~ :!:Jl ... 
. . 

· ~c1i~ur.nll'"""44iliieMi\r~~llili~er~rt~e!IJ:•'I::t1:r:c::t:' J~e!!t::s::m~=:•=·al· ··~·J~'IZ!e!:zf":l:~Jviille ... · Each.. grouping _should. be. determined · 

so aa to permit distribution ot the ·grouping ·on the b~sis- of the. benefits . . 

ace~ to the several cost objecti~es. CoDIIlonl7, manufacturing. overhead~ 
. . . 

selling expenses, and general and adllinistrative expens_es are separatelJ'· · 

grouped• Similarl7, · the particular case rJJa:t require subdivisions. of. these 
. . . 

. group~S·J e.g., puilding OCCUp&DCT costs might'be separable ·troa those of 

· persozmel _a~stratioil within the manufacturing overhead·· graup.- The. 
\ . . ·. . . . . . ·; . . . . . ._ . . . . .. 

nUIIber.····ancl·.·.c:Oilposition of :the grou~gs ·should be governed 137. practical 

·· Considerati~s IU1d should be Such aS not toc9>~omplicat,.._th~ allocatiOn ·· • 

where aubatantiall.T the. same results . are achieved through less. precise·. 

methods. 
. . . . ' 

(c) Each cost grouping shall_ be distributed to the appropriate · 

cost objectives. This necessitates the selection ot a distribution base 

6 

~I 
.... ..... .. . 
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common" toi -~ coet object! ves to which the grouping is to be allocated • 
.. ..... _ 

The base· •hoUld be selected so as to permit allocation o! the grouping ; 

on the basis of the benefits accruing to _the several cost objectives • 

. This principl~~ t~~~~Jl].i~_ so-~gidly ~ 
complicat~e allocation where suostantia~7 the same results are achieved 

through less precise methods._ 

(d) The method or allocation ot indirect costs must-be based on 

the partic~r circumstances involved. The method shall be in accord With 

those generall7 accepted accounting.'prinoiples which are applicable in the 

· circum.atances~ The contractor• s establ!slled practices, it- in .accord wit~ 

. such e• 1111; su;l d accoum.ing principles; ~hall~able •. H~~r, 
. . 

. . . 

the methods used b7 the cont~ctor mq require re-examination ~en:-.· 
.(\ 

. . . I 

( i) arrr substantial difference occurs between the c~ patterns- . 
. . . 

ot work Under the contract anc1 other,·work ot the cont""ctor; 

or· 

(ii) &DT significant· change._ occurs in. the nature. ot the business, . 

· the extent ot subcontracting, tiXed asset improvement programs, 

the inventories, the TO~ume o! sales and production, manu--

- · .... 

. . . 

facturing·_ proce.sses, the, COntractor I 8 productS 1 or other 
. ~ 

rele~Dt circumeiances. 
,..---------~-- --··- -·· _ ., g,,, • , , c a e· , · ·-·-- --- · ·-- ··--- ---·- _._ __ _ 

duri (e) A base period tor allocation ot indirect costa ia the period 
· · during vhich such costa are incurred and acClDilUlated tor distribution to 

work vork performed in that period. lo~ the base period vill be the con-
. tractor's fiscal· 7ear1 however, use ot .a shorter period JJB.7 be appropriate/ 
sele· in case· of (1) contracts vboH _performance involws oD17 a Jlinor portion ot 

the tiscal 7ear; or .(11) vhere it is general practice in the industiT to 
sutt: use- a shorter period. In aq ewnt ·the base period or periods shall be ~~ 

so selected as to avoid inequities in the allocation ot coats. When the, 
contract is pertoraed owr u extended period ot time, as MDT such_ base -}N~ioc 
vlll be used as will be required to represent the period ot contract per-
formance. 

. ... 
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When the contract is performed over an 

15~204 Application of Principies and Standards. ·~ ·. 

15 294.1 6enezal. . · · ~.~ 
-~05 

()(a) Costs (including those discussed in ASPR 15~9·\ a 2) shall _.. 

be allowed 8s .. •P*h to the extent th&t they.are reasonable. (see ASPR 15~201.3), . 
I 

allocable (see ASPR 15-201.4), ·and determin~d to be allowable in view ot 

the other factors set forth. in ASPR 15-201.2. 

·The extent of allowabilit7. of the selecte 
-~~-. 

covered in AS 1;-.204.2 has been stated to appl7 bro 7 to lD&1'lT accoun~~ng. 
. . . . . . . 

contract situations.· 'l'hus, aa o 8.!17 ~~n contract·~- ~. 

the reasonableness nd allocabilit7 of certain 

those ~ose work is pred\,II.U,j~¥":~".z 

t prospective contractors, particularly 

or substantial.ly' with the GOvernment, 
. -· 

nt in advance of the incurrence · ot special . 
·. \ . 

or unuaual.>~c~sta in categ ·as wh re ..... rea$onableness or alloc.abilit)" are · · . . ,.·- . . . . . \ . ·. . . . ~so . . . . . . . . . . 
difficult. to determiJle. Such agree nt ma7~e initiated by' contracting 

·otficers.individually; or jointlT tor defense work of the.contractor, 

as ms.7 be appropri e. An7 such agr.eem should be incorporated in cost-

reimbursement typ contracts or made a pa · of the contract tile in the 

ad fixed-price type contrac should govern the cost 

8 

, .... 
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contract·. 

(iii) 

(v) 

(vi). 

(vii) 

(viii). 

\ 
use charge~ !d 

. (1)(6)); 

l . \ 

'•. 

I~ 
!nl;, epreciat~d assets (ASP .15-204.2 ~ 
I (\ 
rsonal services (ASPR 15-204.2 (t)); · 

deferred mainte c, costs. (ASPR 15-204.2 (t)(l)(ii));-, 

research and d elo~ent costs (ASPR 15-204.2 (1~)(6)); and·~·="'.'· 
. \ -· ~r+ s~lling and. stributib oats (ASPR 15-204.2·· (kk)(2)). O r 

"--:#: ..... ~. -·. . .r.- . 

. \.. . ' 
~· . Selected items ot cost are considered in ASPR 15-~84•~• -· ~ .· . - '. . . -r\-. .. ~ 

However, Asll&l5-20~d<?~s not cove~ evtl'T element o! cost and evel'T . st"~ 
sft.ua~ioa tllat. might arj..se in a partie$~ case. Failure to treat allT \'11 

it~ ot ~.~st..iil ASPR ~2~ is not intend'd to impl.T that it is either ·~ 
allowabl8 or unalloible. With res~ct tO aJ.l. items, whether or not ·. \; 1 
speciticall7 cove~, determination ot allowab~ty shall be based on the 

princi~es and st~dards set !orth in this Part; and, where appropriate, the . \ 

treatment ot tr or related selected items. /~ 

~~ 9 
. t-f~~ 

~I .... 
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. ,.,_ '.tj; s- L1~. 
15-;;lt£ ! :. · Sele~ted Costs. 

cost$of advertising media 

and eorolla17 administrative costs. Advertising media include magazin~s 
. ' . ' 

newspapers·, radio and television p~ograms, ·direct mail, t~·de papers, 

outdoor advertising, dealer cards and 'Window displays, conventions, exhibits, 
. . . -1t. f. L. K~~ . . 

tree goods an~ samples,· a:nd -e~tEes ~illei:ab~. ·. The following advertising 

·costs are allowable: 

( 1) ad!ertising in ~rade and te~hnica:L journals t· 
: :· ... '· .. 

provided such. advertising does·not of!er·specif~c· 

. · .. products or services for sa~.e·-bht· is-.placed in . .:· 

journals--which. are Tal.uabre !or the' dissemination 

ot technical information within the contractor• s 

indust7:7; 
. (3~) 

(ii) . help-want~d advertising, as· set: ·rorth in fgg) ·. 

below, when considered in conj'unction witb··a.n · 

· other·· foe~rtti tment cci~ts; 

~ (fl ~ ·. -, /Y~ .... J~ cost;& or participation in exhibits upon invitation 

, . /~tpi- . ~ . . . · .· ,I'M the Gove~nt; a.nd . . ·.. . 

~ : .. -~' . . . . 
.. 

( ~ v) advertising tor the exclusive purpose· ot dbtaining 

scarce· materi~s~ plant, or equipment, or disposing 
. . . -~. 

or scrap or· surplus materials in -·connection with 

the contract. 

{b)~ Except as· provided abov~, all other advertising costs are. 

unallowable~ . 

10 
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15-~I§JI. ·selected Costs. 

(1y6 Advertising Costs. . . . 
<}'-r\..e. Ct. .. ~ - . . . 

(lA.) ~ Advertising costs :laelttde the cost$of ·::a;·q,:vertising media 

and corolla17 administrative co_sts. Advertising media include ~agazines, 

newspapers, radio and television programs, direct mail, ·tn.de ·papers:; 

outdoor advertising, dealer cards and Window displ~ys~ conventions, exhibits, 

tree goods and samples, and 1f'~~sLi~~~ ab'ccre ~ The· following ·advertising 

costs are allowable: 

. ·r 

unallowable. 

(i) advertising in trade and tecim:rcal journ&is, 

provided such advertising does not offer specific 

products or services for sa~e--bUt is--- placed ill 
. . 

-joumals·wbich are valuabre for the dissemination' . 

of technical information within the contractor• s .:: 

industr,.; 
(3~) 

(ii) help-wanted advertising, as set ·rorth in 'f!g) 

below, when considered in conjunction with'.·all 
. . ' . 

other recruitment costs; 

10 
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estimated) arising from uncollectible customers' accounts and other claims, 

,.. .. . related collection ~-~~-~? and __ :~~.,·~ le~ C?OstS, are,.,~o_w.a~-~~ 
·d _gtl-~t:i.'JO''r Bidding Costs. Bidding costs are the costs ot preparing 

.. 
~-

bids or proposals on potential GoVernment ~d non-Government contracts or 

projects, including the develoj:ment of engineering data and cost data 

necessar)" to support the contractor• s bids or proposals. Bidding costs 

of the current accounting period of both successful and unBUccesstul bids 

and proposals normall.7 ~ be treated as indirect CO!JtS aad: aJ.locatH. 

C"rreutl.y to pJ 1 waiaess &~De COJltRse~er,. in which event DO bidding 

costa ot past accolinting periQds shall be allocable in the current period :_ 

to
1
the Government ·contrac~,r~wever,1 ~e contractor's est~blish~ractice 
~ to treat . bidding costs b7 some other • lla&daild methoct., ~ =~~ 
of::tba meth!M'="SM, the results obtained may be accepted ~ if tound to 

be reasonable an4 equitable. 

(4) J.4Y Bonding Costs. 

(4$..)-.a;y Bonding ~oats arise when the Government requires 

assur~~ce against financial loss _to itself or others b)" reason of the act 

or default ot the contractor. They arise also 1n instances where the 
. l . . . 

! . . 

co~ractor· requires similar assuranc_e.. Included are such . .bonds as. b~d, 

per.to_rmance·, paJment~ advance pa,ment, infringement, and fidelit7 bonds. 

(~) -{2Y Costs ot bonding required. pursua~t to the terms ·of 

the contract are allowable. 

(c)~~Jt Costs of bonding required b)" th~ contractor in the 

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

11 
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--
bonding is·in accordance with sound business practice and the rates and 

premi~s are·reasonahle under the circ~stances. 

~;>)·~~Civil Defense Costs .. 

(Gt ~ Civil defense costs are those incurred in planning for, 

and the protection of life and. property against, the possible effects ot 
. ' 

ene~ attack. Reasonable costs of civil defense measures (~cl~g costs 

in excess of' n~r.mal plant protection costs, first-aid.tra~ning and supplies, 

fire fighting training and equipnent, posting ot additional exit notices 

and directions, and other approved civil defense measures)· undertaken on the 

contractor• s premises pursuant to sugges-tions or requirements _or c~ vil 

defense authorities are allowable when allocated to all work ·or· the 

contractor. 
(t\.) 

(.b)~ Costs ot capital assets under (*above are allowable 

through depreciation in accordance with m below, 

--::fj.r. br ~ntribUtions to local. civil 'def'Einiie f'unds and_., . 
' A " '• ' 0 ~I e .t, ~ -r~ ,-t, ~-A-·It....fl..C·""",.,C·~._., 7 . :. i cl c :a t .. > . . 

Compensation tor Personal Services. 

,.· /' \ f_,;( (1). . 
~~~~ General.~ Compensation.tor personal-services includes. 

all r~eration paid currently or a~cru~d, in whateve~ torm and whether· 
. . . . . . 

paid immediatel7 or deferred, ·ro~ services rendered by employees to the 

contractor __ during the period of' contract· performance. It includes, but is 

not limited to, salaries, wages; directors• and executive committee members• 
. (.J .J t Lv. 'I) 1 r4 ~ $ ~ o c.'- \~o ,Jv' .$ '~ )J . · 

tees, bonuses~ Aincenti ve ~wards, employee stock options, _employe~ _ .. insurance, 

fringe benef'it!t a.nd contributions to ·p. ension, annu:i:tY', ~eek herizs' and 
. ~ ,.,_._~ l,L.--4!--{ .R ..... -~. ~~ . . X2.l ~ 

pia '& incentive compe~sation Mrr!l 8 · t *"'I''' 'i e•s. Except as otherwise " . 

12 
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(6J 
specific~-provided in this paragraph~, such costs are allowable to 

the extent that the total compensation or individual employees is reasonable 

tor the services-rendered apd.are not in exce~s ot those costs which are. 

allowable by the Internal Revenue Code and regulations thereunder • 
• 

(~)./• Compensa~ion is reasonable to the extent 

that the total amount paid or accrued is. commensurate with compensation 

paid under the contractor's established policy and contor.ms generally 

to c~pensation paid by other_contractors or the same size, in the same 

industr.y, or ;n the same geographic area, tor similar services• In the 

·administration of this p~ciple, _it. is recognized that not ever.r com

pensation case need be subjected-in detail to·the above.t~sts. Such tests· 

need be applied onlT. to those cases in which a general review reveals· 

amo~ts or types or compensation ·which appear unreasonable or otherwise·· 

out or line. However, certain condi tiona give rise to the need tor 

special· consideration and possible limitation as to. allowability tor 

contract cost purposes where amounts appear· excessive. Among such conditions 

are the following: 
_,.: · (i). Compensation paid to owners .or 

close~ held corporat~ons, p~ners, so~e prop~etors, or members or the 

immediate:_familles ·thereof, or· to. pe;rson~ _who ·are co~ractually committed 

to acquire.~ substantial financial interest in the contractor's enterprise. 

Determination should be made that ·sue~ compensation is reasonable tor the 
. ' ' 

actual personal services rendered rather than a distribu~ion or profits. 

(ii) Any- change in a contractor's 
' ' ' 

compensation policy resulting in· a substantial increase in the contractor's 

13 
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level o! c0111pensat1on, particularly when it was concurrent with an increase 

. ' 
in. the ratio of Government contracts to other business, or allY' change in 

the· treatment of allowabilit7 of specific ty-pes ~t compensation du~ to 

changes in Government policy. 

(iii) The·contractor•s business is such 

that his compensation levels are not subject to the restraints normal17 

.occurring in" the c.onduct ot competitive business • 

(3) t· . Compensation for services rendered paid 

·to partners and sole proprietors in lieu of salaey will be_ allowed to 

the extent that it· is reasonable and does not constitute a distribution 

of profits. 

. . · . (""') $• . In _addition to the genera_ 1 requirem,:ts· · 
(I) (~) . . . . . . . •. . 

set f'orth i~ through. above, certa: t&r of' co~tiOD are subject 

to. further requirements as specified through below. · 

· (ij·:~ Salaries and Wages. Salaries a.J;1d wages ·tor current .· 

· services_ include gross canpensation paid· to employees in .the- form· ot cash~ . 

pr~ducts, or services, and are· allowable subject to the .qualifications ot 
("2.5) .. . h • 

~)-below. · · 

· 1 ·(c.) ~'f Cash Bonuses and Incentive Compensation •. Incentive.· 
. ! 

compenSation tor·management employees, cash bo~uaes, suggestion awalacis, 
... · .· . . . . 

satet7 awarcta, arid. _incentive compensation based on production, cost 
. . 

reduction, or efficient performance, are allowable to the ~ent that the ~ 

over-all comp~nsation is determined to be reasonable. and. such costs are 

paid or accrued purBUant to an agreement entered into in good faith between 

the contractor and the employees before the services were rendered, or 

14 
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pursuant t~ ·. ~Ji:: established plan followed b7 the contractor so consistently 

as to impl.T, in effect, an agreement to make such pa.ymen~ •. (But see ASPR 1 ~- \O/ .. '\ 
... . . 

~.l:Ellh) Bonuses, awards and incentive comllE'nsa~~on when a.cy of them 

are deferred are allowable to the extent provided in m below. 

Cd} --~ Bonuses_ and Incentive Compensation Paid in Stock. Costs 
' . 

ot bonuses.and incentive compensation paid in the stock of the contractor 
. . ~) 

or of an affiliate are allowable to the extent set forth in~bove 
. . . . ~) 

(including ~he incorporation of the principles of paragraph ~below for 

deterred bonuses and incentive compensation), subject to the following 

additional reqUirements&·: 

· (i)" valuation placed on the stock transferred shall. 

be the fair market value at the time ot transfer,. 

deter.mined upon the most objective basis available; ·~ 

and 

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

issuan-ce ot such stock to the employees shall ---· 
be subject to adjustment according to the possibilities 

; ,~1 that the employees will not receive such stock and 

their interest in the accruals will be forteite4. 

Such ccist~ otherwise allt$')b{:3)are SUbject to adjustme~1 ~7ording to the 

principles~ set f.orth in Ee) e.- below. (But see ASPR 15-284.l('e).) 
. ..... . ' - . . 

(e\~ Stock Options. ·The cost of options to employees to 

purchase-stock of the contractor or ot an aftiliate.is unallowable. 

(f}.~ Deferred Compensation/'~. As used herein, .deferred 

·compensation. includes all remuneration, in whatever for.m, for which the .~ 

15 
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emplo:re~ is not paid until after the lapse ot a stated period of years or 
. . ' 

the occurrence of othe~ events as provided in the plans, except that it· 

does not include normal end of accounting period accrUe.ls. It includes 

· (1) contributions-to pension,· annuit:r, stock_ bonus, and profit_ sharing 

plan~, (ii) contributions to disabillt:r, ~thdrawal, insurance, survivorship, 

and similar benefit plans, a~d (iii) other deferred canpensation, whether 

paid in cash or in stock.· 

(~ *• · Deferred compensation is allowable to 

the extent t~t (i) except for past service pension costs it is for 

services rendered during the contract· period; (11) it is, together with.~-

. all other compensation paid to the · emplo:ree, reasonabl~ in amount; 

. (iii). it ·is paid_pursuant_to an agreement entered into in good faith 

between the contractor and emplo:rees before the servicea are· rendered, or 

·pursuant to an established plan followed b7 the contractor so consistentl.T 

as to imPlT, in effect, ail agreement· to· make such Payments; and ( i v) for· 

a . plan· which is subject to approval by the Internal Revenue Service; it 

falls within the criteria and. standards ot. the Internal Revenue Code and 
I ol 

the ~-~gul.ations ot the Internal Revenue Service. (But see ASPR 15-2B4.l(bh) 

(3) •· · . !n ~etel'lllining the cost of deferred 

compensation allowable under the· contract;, appropriate adjustments shall 

be made tor credits or g&ina arising_ out of both normal and abnormal 

emplo,-ee turnover, or &Jl1' other contingencies that can result in a 

forfeiture b7 emplo:rees of' such deterred compensation. Adjustments shall· 

be made onl)" tor forfeitures which directl.T or indirectly' inure to the 

benefit or the contractor; forfeitures which inure to the benefit or 

16 
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other employees covered by a deferred compensation plan with no reduction 

in the contractor's costs· will not normal.l.3' give rise to adjustment in 

contract costs. Adjustments tor normal employee turnover shall be based . 

on the cont.ractor• s experience and on foreseeable prospects, and shall 

be reflected in the amount ot cost currentl7 allowable. Such adjustments 

will be unnecessar,y to the extent that the contractor can demonstrate 

that its contributions take into account normal forfeitures. Adjustments 

tor possible future abnormal forfeitures shall be. effected according to 

the following rules: 

~· 

,_. . 

tores(!eable and which can be c~ntlT 

evaluated with-reasonable accurac1', 
~ 

b7 actuarial or other sound computat: ' 

shall be renected b7 an adjustment of 

CU1Tent costs otherwise allowable; and 

(ii) abnormal forfeitures, not. within (i) 

above, may be made the subject ot agree

ment between the Government arid the 

eontractor either· as to an equitable 

such adjus~ent, 

( 4) J• In determ1 ning whether deterred compensation . 

is ·tor services rendered during the contract period o~ i~ for future services, 

consideration shall be given to conditions imposed upon eventual. payment, 

such as, requirements or continued employment, ·consultation after retirement, ~ 

and covenants not to compete. 

17 
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(ts-) 
Fringe Benefits. See -~ 

(2 ·;.4) 
Overtime, Extra-Pay Shift and Multi-shift Premiums. · See~ 
. . . . . N~ 
Training and Education Expenses. See {~~~ 
· · .• r (16) 
Insurance and Indemnification. See·~ . . ..... 

• 

.... 
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(I}~ Contip.Sencies. 

(o .. ~. A COI).tingenc:r is :a possihle :rut~ event or.·eondition arising 

·from pres~· known. .or unknown causes~ ; the: outcome of: Wich is indeterminable · 

at a pres~t ti:me. 

:i~ ~ ~/In. ·hist .. ~ Q ar c:s.t~~ ~::/c:Qst\g / rel~Et-]2_~~~ 
~~ cont~enei~~are IlOt \m,wable. ..; . 

. . 

• 

(t. }taf ~ .cozmection .with ·eetimates ~f ·fut\1+~ costs,. contingencies 
i 

fall into two eategpries: 

.... : 

(1) . tllose which. JJJBt¥. ·arise f'roJll pre~entq.la:io~. ~d existing -· 
. . 

.conditions~ the e:ff'ects·: of' which .. ·are foreseeable· vi.thin 

reasonabl.e llmi.tf$. of $Ccuracr.l . .L&,. ·anticipated ·.eqsts 

. of' reJects. and defective-· ~k; in· such sit.uat~s .. where 

. they exist,. contingen~ies of'. this. categor:r. are to be

included..in the ·est~tea of future: cost SQ .. as: to .. P,ro

yide the·.belft .estilqate of ;perf'qrmance ·costs,. SAd 

·(ii) thoaJe llhich may~~-- frOm .presently kn9wn·,or unknown' 

~ eonditj_ons, the. ·:effe~t· ot. ·which cannot be ~asured so.· 

. p~eci.s~. as .to. provide. equ:itabl.e result$ to the .eon- . 

· · tractor and to . the llovez;:mxent ;. :.e.g.,. results of' pending 
• 0 .---.., • • •• 

litigation, .8.11d. other ·gen~al business risks. Contin• 

gencies ·ot.this categor;y a,n,· to be ~uded from cost 

.:estilD.a~es Ullder .-the sev:eral items of cost, 'but should 

be- disclosed .. separately 1 incl.udipg ~he basis upon llhich 

the ·contiiigency is computed in-/order to :racili~ate the 

· negOtiation o(1~ate {~}ual coverage (see, 

for·exampl.e,j;lf,- ~r;· aiid ~below).· . 

19 
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C I}~ Cont1ngencies. 

(1) .. )1iJit .. A cont~ency is :a possibl.e futUr~ event or.·condition arising 

from presently· known. .or unkzlown caus~s, ; the .. outcome ·of which is indeterminable 
• •• • 0 

at a pr~sent t~ · 
I . . 

a rJ cf ~!Il ..,.~._ .. J-~ . 

~~~r~ ce, c 

(b-j.(2.)- . In historical co stillg> cODtiDge.Dcies are not nol'lll8l.l7 

present since such costillg. deals with co t hi h 
. 8 8 w c have been 

• 

Cc}{a} ~ · 
fall into .t~- ea4 .. . I 

(~ 

illeurreci and ~ecorded on. the contractor' s books. Accoi:dillgl7, I 
contingooies are general17 unallowable tor historical costing 

purposes. Howewr 1D t:U'n!a- . · · · · . 

. . . . ' --. oases' a a. for exapla ~ tarm:l.Dations' .. 

contillge.aq tac:tor mq be recogDiud vbich is applicable to a pe.si 

. period to give recognition to lliDor UD~ttlad ta~ors ill the 

iDter_est of eXpeditious settlement. 

included in the · estimateQ of :fUture: -cost . sQ as to. p.ro-. 

yid~ the·.be~ :estime.te- of perto:rmailce ·costs1 .. and 

· · · (11} ~~e- which ms::r: -~~-- frOm .presently _known -or unknown 

-~· 
cond1ti9ns,. t~e··eff~t of ·which c~ot be· measured so. 

.pJ:ecis~. as .to. provide. equit~ble results to the .con-

. -tractor and to the ·aav~t;·.-.e.i_:-, :results ot .. :pending 

. lltigstio~~ :.&rut. other ·gen~al business_ risks. Contin-
. . 

gencies ·of.·. this ca-f?egory are to be excluded from cpst 

.:estima~es UXlder ·the sev.~ral- items o-f cost, 'but Sbould 

b.e· disclosed. separately 1 including _the ·basis upon which 

the_ contiligency is computed in-·order. to fa.cilitat~ the 

negotiation of a~riate contractual. coverage (see, 
(I~_) ('l..o) . (3q) _ . . 

for-~le,)31~- ~r;: aud ~1 below)o 
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.. ~lil( . Contributions . and Donations. Contributions and dOnations are 

una.il.owable. 

(~)~.D~preciation. 

(c'-)~~. Depreciation i~ a. char~ to current_ operations. which ~stributes 

the cost of a'.ta.ngible capital ass~t, less. estimated. residual .. value, over ·the 

estimated . Useful lif'e of the asset in. a. systematic and. ·]:()gical. manner o It· does 

not inva1ve a process of valuation. Usef'ul. life has reference-to. the prospec

. tive period. of ·economic usetuln~ss in. the· particular contractor·• s ope:x-ations 

·as distinguished. ~m peysical lifeo 

(-ft.)-~ . Normal.. deprecia.tio;a -~n a- contrac:tor! s plant 1 .. equiprJ.ent, an~ .other 

capital facilities is an allow.b.l;.~ -element of contract cost; provided. that . .-the, 

amount . thereof iB computed: 

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

Federal income tax purposes (see Section 167 ot the Interr:1al 

Revenue Code ot 1954)s or 

(11) in the case .of nonprofit or tax-exempt orga.nizations, upon. 

a property cost basis .which could have:.been used.. by .. the 

.... (111) 

. ' 
contractor _·ror·F~eral income tax pur.po.ses, ha.d such 

. orga.ni~at~ons .peen. subject .. to· the ·payment_ of income t·ax; 

and in. .. eithE!r ·case· 
. . 

by- the. consistent ·application to the. assets.· .concerned.·.ot 

·a.ey-. general.l.y ,acc·epted a~counting,method, .and .. subJect. to 
. . . . . . . . . ..Y·'tt\~ 

. the limitations of ·the Intemal Revenue Code of 1954, ~ ,o,.~ 

· . including --

(A) the straight line method; 

(B) the decl~~g balance method, .using. a_ rate not 

2(J 

" .... 

~- :' .-1 (1_.- t.{ 
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exc~g twice the. rate which .would have been 

·used had.the aimual allowaru::e been computed under 

·the method. described ~: (A)-._,-abpve; 

(c) the sum\ of the years-digits. method; and 

.(n) ~ other · ~onsisten.t meth.Qd. productive ,of: an .am:tu.al 

a.llowanc~ which, ~.added to all allowances f'or 

. 

. the period. commencing. with the us~. of the property 

and.inC1ua.ing the-current year~ ~a not, during:the 

first ·two-thirds of the useful. life · of the :property, 

exce¢. ·-t?he: tc)'tal .. of·.·such a.llp~ces .which ·llQU.ld :have 

been us·ed .. had .such .allowance~ .been .computed under.·· the. 

met~d described in ·(B) a.bOV'~· 

Depreeiation should usual.ly. be allocated to -the ·contract and 

o~her_ work as an· indirect cdst. 'The .. amoun:t. of. depreciation. allo-wed .in any c~) 

. accounting_ ~riod rr:Jiq~ .. consis~ent with.the l;Jasic ?b,j'ectives set forth ·.in .. ~ 

above, va;cy- 'With vo1ume of ·production. or use of multi-shi:t't operations •. 
(d'l ' 
;~ In the case of emergency facilities covered by certificates 

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

reque~ing. a .dete~ation. of. "t~e depre;:iatiOn." or ~ el~ct to use either 
I • 

I1CJI'm&t-.. o~· ~~tru~ depreciatio~~ ~er a. det~rmination of 11true ·depreciation~ has 
\ 

.. been ~.-bJr.·-~ Emergency FaeUities.·llepreciation Board. The method el.ected -

must. be follo:wed. consistentlY. throughout-_ the ·life of the- -~g~cy- f.~ility_~ 
. . 

. Wher.e. a.n· ... ~ection is ·made. to _use normal .d~reciation1 the mnount thereof ·tor 

.. ...._ both the !!JDergeny _G)riod I!Ild the p<>st-~rgency period sbal.l. be computed .in 

\ · a.cco_rdance· with~ above. Where an election is made to use. "·true depreciation," 
··- ' 

t~e amount allowable as depreciation: 

( i) with respect. to the ~rgency period .( 5 years)' shall. be " .. 
21 ' 7 at- tJ_, 
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· computed. in accordance with the determin tion of the'. 

Emergency Facilities Depreciation Board and 

(i.i) after th~ end. of ·the emergency p~riod, ·shall be ·computed by 

distributing. the remaining :undepr~iated. portion of the cost 

of the emer.e;ency facility aver .the balance .of its useful. life. 
. (eJ . - . 

(but see J!H-belo~); provided_ the remaining undepreciated 

portion of ·such _coet sha.ll. nqt include any amount of ·un-

it recovered ~true dep~eciation." c.e..) ... 
'\ ~.Depreciation on. 1d1-e- Ol" excess facillties. ahall ~ be -~owed 

d~ , . .t( .. l i§m~*tl"~ 
exc~ o~ Sl,J.ch facilities ·as are reasonabl.y' neeessary for ·a'dR'eat aa?V ~ ' 

-.te~ l':!'eq_~~ti¥e px octile t::t_ou. ' 

.:J -(~a, .}J"o. depl"eciation, ~tal., or uae charge shall be allawed.on the 

contracto~'s. asset~ Which have been f\l.lly ·depre~ia.ted when a substantial. portion.· 

of ·such depreeiat_ion was ,on ·a bafais·.that repres.ented, in ·effect, .a. recovery 

. thereof. as a ·charge. against Government contracts ·or subcontracts. Otherwise, a 
. . ~ 't ~ \!'1 '~ .. • '-t... ~ . ' . 

. {' · ~-.I-~---. .. 107 
muturu~egreea .l!lpQD. us,e charge may be • (But·~ see ASPR 15-~-~.) 

, In determ1n1ng ·this .charge, .consideration _sbould be giv~ to. cost, total esti

mated· useful ~ife . at time- of negotiation·, an~ ef~ect of aey-, increased maintenance · 

. c~ges ~- ~1:ea.s~ :efficiency due to. age.: 
· (ao). · . · · . · · ·. . i 

~ff."'- !m,plozee Morale1 ·Health, .and Wel.fare Costs and Creditso ~easonabl~ 
.. 

·-costa of. _health and we~fare activities, such as house pu.bl.icat1one,. health.or 

f.irst-aid cliliics 1 recreational activities·,. an.4 em,pl.oyee coUn.sellng services; 

incurred, in accordance. with the contractor's established pDactice or custom ·in 

.. :.~he industry_ or· area, for ·the improvem~t of working conditions, employer-

·: .-.Jempl.oyee re1ations1 em:ployee mo~ and: employee performance, are allowable. 
. . . 

-.... 



i-

generated ~ ~ ... of. ·the$e a.ctiv.ities. shall.be credited_ to the. costs thereof 

unl.ess. such income. has .b~. ·irrev'Ocalll¥- set .. over. t9 ·empl.oyee welfare· -orga.niza-

tio~. ) · · · . . . · . .. .. · . 
01 . . . . . . . 
~ Entertainment :Costs.·. _Costs ·of. ·amusement, diversion, .social ~ivities 

and incidental .cqsts relating theretct,. sUch as me~~ lo~\ rentals, . transpor.- · 

tati(~ ;!f gratuities, are unallowable .(but .. see t.H- and iD}). 

--~- Excess Faci.lit;r.Costs. -~sts.·~_t. ~ta1n1ng, repairing, ~.housing 

:icUe and ex-e.ess contractor-owned facfij.ties,. except tbose reasona,bly .. necessa.ry 

. to;r rom ;ar14;~k;. fi1:J p; 1 nn 1m = l!• "biGa purposes~ are -uns.JJ.owable~ 
~-eoSts. -of -exc'7Ss plant eap~itT res~ed f9r ~fense mobil?,ZstiQn. prodJlc:t;ion1 

. -~ -~ •• ;-t . ..__,_l-._Lh_ ~v-~ -{_tJ ,(_,L <J? ~"'-t( (.-v .L"-ll -t1-c. ,.~~-;f- r:J-I~e-Jt.( 
sb272 /\be the: ~UbJeet._of ·a.sepa.ratei.;·contract_• if. . · · 

-~ '.'C,~) . . . . . . • . . . . 
·•:, · J · -~·Fines ·and Peha.lties. Coats resu1ting fx'om .. violatiollS.:of; .. or· .. ·fail.ur~ 

... ,., . . . . ~ . . 

of the:. contractor· to co~ ~th,. Federal,·; state, and local.lavs and. r~gul.ations -

are· 'imaJJowaple: except when. incurred·~- a result: of campll~ce with. speaifie 

. provisi~ .. <?f.:.the .. ~contract, .. or· inStructions iit ~ting :f'rolll..the contracting 

· officer. · · · · · 
. .. . (l~ )· . . . . . 

9ir,.. FOOd Serviee. and Dormitory; Costs and ·credits~- . Food and.dormitory 

. s~ce·~-:incl.ud~ operating QJ:'. ~iS~_fac111t1es for·ca.:ret_erias, dining J:"Ooms, 
. . 1 . . . 

.• . · .cant~,!: ltm.~_h. ~n$1 .·.vE'Dd1ng mach1;qes¥ lJ.ving acc~tions ·.or .. ·.siliP.l~ ·types . . .. _ . . .· . . . . . . . . ' 

i. 

·of ·servi~es .. fqr.·the contractor's employee~ ·.at ·:or ·near the ·contractor's. fa.c:llitieso .. - ' ' . . . . . . . . . -~ ~ . . . . ' . . 

Reasonable··lO!lt:Jes fi.Qm·. the-.·operation of" such. services· are ·allowS.bl.e i:t· they are -

. al.located to. all. act:lvities ·senecio liJ:c¥.Q~ 1& 'fi '+Jl!:e po!L::I:e:l.. ·a:e the co&;tre•+ =· h 

~f'Per4:«AY.'S[~_~A,~""ii:ea::v.ttl!oa~,eostcto the .aa~"e' re&SQ~la&.le. e~s'6e e:t' ·elteft

.--,o:Pe:at1maa··-a:r-a-~li!it>VS:bl~~rtn.ey · are_.,._eetiV"iti:~s~ei. ~ 
' . .· . . 

--~- --{a£SL i' 'ss (;) o). ~fits (exc~ :profits irrevoc_ably:.·set over.·to a.n· em-. 

ploy.ee -welfare or~zation. of .·the- cOirtra.c.tor in amounts reas~bly_ usefu.l_ for 

23 r~; ::.-~ 
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the benef;it: of the: empl.oyees .at .the site·_or· sites, of· contract performance} 

~he contractor f'rom. the ·operation of these ~:~ervices, whebher · operated 

·---" 
) 

by. the contracto~ ·or_.· by a ·concessionaire 1 shal1_be treated. as ·a.. credit, a.nd 

allocated-to all. activities -~en-e<I • 
. (\5) . . . . . . 

. ~ FrinSe Benefits. _Fringe benefits are allowances. and services pro.-

vided.. by. the contractor to. 1 ts .. employees as. compensation in ad4i tion . to regular 

wages and. salaries. ·costs .of fring~. benefits,. such. as pay for ·vacations, holi-

. ~,·.sick leave,. mill ta.ry iea:ve, employee. insurance. 8l1d. supplemental . empl.ojment 

-benefit plans_, -~ allowable to: ~he ·extent· re~uired .by law, ·empl.oyer-~oyeel 

. agreement'{ . or ·an established po.IJ.cy of. the · contracto~; 
(1£) . I 

· (p}- Insurance and IndeDmification.. · 

( t\ )-.(1:-T ~e incl.ud~s ( 1}·. inSurance .~ch the· contra.cto:t" is. requir~~\. 

to ca.r:ry, or which .is app:J:"OVed,. under the t.erma of the contract,. and :(#) . a:ny 

. other insuranee . which the · cont~_tor m,a,inta:LnS in COm;lection 1fith . the general 

couduct of; his . business-. 

( l ).!!~ .Costs . of·, instirance reC!Uired. or· approved, and. main"ined1 pur

suant to the. contract,. are al.lowb1e. · 

( ~)Y. . _·Costs of othe;' insurance· maintained. by. the contractor in con

xiecti~~.With· .. the general. conduct of his business. are allawable·subject· to the 

f.ol.lowirig 11mi.tations: 

..... 

(1) typ~s and eXtent of· cove~age shall be in accordance 

with SQW1d. business. practice and the· rates and pr~um.s 

sb.a.:U be reasonabl.e under ·the circtmJStances; 

~ii} costs allowed ~or ·business in~erruption .or other Sl/f\tl~ 
. ~ 

in$Urance shall be lllnited. to exclude coverage I of 

:"'-.. 
prof'it~ :i:M&e~t, aai: WlJ othe±. ·1bona. ~£ cosb w:te:ll;owe;bie ., 

,-,.~. . ~ /') 
24 1 ct-?-.. jp··L--
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. · .. ',,(iii) costs<. of insurance. or of any. contribUtions to any reserve 

C9Vering. the risk of ·1.oss of or· dama.g~ to Govermnent a x~di · 

C ~ IV1/f.t4 c i C ,. 
property are allowable only to· the extent that the &v ezn= . ~ / ~ . 

~.-.. ~;;:e'"\~·~:.c.~ ~~ /J.~ , .. c,.(_ t. c:-·; ~ ff ~~ ~ ~ .~ "'. ~ , 
.·~ stralJ hpe ~111re4 01 appzooed: st:teh costs .. ~ 

. (tv}~ contribut.ionp: to a res·erve for ·an approved self-insurance 

progr~ are allowable· to the extent that the types of 

(v) 

.. (~)~ 

coverage,. extent o.f coverage,. and the rates. ~d . p~emiums 

woul.d have. been alloved;..had .. insura.il.c~ been· purchased to 

cover the ri~ J and 

costs .of insurance: on th~ lives Qrcofficers,. .. pa.i-tn~s ,. or 
. . . . . . 

proprietors 7 allowa.b1e to the extent t~. the insurance 

represents. !!dditionaL. com.pensation .(see Wabove). · 

Actuall.osses .which .. coul.d.hav~. been. ·covered. by p~rmiss;Lble 

inSurance (through an approved ~el.f-insurari~e program ·.or ~otherwise) are· unallow

able: unless expressly p;rovided fo-r ~ thE! cont~,. except; 

". ·.(i} costs inCurred.because ··of.· losses .. not ·qovered 'Qllder· nom1naJ 

. deductib~e ·insurance coverage ·provided .in keeping ·with 

sound business. pr~tice, are anowabl.~; and . 
i. 

(ii) minor·losses .riot c():vered.by insurance, such as spoilage,· . 

. breakage~ and. disawearanee · of smaJ 1. hand ~ols.,: which occur 

· ' ·in the · ord.1nar.( course ·of doing business, are ·allowable.· 
(~/ . . . . 

{;lr Indemnification. i.Jlclud-es ·a~curing.the contr.a.etor ·~t Iiab:q.i-

.--, ·ties to third persons and.other.loss~s·, not compensated.by: insurance.or otherwise. 
'·_) . 

"The Goverriment is obligated. to inderimify the . cqntractor ·only to the· extent ex- . 
. . .. ·. • . (~~::·3) . . . ·._ 

pressly.- provided .for in the contract,. except as provided in~~ .. above. , .... 
ra~;__ t/._ 
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( \ '1) .-.··: ·_ . 
Jsjp. Int~ and ·ather Financial ·costs. Interest,. (however represented), 

. bond. discounts,. eosts ·.of finaAcing and refinaucing:operations,' le~ ~d .. pro• 

fessional. fees. paid in. connection. with .. the preparation of p~sp~uses 1 costs 

of ·preparation and issu8.llce ·of stock right a,. and. costs rel.ated. thereto,· are 

unallowable··except for interest asses~ by .State· or local. taxing. authorities 
. . . . . (4_t J . . (~'-4) ' 

under.·t}te conditions set f9rth in ~be.lov •. (But see~) 
(\~) . . . 

· ~ :Labor Rel.a.tions Costs. Costs incurred .in maintaining satisfactory · 
: . . . . 

relations. betveeu.the· contractor ·and. its empleyees;-· ine1ud1ng. costs, of ·shol» 

Stewards 1. tabOr management CommitteeS 1 employee publieatio~ 1- · and other 

·;related ~1rtt.1es, are aUOwa.~e. . . . · ~. . 
(l~l . . . . -

· ·~ losses ·on -other Contracts • · An. excess· of, costs. over .. in~ · und~~· 81J.Y 

'") o~ c:ont~ (incl.uding tl:J:e c:ontractor1 B.~1;!Uted.pc;>rti~ un~ c:Ost-:~ 
• • ' ' ' • •I 

~ontracts).; whether· such .other OOll,traet i.s~ of ·• suppJ.t, :r.-esee.rch and· developl!le. , 

or · ot~er nature;, is unallowab~e-. 
(~o) . . . 

· tt:r Maintenance Slid Repaiz.-Costs. 

(.~ .. )(l-}' . Costs necessarr for the. ~eep._ of ·property .(including :aovermnent 

prop~7. unle~s-.,otherwise ·provi-ded . :for) ·t· 'which. _n~i ther ·add. to the permanent 

value· of" the propert~ nQ;r; apprecia:b~ pro~ong·-its intended.li:f'e,_ but keep .. it . 

in Sll:efficient opersting condition, atoe:tQ be treated as fOlloW (but See· (~)')~ 
· · · .~s i . C., ) · · · · : · · . . 

.AB!'ft 1:5-ee'! liai(t)J. · · 

.(1) no~ maintenance antt.repair costs are S.Uowable; 

. (ii). eXtra.ord.ins.ry lnaintenanee ~-~-:costs are allowable, 
. ~ ·-

provided .such are all.ocated: .. to. the periods to "Which a:ppli

cabl.e :f'or purpOses .of· det·em1tl1ng contract. c:osts. (But 
•o-:r ~ 

see ABPR 15-!6¥i!:{'&}.) · . 
~- ~-(~'(~:Expenditures for plant an;d ~pment which, ace~ :to· g~er~ 

;--;--'' / ./' 

1 a.'·- .. ~L-
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accepted. aCCOlmt_ing ~pr~Ci~eS. SS applied. under· the -<:Qlltl"actOr IS . established 

pdllcy; sboul.d. be -capit$lized and subJe~ted. to· depreciatio~ are- allowab~e. ·only 

em. _a depreciat_ion. basis. . . 
(2.\) . . . .· .. . .. ·. ·. 
~ ¥anufacturing. 8nd. Production· l@fRpeeripi :Costs. . ·eosts. of ·manu:f'actur-

. ~ :azxd productiQn. .. -enSineering;. incl.~ eitg:f;ne~ing activities ·in. connection .h tJle following, are allowable-: .,, . . . 

{1) current ll18.1l.Ufe.ctur:f.ng processe~ such·.as motion ana.. time 

/" stu~~ methods a.n.alysis,. Job .. ~is, and.tool. .. desigtl.and. 

·improvementJ ~ 

{ii) eurrent ·production prob~emsi such aa: mater1al.a ... analysis;_ for 

· · produ.et10ll, · su1~ab1llt7. ·aM. ·com:Pc;ment del:ligzt for. purposes.. :of . 

,.. 
. (-..-.) 

· ·· ~- x.terial .. Costs. 

(,\ ){.1.1 Material cm.sts incl~ the eost_s _()f ·such .items.· as. ·raw. ·materials, 

parts,, subassemblies, · com;pc>n~ts,. aud. manufactUr~ . SUW,lies ,. :whether ·purchased 

outs1de: or. •u:ractured.. b)r.-' the co~ractor ~ ·and. ms:y ... :f.n:ciUde ·.such .collat.er~. 1 i;E!IDS 

as. inbound ;t~rtation .and in:Cransit 1n:s~e. In. c~t.ing ;material. costs . 

consideration will.. be giv~.to re~e. overrunst. spoilage, .. or defective ll:)rk 

(for ~iou o:r defective work,. see t~ ~ion:s: ~:r t~ CO!lt~ or· P:t'Ol'Q&ed 

contract ~~;W :IJispect;~ iUid con<ect~ Qf.def'er)~ WQrk)(e ~ costs 

are. &lloW11oble l1Ub.1ectt ho11ever, ·to the ],lrOV:Lai()JlJJ. p:f.> ~~~below. . 

. C-Jr~ .. CQ~~s ·of IQ&t~ial.shall be:·suitab~ a.d.JusteQ. ·for app.U.cab1e por-· 

tionS'. of incOme and :Other.:eredit$,. incl.udiJ:l.g. &vallab~e. tr8de ·disc:cnui.ts·,. refunds., 
' . . . . . . . . 

.·-.,. reb~tes,. a.J.l.clwsnces·,. and cash' discounts,. and ex-edits .. for -~rap. and salvage and 

.,_)_.materiai..retUrn.ed.to ven~~s. Such.inc·91JE. and:.other··credits flh.lJ . .eit~·be 
credit~.d.4-ect~ to the -co$t 9f·. the material invo~ved or.·be allocated {as· 

-~ . 

. .... 
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credits} tci ._indirect. costs.- lf.owev~ 1 where the cont~~tor-' can demonstrate· tha; ,. 
·.---··· . ~~ 
:r~ure- to take e$Sh .-.discatm.ts was c;lue ·to,.circumstan~ee· bao••i 116• eenbzoi1 such 

. . lost· discounts .need not be ·so eredited. ' ' . . .. 11 . : . . . . . 
. ' · I' (,;) ~ . Reasonable adJustments arising : f':roll1 dif'i'erenees betveen periodic · 1'¥-

'i\:.{- j . . . . t(.t j} tv' D eL't J( . I l'-ir'ifl.,-:: r.' I [: . • . . MAY- p 
· ·:\~" \-p~ical inventQry. qwmt.it-ie&-tmdr.rei.:&ted·materl~eon1irol. RCJQ!'tis ''WIIII!._~e 1n .. 

:< 4:; ~L ~ cl.uded. :l.n arr1. ving at tM- costJJf' llfilllcz:tel.b; prOviCI.ed such adJustments ;~:!:}-a&-~ 
( ·: \ U\ellltie ."Yrit~-or-n~te-ups"-'~~ea-.-anC::-(~_ relate to .the period.of 

/peri'omance::oi' :the .contract. 

(d ).tl4 When the materials are purcb:a4~. specifical..cy" f~ and 1dent1:fiabl:e 

sol~ 'With ~ormanc·e .. under· a· .contract,. the ·actual.. purchase·· eo st. tl:tel:'eo~~ should 
. ' . . ... . : 

be charged to. the contract. If' 1l18ter1al ~-:.iss~ from stc:>res; any gen~ 
-~ . . . ··. . . 

".: _ _) rec9gniz·ed:meth0d -o:r·pricing. ~,.material· is aceeptab1e. if i;hat- methQd is c~,~ 
. . ! I 

... siaten~· applied S.n.d .the resul.ts ~e -equitable. WileD.· estimates .·of material · 
. . . 

costs.to be incurred in:.the·fut.ure~:are reqUired' eit~. current mark~ price .or 

·anticip~ted -~~sition cost {u.·reasonab.lJr certain .and .. determ1nable) '1JJAY'-be 

·used~ . but . the basis of ·pricing :must be disC!lQSed. 

(e)-~ .costs ·ot mat~,, ~ernc_es, a.ud ~lies sQid ()r. transferred..be- · 

tween.Jll.ants, divisions ·or organizations,- un.crer··a common.control.,- ordinar~ shall 

··be· ~lc;t tci ~e::~ent of ·the-·J.cM!r. ~f-.·~o-st .. to. th~ t~feror · ~ · c~ent ~-

. · k·et~.~priC·e.· lilwev-~1- a ·departUre· £'rom this.- basis. is permi~sihl~ -~e- (i) the 

item. is· regularl3. manufactured &nd sold. b1.' the eqntractor through. c~ial 

. ehauneJ.s ~d- (11) _it is .the_ contx-ae-t;or•s--long..;.eatabllshed pr~tic·e to price 

1nter-org8.uj.zation. transf.ers at ot~ than east. :f'or.-commercial.work;·:provided . ' 

_ that the charge to the con-tttaet is . not in excesa. of the transferor 1 s sales · 

'<) price to its.mst favored customer ·i'ar the same item :l.n.llke qu.a.t~.tity,. or the '~ __..... 

-current market price, 'Whichev~ is lo~. 

28 
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~ Orli@l!;atiOlt. eost:s ~ Expenditures, such as incorporation fees, at--

. torneys •· f~,. aceotm.t~ta' fees, b~1 fees,. fees -to pl"'mmt~ and organizers, 

in ccmnectiOa.with {1)- ~ion:o~·reorgani~ation of a -business, or ~11) 

r!WI~~ ~)pi tal" are ~e (see 2J)above) •. · _· . · .. 

~-<pother Jru.siness !?Qzell.ses. J:ncl.~.in this item..are.:such r~eurring 

expenses ·as· reg:istry and transfer charges resulting. frQm ·-c:~es· .in .ownership 

. of. s·eeurities ~$~~--by t~ ~Qll.t;t-ac~,, ·cost of shareholders,t··_meetings, normal 

pro~ solicitations,. p~eparation ·and p'\lbl.i.r;aticm . of reports to· .. shardlol.ders, 

preparation. and. submissicm-· o:f ~-~ePorts a:1d. fOrma to t~ · ~ other 
. .., . . . 

regu.ta,tcr.y- bodiesj and .. incid.fmt~ costs. of. d:4"ectors and _c:~ttee- meet~. 

The .. aboVe·· and. ~1m11 ar c-o$ts ~e alloWable 'Whc= ·.allocated o~--- Sll .. e~t~bl.~ basis., 

') .11£ . · 1 '"[Sd' · ~·m:Js;.. . . . · · . · . . . · .· .· · · ·. . . . ~ . 

(~ ~ime. Ext;ra-Peyr ~-and Mati,-Shifi l'rem.iums,.~~=:"'~~~ . 

. ~"-., 

·PS¥ shift·~ 1. -~d mul.ti~shift work 1lf al.lowabl.e to. the_.· extent appreved ·pursuant . 

to ~-- ~-102·.~~ _or· ~horized pursuant· to ASPR :J.2-l.02.5. 
(J...h) . . . . . .. 
~r Patent .COsts.~ ·eosts .. of··~aring_-.d:f.sc1<:)sures~-- repo;rts, and other 

documenta ~.by-the -contract and._Q-:r.·eea.rc~g-the art to the extent nee·es-
. . . 

ssq: to.riia.ke sucli inventiQn ~~ -~ allOwabl.e. :rn &I!COrdsn.ce with t~ 

· el.susef ;~ tll:e. -~®4'111:& rel.e;tjng W :pstents-1 costS· of prepa.rl,ng . dtjCilDif!Dts · and .... ~ 

. e.rtT_ . -~tller- P«t~: eosts, .. in ·eomi~ion.with._t~ :filing .0~ a pa~ent e;ppll(~ ~ion . 
.- .. . _,. · .. · · . · 3S) . " 

~~ titl.e. is. COIIveyed to the. ·ao.v~, ·are 8.:uQwabie-o--·· (See also~ and. ( ~61 . _r .. ·. . . . , . • . . 

.!.ul~·). . (~). . . . . 

. ~~ Pension Plsns-. see 14: above. · · 

,.{~ Plant Protection COsts. Costs of itEl!DS' such .as (1) wages, 1lllif'orms, 

..... ~ · and .• pment of ·persoimel. engaged in_pl.ant prot_eetion1 (ii) depreciation .on 

~l.ant _protection. cap~tal a.s~ets,. and (iii) necessary exp~es to .comply with 

29 I< - :)_~_. / ~ ·.- -
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(U)· tlle ·im];lact of ~Gov~t. contracts .. 9n. the ccm.tra.ctor 1s 

business. (i.e.,. what new problems. ~e· at:"isen).J 

. (111} .tlle nature and_sc~·.of ~-~ervi~s.~ected of 

·the. C9nt~or 1 s ... ~ orgau:l.zation~;c:-.aftd · 

.(iv) wheth~ ~- prt)P9rtion off:Qove~t work to the.·con-

. tractdr 1 s .·total. business: is . such as,. to- 1n:f'1.uenee the 

contractor ·in :£a.vor · of incurriiig .·the ~oat, .. particUlarly 
. J 

where the seriiees rend~. ~e· net of a CQnt:fmdng 

~~~ -and have: littl.e re:Lat.ionship .tQ · wrk, -~ -aov

~· contracts~ 

Retainer fees. to be al.lowable.must be re~ supported.'b7 evidenee Of i~~~~ f-J.:c. 
... ~ . ~-e ... ;]. ~L1. ~-r . . . . . . · . 

/ services,._ rend.E!red. . .!'\ . 

r (e)~ Costs of' legal., aceounting; and consu.lting:serrtces.,. and relAted 

.e.o~s.,. incurred.in cOI.me(:tio~ .. with.or~atiOli: and reorga.zp.za,tion, defense or· 

anti-trust _suits, .. ~d- the. prosecution . of :claims a.ga.inst .the ·aovermnezxt , .. are 
/ 

unallowabl.e. Costs. of':legal, accounting,. a.tld. eonsulting services, 8,nd rel~ted 
. . . . ·- . 

coQts, incurred in ccmnection· with patent infr~em.Emt litigation, are· unallow-
.. 

. able. unless Qtherw:;tse pl.VV"ided for in the ·cont~ o 

.... . . 
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mUiter.Y)· ·se·cm.-ity .r-equirements, .are. allc:nmbl.e. 
. (2-~f . . . . . . . 
~ . Plant. R~onv~rs.ioi\ ·eoS{ts •. Plant ~econversiqn: ~osts. are ·those incurred. 

_ -~ t_he restoration· or. rehab ill t~tion ·. o_f · th~ : eo~t;-actor 1 a f®ili ti~s. to approxi

mately the :~ame con~ tion existing _1 mediately p~ior ·to ·the.-ecm=enc~t. qf th~ 
. . 

militer.Y co~tr.act vork," fair :wear. and .tear ·excepted. _ R~onversion· costs a.re 

unallowable: except for ·the ·cost. o:r removing Ikiver;qm~nt ·;PrQPerty 8.Ad ~e restora

tion -9r reha.bilita.tion costs caused by such ~emo:Val• Ho~er 1 in special. circum,-

. sta.nces.-Yh~e:equity so·.dictat_es, additional. .costs~ be,allowed to -the-extent 
. . 

mutually ~e~d upon before· tll..e costs a.r-e ineu.rz.ed. Wh.ell.~v-er such· c·osts ·are · .. 
. . 

given consideration~ care should be ·exercised .. t~ avoid duplication. through. al.low-

ence ... as ~ontingencies, as addition~ prpfit or f'ee:; or m·other :contracts._ 
~- 3tl). . . . . ' . . . . 

· ~ -BrecQ!ltr~t. ·co·sts. }Teeont~ -'costs-are ·tho~?~ inc~d:prior to the_ 

·effective da,te of :tlle- eQntract dir~c.tly_ purs~t tq-.the negotiation and .in 

.anticipatf9n of .·the award :Of 'the ·.cont+.act Wher-e sU.ch inc-urrenqe is riecessa.cy 

. to .comply with .the proposed ·contr.aet deliye:cy: schedule. Such .costs are allow-. 

able to the ~xtent that they Wt:>uld hav~ been a.llowable· if incurred after ·the 
1 o·7 · 

date of ·the ~~tract • (:BUt see ~R .15~'!!8'1 .ll(e).) 
( 3\\ . . " . . . 
(ee1 · · Profess$onal. . Berviee. Cost.s.· .. • Lei¥, k:count_in~,.- En.R:n:eeripg1 and Other. 

. . 

(l\. ~ :Coats -of professic>na.l ~e:ryices rf.Ulder~d by the ·members .of a particu-

·lar prof'~ss) wbo ar~ not em;plqyees ~f' the ccm.trac1;or are ~w.ble, aubject to 

W ~d~below, Wen reasonabl¢ :l.n r.~ion to the se~~s rendered ~when 
. . . . . . . . (~$) . 

. not -c.onti.ngent upon .r~~very .o:t ·the ·cost~ trom. the --GQvenunEmt (but .. _see 'iv)_Shove) • 
. . . 

· ( J.1·.(:2)- · F8.etors .. to b~. eonsiW!;r-ed .in ·-d~e:rm1n1pg_ the- a;Llowe;bUity or costs 

~ a particu1ar ·ease incl~e; 

{i) .. the· past pS.tter.o. .. Qf ·such· cost~; particular~ in ·tlle years 

priqr .-t9 the. awB.:I:'d :of "Go-vernme:q.t cpntracts,; 

. : 3(l 
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C&pita1 Assets.· Prot1ts or l.osses o~ arq nature arising tram the sale or 

exc'".P of p:Lant, equ1];11l8Dt, or ·other capital. assets, incl.ud:lng sale or 
. . 

~ . G)~ . . · .. ezcbange of· either· short or l.ons tHm· tments, s.hal.l. be ~l.uded.in · 

cCJIII.PU"billg. contmct costa (but see · above as to basis for deprecia-
. . . 

tion).( _
1

_
1
) 

· ~RecruitiDg Coats. Costs ot "hel.p wa.nted" advert1sins1 operating 

_:'costa of &D emplo,ment oftice nece88&7:7 to secure and maintain &D adequate 

labor force, costs ot operat1Jis u aptitude~ edw:aticmal. teatiDg program., · 

tmVel. costa ot elllp].o7eea wh11.e eDpge4·1ll rearuitins parso1U18l, ~ tra'Yel. 

coats ot appllca.nta tor mtenieva_. for pro~'nl eaplo,ma.t are al.l.oft.bl.e •. 
. . . . 

... ~--'\· Where the co!J.'tl:actor uses ~t ·&gac1es,. costs aot· :In excess ·ot ataadard. 
}-

cOIIIIUrc:f.al. rates tor such· s~cea are .also all.o-wa~e. Costa ot Special ben~ 

tit~ _or emol.mata offered to prospective esa;pl.eyeea b..,ond the standard prac

tices 1n . the _1Ddust17 are uual.l.owabl.e •. 
. .. (3~) .·. . . .... ··. . .. 

~)- Rental Costa. ( IDcl.u.di.ly Sal.e . and Leaseback of. Fac1J.1ties). · 
' . . . .. '• 

("-) ~-Rental coats ot land,_ b~c1:f.Dg~ and equipDeDt and .o~ · 
· peraOD&l propert7 are allowable ·it the rates are M~UOJB)l.e 1D l.ight ot aw:h 
• -y-t. ... :r;._. ·;.J. c~ '~_ce \. .. ~~,_..(,..t.l. lt._:, ... c~r=;_,__ tt ""',t. · . · · 
facto_~ ··"~ket rcl1t~r, m the~, the "Qpe, J.U'e expectanc,., con41t1on, 

. ··. . . . . .· . 4' 

8.D4 "talue o~ the fac1l.1t1ea l-ea., optiou a'9&1l.abl.e1 u.4. other })roT.I.sioDSr_0~~--'.4./, 
. "'-- ~"'¢ ~"-(~ -v-t-"rrat-j t\ .. -c.- 'r·-t:f ... _ ...... " ' 

the rental. agreeaat. _Applicatioa ot.theae :tacto~~wlve-)&l.cms with other. .. 
.. . . . . . ..... ~o-.Q.. Q"\A.!---~ ... -~··r-- . . I{ . . ~ .• -~ 

cODS14erat1ona) comparison o~ ·rental.. coats ·v1th~ costa ·~•• auc44 'beaa:l.~ '! ~ 
. J .... ~ t"'41P ... '" -~ ~ 1"'• .~~..( .tr... -("'!.. t..\, ... -, (J-

·H the ~iee ve!'e evaeA ~- tdte' coutH:etora rF , ~--'""'~,;r..-<~~,~ir 

(.l~-~--~ Charges in the .D&ture o~ relit between ~ts, d1v1s10D81 or 

) org&aizatioDa under COJIIIDOD eont~l . are _ ,.rallowa'bl.e e:st..,. to the extent such 

charges c1o not exceed the noDI&l. coste ot ownership, such aa d8prec:lat1on, 
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taxes,. ~urance, and ma:f.ntenance; provided that no part_ ot such costa sli&l._'" __ ,/ 

· d1J;plicate arq other allowed· costa. 

(c.~ UDlesa otherv1a~ apecifi~ pro'Yided ~the contract, rental. 

coats specified 1D sale and leaseback aSreementa~ :lAC~ b7 con~ctors 

thrOusb sel]"1ng pJ.aDt tac1Ut1ea: to iDvestaea.t orp.Dizatiou, sueh aa __ 

:buluruce cOIII,PaDiea, or to pri"Vate :lnveatora, ucl cemc~ lea.siDg back 

the aaae tac111tiea, are alloabl.e onl.7 to_ the extent tbat such rentals ao 
. . 'O't-JtJ€12-~riiO ~---'--a, A, ~/l.-;H,~~~,., ... ,.:e:,f~ 0""""'- t'-·....,.~J--t::-'-i .. :t-. 

DOt exceed 110~ costat\ ~ as c!epiee!IA'MaJ tax .. , 1•._....88) &ll4i •:J.za= 
. . . a,((f"'--~ • . . 

-t=·nae, 1! ,,,. l:J tat iee~or,; which wuld. haft b'm 1rnRei. had the c~-

tractor retained legal. title to the tac1J.1t1ea .-
. . (3.S) . . . ... • ... 

~J::tt Research and Deftl.OJ!!!!lt Costs.-· ·' 
(~) . . . p~ 2.., 
~ . Basic research, "rot:i the pa:rpoae o~ ~ J'ipls ,.,., is that 

tn)e o~· _rea~rch which-is cl1l:-ected tOward :I.D.creaae o~ lmowl8ap._1D science •. /\ 

ID. such research, ·the pr:IJIII.r7 a~ o~ the :ln~tigato:r 1a a f'uller· knowledse 

or 1D1ClerataDd1ng of the subJect ·UDder a't't2q', rather than arq pract1ca1· appllca.;. 

. t10il tb.ereo:t. Applled 1'e8earchf :tor the purpose o:t tb1s MJfh! c0118ia1;s 

ot tbat ·tne ot e:tton llhich (~) D0,.,,7 tol.l.ovs baaic rea•rch, but 11A7 not . 

be a~ble traD.-tb.e related basic research, (11) represents etfoi-ts to det~-
.. 

m:lne ~ ~ the potentialit~es ot new scientific cUscanriea or 1mproTe-

Jimrts\_m · ~clmolog, •ter1ala; ·processes, _JIIe'tbOda 1 dnicea, · and teclmiquea, 

. ad.. ( ~) ~ea:u e:r.toris to "&d"VaDCe the ~tate ot· the· &rt~ "- Applled 

research ~- DOt incl.ude a:at S\1Ch eUorta vha their principal a:la is the 

cleaip, deve1opaezrt, or_ test o'f apecitic ·articles or senicea· to be offered 

for sale, which are vithia the detiDition ot the term d8velopllent ·aa hereiDa~er 

, ) pro"'ic1ecl.. ( J,..) 
~ Developlla't is the 878tematic uae o'f acient~c·· _knowledge 

33 

~I .... 



... 
~· .. 

A 

'( 
Dmft· 

...].2 Marell 19, 
· · . · ~ · · .:2-t t1pe. ''IJ-? 

vhich ill· .direct·ed toward the production o~, or mprovements in1 use:tul. products 

tO meet specific perfo1111iDce requirements, but .exclusive ot. manllfacturing and 

production ens'neeriDge 
. c~) . . . . . . . 
~ A contractor's independent research a.nc1. developnent is tbat 

research and deveJ.opDent w¥ch 1a not sPonsored 'b7 a _contmctl grant,-. or 

other &.rra.J18111lent. 
. td) . . . . . . . 

, ·~ A c. ontractor'a costa ot independelrt .research as defined in 
(a_ J (c) I . • • s 1; -

. #[ana. LM above shaU be allowable as ii1a1rect coa.ta ( ~~~~ 1}\1 
~'~J, -~decl ~-~allocated to ~ ~rk ~-t_ the_~~~ rd" c ~~c:::: ·-- --··-·-··~ .... - '- -·:···---.· ·--·---- .. 

( -ej-f* Cost ot. comractor•a·· ·1n4epenc1mrt. ~opUnt, aa defined. in . 
. . . (J:r) (c:) . . . . (h) . .· ~-· 

r 111 pepb& J;;:r and~ above (subject to ;pMS&J&Pl -4&Ybelov), are all~ble 

-~ to the extat tbat such developllellt 1a rela-tecl to the proclDct· ·lines for vh:l.~ 

the sovermaeat has contmC'tS, pro"'ided the costa are reascmable 1D · &JI012Dt and 

·are allocated· as indirect costa to all work ot the contractor on such contract 

pro~ 11De~·· ID caaea Vhere a .contractor•a JWmal. eourae ot bwlineaa does . 
_ ~~~ve produc1;1oa 'Work, the coat of' independmrll devel.CJpDeJLt 1s allowable 

~. the exten~ that ~uch devel.oplleDt ia relatecl and allocated as an. indirect . . 
. . 

· cost to .the field ot. effort ot goftrment rea•rch .and devel.opient ·contracts. 

·.:· (.f)~ In~endent i-eS.rch. and developnent coats shall. 1Dc1ude an 

amoa:t tor the absorption ot their· apprbpri&te share ot ~t and ~dm1n1s-
• .• . • ·I, 

. trauve·.~~·ta, UDleaa the cozrtmctor, 1D accora.a.D.ce with 1ts'account1Da . 
. . 

practice•· couiateu.~ &ppllecl., treats aw:h costa. otherwise·. 
I . . . . . . 

<:'J) -4:R- . Reseim:h 8.zid ~-costa (ine,l~ 8liiOUZl't8 capitalized), 

reprilesa ot, their. nature, vhich vere 1ilcurred in acco~tins pe~ds prior to 

,) · the aWard of' a particulAr contm~ are Ullallowabla:_~~~ .. ~tl;;2~C~~'~' 
(h )~.·The ree.aoJJablenesa of ~endi~ t r ·independent research .: . 
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aA4 Uftl~ aho1114 be cleterm:J.ned 1D. 11ch"t o~ all pertinent couideratioDs 

such aa ~ contractor rea-.rch aD4 cleftloplallt act1'ri:t7, coat o~ past 

prosrua &Zid. cbuse• 1a sciace ua. teclmol.QG'• . Slu:Jl· •z.penditure. ahoul4 be 

pma1BDt to a broad P' ennel prosraa, which 1a . rea.scmable .1D scope azul well. 

. --.pd... SUch ex,peDc111;vea (~ec1&117 to~ 4eftl.opaat) sboul4 be scrut1D:lze4 

nth srea-t care ill comaecUoa with ccmtractora whose work is predcw1n•n~ or 

aubataDt1aJ'7 with the SQftl'JUIDlt. Ad:va.Dce acra..ta u. cleecr1be4 1D. ·? 

· · .· ASPll 15-~~ M~ are ~17 hwort...t.. D t1WI aitu&tioa. ·Ill recopi-;,d; ~?t 
ticm tba-t coat chariDs o~ the cOIRractor• a 1:a.clepeDden reseucll. an4 ~ 'J · · 

propaa1 · 11; 1a cle8:J.rab1e 1a 8CII8 CUM that the lOft~ ~~·lMa tbaa· &a '_ . . . .. 

· -~ a11ocabJ.e· sbare· o~ the tcrta1 con o~ the prosra.- .uaaer these .c~e., · 
·~/ . . . . . . . '~ 

.. .. _ _,. 

the folloviJis are 1"0114E. the &JY.P:ro&cha vh1ah 7llq be uecl .. the 'bu1·· tor 
. J tJ ~£tf'G,Jo ltl'i · . 

asre•en: (1) review o~ the ccmtmctor•a PJ.I!Op)Se4(\researeh &ll4 c1Amllopual-t 

propma aD4 asre..t to acce.pt the &Uocaltle costs ·~ apecif1c proJecta';-. .- · · 

· (11)-~- oa a Piez1..- le''•r 11mitatioll of coa1?11, u. all~ca'ble port:l.oz&·._ . 

. ot vh1ch v1ll be acceptect 'b7. the Go"fVSeeltJ .-1. (111) asremat· to accep the 

ail oeabl.e shaN· ot & peceiltap ot the c·oauutor• • plazme4 res -.rcA aa4 

· ~t prosraa. · · · . · ·- · -
(:3'\ . . . . . : .. 

. _.· · · ~ : BazalU• &D4. otlle Coa~ to~ Uae ot Patcta. 

·. (a.,~_~ Ro18J.tiea oa a pr.tent or. uoriizat1oa ot the .coat o:t ac~· 

'bt purchase a patent or r1s):rta thereto, necesa&r7 tor the proper pertoma.Ue'· 

. oi the contract aDd. applicable to ccmtrac"t products or proeesaea, are allovaue, 

uill.esa: 

~ (1) . the GoftrDua.t has a llceue or the risbt to tree ·ue- I 
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o~ the pa.t•t; 
ci."'J r-)(2.'' l.>i -s; 

(i:i.) the patent has beea_ ac1Ju41catecl to be 1lmll141 or has 

bea aa-1p1•trativel.7 driem:lne4 to be- 1aw.l14; 

(111) the :pe.teat 1a eou1dere4. to be ua~orceable; or 

. ( iv). the patezlt 1a u.pirecl. . · 
. (.M . . 
· · ... f&J. Spee1al. care ahoul4 be·. exercisM :lJl aetem1n1ns reaacma'bl.eneaa 

~en tb.e· ro,alties '687 have beea arrivecl at ... a rea\1lt of lu• thaJa am's 

(1) ro,alt1• pa14 to :peraOU;· 1Dclu4:lJI8 COl'JO:r&tiou, . 

. aft111ate4.v1th.the e~rJ· 

(11). ro,altiu pa14:-~_,:,UII&fftl!atea.:Partie•,· 1Dclua1n1 · 
"I. 

. . . 

col1'0rat1ou, -~. aa aa:u~•-' . eaterecl ato· m · -

· cont.platioa that a Go'ftrDDleDt._coatra~ 1101114 be 

avarie4J or. 

· the a....:N. of the colltract. 

( tl&e efi 
f -,. 
\, 

· \ · ~t cmatracta or 8UM0111~~ ' ·, \ 

~ (c~ In arq caae 1A~1v1DS a patezlt fomer~ ovnec1 b7 the coa-
. . -

traCtor, tbe ailoUD.t ·of rGJB.lv all.ove4_-sho1114 lift· excee4· the con Wiu·wo\114 

have 'beea al.l.ove4 hacl the cOII'tractor retailut4 title thereto •. 
'07 •. 

(d\ -@tt<V see .ASPR 15-e&'~ua:(~). 

36 

. .... . . 
_______ ... _,___. ~-----~-----"-'------~----



.. ~ 
·-. __ _,1 

~ 

·-~)_ 

-· . 
ClcmmllaeDt repreactat1TU and cozatmctor'a :peraOJm.el, aDcl other relatecl 

. . 

. acU'Yiti•. . \ . . . . . . .· . . ' . . . 
- (&; . . . 
. --E2rSeJ11nl coats are allovab1e to the extct thq are reuaable 

. . . /07 
azul are alloc:a'Dle to Go"'UDDICt buaineaa (but see~ 15-'891tal:(ls) ). -Alloc:a-

b111't7 ot ael11Jic coa._a v1ll. be 4etem.1Decl 1a. the upt ot · reucmable benefi" 

to the Go~ ariams trt._ such act1'Y1Ua· u tedn!1ca1, couu;J.tiJas,· : · 

· l.auV&t1oa, · u4 other aen:l.cea vtd.ch are tor papesu aliCla- u aP»].1c&Uoa 
~ . . 

teu, c~aiou 1 perceatasu, or brokeraae tees 1 . wh1ch are ccm:tiqeat lJpOa . _. 
. . 

the avanl ot ccmtracta, are allowa'ble ~ 1lha pa14 to bema. t14e ~ 

·or bema·.~~ eatab11she4 ccaaerC1al. or ••'''»I aseDC1 .. ·Jia1Dta1Jlecl 'b7 the · 
cozatmcto' tor the ;purJOae o~ aecur1q. 'bua~•· . . · · -. - ·. · . · . 
. () 8) . . 
~~ Senice aacl. VarraaV Costa• ._ . Buell con.. 1M111da thoae_aria!Dc troa · 

ta:l.ftila-t· ot uq.c~ ollllptioa.ot a cODV&ctor to proT.lu a.rlie .. ,· 

aau u :lutallat~, tra1D?»s, cor.rec~iq ~ecta m the p:roclucta, re;pl&Oiq 

W..U-.. p;.zta, Mlk1n1 retmu18 1a the· case ot 1Da4etaate pertoma.ce, ete.-· . . . 

-. lllla. _,.. __ iuouiateat Yith. the tema- ot _the c•tract,. nch. aerrl.ee· u.4- -

~ costa are· aUowa'bl.e. - B'o'V8"1er, . C&l'8 shoul4 be. exercised. to ave14 

chqilicaticm. __ ot the aUow.nce u u. el-...t ot bo-th . est:baatecl p:ro4ut c:oa" 

, .... 
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Draft 

(3.1 ).. J.a Mareh 1959' 
c-r SeYeruee Paz. ot1 C~pe·,l ·•i~? 

~. Senl'&IICe pq 1 also cOIIaO)!l' 7 1-eter.re4 to aa · cU.sllliaaal. 'ft.6e& 1 

18 a~~ ad41t1oa to:repl.ar salar1ea &D4 .,.._, by' cozatracton to 

w:rkers whose· ~t 1s ·beiDS tem1Date4. .. Coat. o~ 8eTe1"8.DCe pa7 are 
. . . 

all.ovable olll.7 to the ext;mt that, ill .ell ~·~ it 1a ~4 by' (1) law, 

(11) aaplo78:r--.pl.OJM asre .. t, (111) establUW JOllC7 that coutituta, 

1a eftect,_ a1m,pl1ecl agre--.~ oa the coatracw:r•• part, or_(iv) c1:rc-... 

atu.ces o~ th. e ~1c\llar -.pl.a,._t. · . ·· 
(-h-.)_ . . . ' 

· . ~ Costa ot aeveru.ce · ~ are _U'Yided into two categories 

.. toll.Dn: 
.· 

( i) actual. DOmal. tumover anvazace PQaata ahaU 'be ;- . 

'· _j all.ocate4 1io a.U vO:rk perfome4 1Ja the COD~tor18 · 

(11) 

·. __ _) 

. 1:'1 
-~ ----- . .:· 

pl.azrtJ or, vhe:re the coatmctor provides tor accraal. . 

ot "J/&7 tor DOl'mil.l aev8rauea nell aetho4 v1l1 be · 

acceptable U the. aoan ot the acc:raal. ·is reaacma'bl.e 

1D.l18ht ·o~ PQilate ~ ~ ~or nomal. anerazu:ea 

· over a J'el)reaatat·1ve pan period, ancl U UIOUilta .accrued 

are aUocate4 to· &U work »e~ome4·1D the cozatractor•a 

. plaatJ aacl 

almomal or -.as aeftft11.C• JJ&7 1a · ot auch ·a cODJectara:L 

D&'tu:re. tbat --..~ td con 'b7 means ot aD acc:raal. 

v11l DOt achieve. equ:l'Q' to both :part1ea. Thus accraala 

tor this pmpoae .are '11.0'\ allowable.· J:ICM1"18r1 the 

· Go'Vel'D11.81lt recoga.izea ita obl1pt1oza to :participate, 

to the extent ot ita ta1r share, 1D aD7 specific 
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Draft 
12 Ma::ctrl959 /'\, 

~. Thu&
1 

all011a'b:W:ty 'll1ll. 'be co~i~'! . j.5') 

. . oa a caae-'b7-cue ba818 :bl the nai; ot occurrace. 
{4o) . · . . · 
·~·. bec1al Tooliy Coate. The tem "spec:laltoa11"1" WMP• :Pl"'J)elV 

ot aua!l. apecUJ.ise4 D&ture . tba'ti .ita use, wit!l.nt au'batalltial. mo4U1cat1azl or .., 

&lterat1cm~ 1a lbd.ted to the ·:p~t10Jl ot the pa.nicular 8UP,Pl1ea or the 
. . 

pufomu.ce ot tb.e J'U't1cul.azt sernces tor w!d.cll ac~ or fumishe4 • 

It mcJ.uia, 'b1lt 18 Rat Uld.tecl to, Jigs, ~ea, tixtarea; .,,a.,. :s-tteru, 
. . . . . . 

Qeei&l taJ)8 ,. apec:la:l saus•, a4 special teat eqa:l.paeat.. !he c~at. ot 

qeci&L tooJ.1ns, vha acqaire4 tor azul ita wsetul.Das 1a lbd.te4 to one or · 

ilazae CloTcBiaeat cOJl'U&cts, 1s allowable aa4 alwJJ.. 'be .,., ocatea to the. ·~ 

· .. ·· qec1tie . ~~ coJrtract or ccm't%w.ct8 .. 
--'1. c~nJ ' 
'..._j. ' -(-,!&xu~· . ' ' .. 

lt\) (l).•!axa are charp8 l.nie4.~.:reclemi,. state, o;r loeal Pft:nl.-

1181lt8. !hq .. do .DOt·mcl~ t1aes &Dc1 pa&lUu except u. otheniae :proriU4. 

here!a. · Ia sael'll., ta.us (iulud1nl. ·state uA.l.Gcaliacau taxe.).1dd.ci\ the 

coatmctor 1a recp:J.rec1 to · J/&7 aa4 which aN ~:14 ·or accne4 · :1a aceori&Dce ·with 

. sauall.7 acceptea accoun1q prlnc:ljlea are. allowable, ea• tor: 

(1) . :reclemi 1Dccu aa4 ezc••· :px-ot1ta 'taze•J 

·~ 
· .. _) 

(11) ta.us u coaaeotioa ~t.ll ~-i ref1JI&JicD& 01' 

retaal1q opuatiou (aee ~ J . . . · · 

( 111). ta.us frca vldela ~ are &"1&11a'ble to th8 

cODtractor tirectl7 or aw.11ab1e to the ccmtractor 

'bue4 a. aa exspt1oa. affor4ecl the. GovermleD't except 

vha the coDt:ractiDS ofticer ~-· tha't the . 

~ .... 
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·~:···l ... 
i·-

to the Clover..ct; u4 

,\·· !'~.~·- (iT) fll)ee1al aa••-tli em 1azl4 ·vhich represent capital 
~ . . 

, ~, .. ) . ~- J..-t--r-~~~vi .. 'J. ~ c..{~fr "(-, c ~~-/ 
1/~. . ~t ..... ~-~---&a. oth~· all.ovalal.e ~. abcrft; 1\i~·-e~. J 

\(· · :_ ·~~ -.., ...... "--t .f)' ) , ,1:;/ · .. - -L 

•• wt~. 1IMe1a -r lie me~ 01' ~-···~ are &llORlal.e; :rnmtl.!! __ ...t. ' 17 .... · _ 

tba-t tbe. coatractor prior to· ~t .ot such. ta.x-. r _r-
(1) p~ requat. iutnniaa t1ua the coatraet1Bs. 

. . ,' . . . 

officer _ coaceJ:DiJIC aucll ~ J aa4 

. (11) ~-all acticm···direetecl 'b7·_-th8 coatractill& ott1cer~:~,-
' .. 

1D.cluiliq coop~ratiOJ;l witll aa4 tor tlae belleti": ot tJw,:;: · 

Go~- to (A) 4etem:1ae the lepliv ot •uaJ&-

uaeasaat or, (B) aeouzre a rehllcl ot auela taxa•-· 
. . . . . 

!!:!.. ~~ tl-.c.. c..~ .. \,.'-.........,..~ .. ~ c1i . . . . . . . . . 
BeeHll&lal.e.co..b ·~ e;q nell. . . act:loa ·-.i.rt&U.a .. 'b7 the ccmtrac. tor at _the.~-- .1; 
t1oa tlllf"th~ ecmtract1Jis om.cu are·llucnni.ne •. · Interut aa4 peraalt:lea ~urrecl y-
'b7 a· ooaV&o~r- 'b7 reeeoa .o~. ~. DOJI.PIQUJlt. o1.a:q tax at the c11recrtioa o~ the 

coaV&ctiJI& otftcer or. 'b7 ~oa o~ the t&Uun. ot the cORtractiJa& officer to 

. . unn t~ cU.reatioa after pNw;pt; requat tlle1'efo:r, are allo al.lovable •. •. 

·· . · . : ·· ~ Aa;r. Nf1m4 ~.taxa,. man.t, or peaal.Uea, aa4 &li7 pqaeat 

. to ~· ·c.oavaotor. o't :l.wtues1;. tb.eNoa, &ttrilnltable to ta.Zu, iaterat; or . 
peaiuea v!d.CJa·· nn_ &Uowe4 u coati-ac~ coata~ aba'' be-. c~te4 or :pa:l.4. ·· 

to the _Go~t- ia_the memper cU.reate4 'b7 the_ GoTel'DIIeJlt, pro'Yide4 ..-itT.:· 

mten.t act~ pa1a or o~:ted to a· COJrtraetor 1nc14eat. to. a rehlu\ o~ 

tax, 1Dtereat or paal:Q' s_hal1 be pa.14 or ore41-te4··to the Oo~t ~ 
........... . . . -

. ) - . 
. ·-'to the. eXteat that such iaterest. accruecl over .the periocl ch1r1ns which the , 
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Draft 
-i2 March 1959 . ("\, 

- J. '1 ~jc.-V 
coatractor hacl. 'bea reillbllrlled. b7 the Govel'!lllat tor the taxes, · :!nterest 1 

or 1MDI&lt1ea.,:· 
(q ·;,...) 

...twT !'mde, -·Bwlhesa, 'feclm1cal an4 P.rotua10D&l .Act1'Yitr Coats. 

(t~-\) Ei;T Meaberall1pa·~ . Th18. · catesorr !Dclwlea costa ot ••benhipa 

1a-tnd.e1 b\Uiilleaa, teclmica11 ucl proteaa1nM' orpllizat:l.ou.- Such coats 

an &11oalal.e.· 

( t, .. \ · (a-}-· Subacr1zt1oa. · '1'l118 1 tea :lacl.\1488 . co•" ot al1bacript1ou . to 

all.Owa'ble. 

(~)~ ·xeeti!p ..a CoD:tennces •. ~ ita 1Dclu4ea. coat o~ --~·, 
' 

'ftaup)rtat:loJl, nmtal. of tac111t1ea tor. Mri!Bpj · &J&4. coats. 1Dc14atal . :-::7; 
. . r' . . ·. . 

. ., _) thueto, ·*• the· pz1Ml7 · pw;poae ot the mcurrea.ce ·of nch costa 18 the. 

' 

cUaa•1•tioa. of tec"'c&l ia:tomatiola or atiwql•tioa ot procluct1oa .... SuQ 

ooau are· allow,'bl.e• ('i ) . . . . . 

~ !li:a1D'DI aa4 B411aat1.0Dal Coat.. 

( "')·-(~) Costa ot ~t1oa aD4 maht-uce· ot a ·prosraa ot 'iutrac• 

tioa at DOilcollese lnel, 4eaipe4 to :l».creue .. the wcat1oD&l. effect1nuaa · 

o~.~.-~1-s. -.pl.oJe•, Dolv''"l tm'P'•I•t8rial.a, teztboob; aalari .. ~ i..J!.. ,~ •. 
( /- ,., J! • ..___ - . J -,-.. I ' (. 1.1 I J ··' .- . v.( 

Or ,..... ot ~~; ~~,-~~i.B::;:.;':A'c' ~ ~..r·.1~::-~~:, . , 
( 1) aal.a.r1ea: ot the a:tnctor ot __ · tm1»'"8 u4 atatt 

Yhea the. tn1n'"l prosriaa. 18 cemcluctea b,' the . 

coatmctor; _or 

( 11) tu1t10D aD4 tees vb• the tra1n1DI u ill aa · 

1Dat1tut1oD not OJ)erate4 'b7 the contractor; 

~ . .J an allova'bl.e. 
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' . 

·•'1 ... 

.. 

....,.-. 

- - . 

the· 3o'b n~ta ot baD& t1c1e -.ploJeM1 .:f.J1cludms oJ117: 

(1) t:ra1n1pl mterialaJ 
• 

( 11) textboolra J 

. (111) tea charse4. b7 the ecmc&t1on•' 1Dat1tut1cm; 

(1v) tuitioa ah&rse4 'b7 the ec1uc&t10Dal. 1Dat1tUticm., or 

1D _lin ~t tuitioD, iu'tnctora' aa.lar1u aza4. the 

relatei. aiw.re ot ~ coat ot ·the educat:lo.:L. . 

1Dat1t1rticm to the exten· tbat tb.e sua thereof 18 

DOt :lD aceaa ot the t1d.t1oa Wic!l vo\114 !Ia'" 

'bee :pa14 to the part1c1:patiq e4Da&t1cme' 

1ut1~1cm; aD4 

(v) atra1sht-t:llle c~Uoa ot each· eapl07ee tor· 

tilut Spa.t atteui''"l claaaea 4uri.Bs w:rld.qlioan 

DOt 1a. uceaa ot 156 houn :per ~ where. c~ 

--

ata.Dce• ap DOt :pemit the opezatiaa ot· claaaea or · 
·.. ·. ./·-~k~ 

.. attadence at claaae• ~er :repl.a.r wo:rld.DI hounJ -~· · _it. t-

.. , . : ~ 4) AI -:._u- .,-J . 

an all.ovable ' zt I ~ I " ~ ;: -: ~' 
· . -~\ ~L::"-·~-::L-·:.' /" ',"(t l. _. ~ J ,--rr~X v , , r · ~ 

-- · . · ·· Coat. ot t'aitioJa,. tea, tra'n'".l •ter1al.a aD4 textbooks 4v· z.~-

(lnn DOt a-GbaiatGce, ~, or &rq other~~) 1a co:a.ectioa vith 
-~_Q--· ~ . 

/ tQUtme(ac1at1t1c &114 ens:'J'eerl.Ds e4ucat10D at a poat-gra41ate (but; not 

11114er-p-aduate) coll.ese level :rela~ecl to the 3o'b :r~t• or boll& nae 
~- to·r a. total perio4 DOt to acee4 one schoOl year tor each eilr;plOJM 

ao Vaille4, are allowable~ I ID UDuaual. caaea where requ:lre4 'b7 m:1llt&r7-

. -
I:' I .... 



l-'1 

"· 

. . 
1:a p:rociu_a; or· c!el1"Nn4.· !h••· con• are··&Uowabl.e •.. Wha aucll coata caa . . . 

. r•"1'7 be 1~t1f1e4 with the 1t-·1Jl'Volve4,· .the7 a"T-'b• ~~ co•tef.·_·. 

:-~ a. traqortauoa _coata·or ac14ecl to th•: con o~ ··uc!l 1~ C·~·~a'bo'n). 
~~ . . . . 

1f.b.e1'e _-1cleat1f1cat10a with the. mterlal.a· ·receiftd ~ read1'7 be·-.ae~ 

...... 

_) 

. . . . . . 

1a~ trauport&~oa coats ·11&7 be chargecl to the · ap;pl'Opriate 1*41rect 

con ac~ U the _coatracto~· tollon _a cau:i.atezrt, equitable procedure· 

1a tb1a reapecn. Outbolua4 fnisbt, U re~ble 1DU1er ·the· tems o~ the . 
~~ .. . 

coatract, be V.'tecl. u a 41rect· coat. 
(YS) · .· 
,.~ !ravel. Coats. · . . . c~s . . . . . . 

· ~ Travel c~n. 1ul:a4e coeta of 'baasportatioa, loclc1q;, a1ib-

ainace, :·aa~. :lac1c!eatal ·ez.pew••, ~ 'b7: coatractor peraomael. 1a a 
. . . . . . 

tra"NL atatua· ··d. oa oftic1al e~ bu:tuaa. • ·. . . · 

. ·• . . . . fet) 'fraftl costa m.., b• bue4 upoa. actlal. coata Dcurre4, or 
. . . 

oa a· per 41e or mUeap -but. h·lleu of actual. costa, ·or· oa & ccabiu.t10.. ot · 

the two; provi~ the. methOcl. uecl do~-~ reaul._ m aa uueaao-.ble charp.· · 

4) 

..... 
·. 1:5. 
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; 
,.; 

-..... _ 
. .Draft 

•. (c} . . ~~59 .. 
· ~. '!ra'Vel coata· 1DcUrre4.1D. the :aomal course ot. . er-a.ll 

A!·, -f. • . • ~. ·. . . . . ,.. 

a•1•1•t:ra:tioa: ot .. ~·~- 'W81B8f8, . ... appl:J.••ltle,, . .., the., atb.~e \ube•• are 
p;_;_~-~~a £...t. t:;UtJ.~ a.~···A,,,~-~ c~ .... -n. 

~bl·~ ~~~·:·., ..... •l'~7J ... ·~~f~.,·~;·:'']~at- t~.·'' -~ .. !l.f.t .... 

»erto~• ar,~ ... ,aJ.l.9-.bl:-• ~ 11&7 be charpd. to the ccmtraqt, ~- ~-.ccoriuc, 
i .,.~.· , , .. ,, . ~ : . ·, .· . ' . . . 

· with the p~t)p.le ot 41re,ct .. ~,!~t:~,l (1~~'· MP.a 15-2g?). 
( e . ·. -

. ~ . 
· ~ lleca,s~,, .• ~QIUL'ble costa ot faail.T·~~ &a4 penoael· 

' I : ,, 9: ' ~ 'j•l,,., " ' ' l ,' -,- ~ '" ' . ' . ' ' I ~ 1: "" 

~a.,.ot~t!P'P~·':or ..._ •. II&~~ ~~~.~aUa.ble,;;- ~ub3ect. to •1J.oc;atiaa 

oia tlJ• -.u.Jio.~ .. work .,or t~ rl»811od b~te4 wlla &~te. ·. (B1d see · · r·d7 · , · ·· · 
· · ~.15-~ltul(.~l~~). 

. ;.! 

' ~! . ; 

. ·.• -·~ 

.. 

',.''·"' 
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Dratt 
. . . . 12 MaNs 1959 

·. Part~-·Ouidelmea tor Appl.ic~tioa 1D the ll'egotiat~~ C!jW.k.. 
· . · ·aa4· Jc1w1p1_atr&tiom ot rixed-Price ~ SUJ:JP17 · 

aa4 Beaearch Cmatmcta. with Orpaizatiou Other 
. ~ Ec1ucat:lm•' Iutituticma aa4 ta the 

llesCrtU.ticm of Tel'lliJI&tiaa Settl.-ts tor 
tl:L• Ccmvaiace ot the GoTel'Deat 

'6ai:J· . ". ··•. . . 
15-~. ScOJ!! ot Part •. _.-~ Part pi-o!l~- p.ia&ace tor the use of_ 

Part 2 ot··tM. .. Sec'tioa ·(~)-,:bi. .. the e'Val~t~_ot cons 1a pr1c1Ds of neso-
·.· ) : . 

·..... Uatea :t1z.e&.price t7,pe ·~ aacl research c:oatr&cta aa4 subcoatraota with 

orpaisat1ou other thaa e4uaat1cmal. iutitutiou, 1a those wtauu_.wen 

' : . . 

(11).1JL the mesot:l&Uoa of tem:lllat1oa aettJ.aileat8~ ~· tM •nzr 1 ....... 
:&0/ , ·. 

·1&;@:: Detiait1oa of nXecJ,.Price Type· aoatracta. ·~price tJpe· 
. . . . .. 

. ~oaU.Cta·. 1acl.~,. tor )ur»oau. ot th1a Partl the toUov1Jis:. · .. 

! . 

·. ·. 

( 1) · t1ra :t1z.e&.pr1ce coatraeta· (ASPB 3-Je.o3.1) · · 
. . - . . 

· (11) tixe4-pr1ee cO.tracta vith eac&laticm (ASP.R·:3-Jt.03 .• 2) · 

(111) t1xe4-:tr1c• .coatracta :prni41Jl8 tor the recletemiaat:loa. 

ocf price (ASPB 3-4<>3.3) 

(iT) t:lxe&-:price 1acat1ve · coatraeta (ASPB 3-lt.03~~) 

( T) · aaa-eoa"-reDbura&ble JOrli~ ot ttae a:acl Jl&ter1&18 
; 

caatzaota: (ASP.B 3-4o5.1) 

(Yi) labor-~ coatracta (.As:Pll 3-4o5.2) 'oi,.: .. 
· 15-!.S9!r. !uic Couideratiou.. (~) u&aer ~price t,pe coatraot.~ 

•• uptiate4 price 1a the baa is tor. ~t to a coatmc-tor wher.a all~ble 

coat. are ·the buia tor re11alnzrs .. t uader coat-re1m'burseud t7,pe coau..cu • 
. · Accoz-41•1'71 t.,U policies aa4 procedure• ot ASP.B Seriicm.. III, ·Parl 8, are 
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·coatmctll., .ico.t·pa.~~c.nm~.~ta:.,q :P~~ paea tor aacerta1•1"1 
...... ,_1: ~_;: .· ~) .; _,:.1 ~-!. ' , __ .. , . J,.~: ' t, : 

. fUr cC~~JM~U&t1o~, l»llt: an..-~ r1814 .-&~ ~ot: 1t. · Other 'Qpea ot data, 
• "' ,._,. ~ I • • -~ '' ,. • i. ' • ,; 

. . . 

·cri:tena, or~~~·- ·:Nmish ·~reliable 'Suicles ·tO fair caa-

peuaUoa~ .· !J1··'·i.'binlt7 to awJ-7 ataadarda. of'.b'U:lDa• . J1tdp~~ &a 41at~ 
• 

:haa. •tnct ace~~ priaciplea. 18 · ll.t the h~ of a nesQtiated. price or 

aettl.._t. ·· · · ·. · 
• ,_ • ~- ' •• · •• ·: :· ,,_ • • • • : •• "c, .• • •• ,. ··,. • • • • ·_:·· • ' ~. • • •••• ' ~· ''" 

(bl · AlloD8 the tifter.t ~· o~ :tixe&-:price ~~ 'coatmcta, 
\ ' lo • • • •• .t . ' .... ·~ j~ , ~ ' ; " I . v.' ., . ·, :: ·., ~ , ·I>_ ' ' • ' • •. I : ' • • 

the aeea tor cou1cterat1oa of coa~ ~·• couiiU&~ u· 11L41cate4 below: 

''·~~ .. / ( :t) Bet~!!P!C!1ve· ·Pii.c#ys ad· s.W...at... .. ia aeptiatilia 

tim t1xe4 prices· or aett:L-...u· to~ vork vhich has beea .. · · 
. . ,"". . 

;..r ~ 

· ·~·-·coaplet.l.at··the t1.zae.·ot.aegoUat1oa <••1., t1Dal..Dep-: r-\ _ 
. .• . :1. . \ 

t:lauo.8·~~ tized,.pri.ce 1ncai:l.w. coatracw,· ~ 
• . i,. .; . '· ·.. .. : • l,·,t :~.. ·... . • ~/- .... I,.~ • ·' . . • 

··· m..Uoa·o~ price after cCII,Pletioa ot the wrk; o~ 

nept:laUoa: of a aettl-t asree-t uacter a coatrut 
, ..•• ' . . . . .· ;, . I , 

t ..... 1.Mted to~ the coaftaia.ce . Of. the. GoYenmat) 1 the 

tr.'t.lled ~:t: c_oat. 18 a ajor factor 1a ar.r:i:riq at the · 

. ·~ ( . . ~'t 

-··• -•1tw.Uou; ~ f1M''7 a;sree4 :price or· ant.le--

... t ·rila7. repreaeat a~ other tbaa t!l• •• tcrta1 -~ 
. _. ot aceept;&Ue coats jlu. profit, ~:lace ~e t1u1 pna·e 

't''. : . ·.· .. · ·. . . -, : ' . : . 

accQ\e4 b7 -.ell ~· c!oM" aot nec'as~ _ retl.ect 
. i . . ,) . '·~ 

. &gre--.t··oa the fi'I81-.Uoa ot •ch el-.at o:t coat, 

; . " , but ·rather a tiDaL reacduioa · ot all issues 1a the 

aeaot1atloa procua • 

of:' I .... 



"· 

.. ' 

·J: 

· · ( 11) :rorvarcl Priciy. 

... :. 

torvarcl pric·iq 'Varles sre&t17 :traa cue to cue. · Ia 

ne(COtia.Uou coveriq future vork, . actual coats C&IUIOt 

be launra ·aaa the importaaee._ot co•" eatilatea de}Mia4a 

oa the· ·airc .. taacu.;· ·, ·. ~ · eoa'tractiq ott1cer 11118t 
' ' 

~ 

couia.er-~ &ll. ·the tacton. attectiq the reaaoaa'bl-• · 

·, ... ~. .. . · . 

. pro4ucUaa or t~:l&i. _ ri.ak unua, the caQlu:1t7 ... 

1p~1t;,, ... vell .. ~ i~JQJ.e coat .... tiateli~' lie __ ;' 
. ; ....... • 

. : ·.~ .• :' -~.· :r 

.. t ... _lMi( tree to barp!i. ~or a wtai. price vbicm ' ' 
.::.-:::,·-' ' ' • ·,f· .··:::-~' '' ',· . ·' .. · '' 

eqattabq Uatributes the nslal' betnea the coatractor 

u4 ... :aon1Wl8at ...... prondaa ·111cent1.,.. :roz· ~a181107 · 

aa4 C08t ... recluct:loa •. Ia ~1atiag SUch & price, .1" ill · .. 
.. . · ....... ·.'' . • . ! · ..• ·. . - I 

. . . . . . . . .. . . . 

~ posai'ble to 1dGt1f7 ·the 'tnataat ot· apecifte coa-t 
. ~.;·:·-- .. . ' . . . ~ :.. 

el...ta· aiue the·-~ 1a oa. a total. price 'baa1a •. · - ' ~ . 

!!ma,.lddJ.e coat cJat& ia.o~ ~!w.lmble &14~ it. v111 
. . . . . 

J&Crt c~ aept1a;Uoa o~ price8· tor wrk to_. 'be per-

tomet, or & target price .ur ·aa 1aca:U:n· ·C~~- . .f 

. .. (5'o..). : ·. . . . . ~() t 
. 15-_sor: Coat ~1J!].es_ aa4 !heir Use. (a) · Wh•, purnu:t to ASPR 1~ · 

con. are. to be c_ouitlencl 1a the aegot1atioa ot t1xe4-pr1ce .. 'Qpe coatracta, · 
. ' 

seeUoa rt, Pari 2, shall. be uaecl u a piu 1a the eW.l.mt1oa ot oQn data 
' ' 

ref~Uire4 to utabllah a ta1r aacl ra.ao-.bl.e :prlce 1a· coaJ\DlCtioa. with· other · 
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· : . · CA7~\ " 
periiuat- c~ideratiou u •n forth more tull.7 1a ASPB Sectioa III~ · 

. 
. 9.- ~~~~<-~~a, . 

(b) ,fiibeaenr ~ occuioa ar18ea ill Vhich accept,.b1l.itT o~ a 

Pan 8. 

. qec!fic.:l.t• o~.co•t.becomea. aa .ia~ue, ~Seri~ XV,. Parl.2, v111 ••ne· ~ { '.· . 
· 1:; ~ ~~~~l:;g ::If._~~~~~~~ ~1 ~~~~~-~ .•, :~: .... i, 

a lUi~. tea: t~w a •••a.ti• """W' ---!••• u . · . . ·_I ({- . ~ ~-:;~.(. . 
·,· . { . (c) Ia a~ Pan 2 o~ 'tlda Sect:f.oa XV to f1zec1..pric .... (tf.-k ~:':.:: 

~ ~~tf~\t)coav.cta, ~ractiq ofticer. vW.: (1) 11et be~ to a~iate 
riJv •en=•~ oa~Ui11Tibl. el.-~ ~ 008~1 aa4 (11) be expec-te4 to~· 

thetr judpeat u to the. a.esree· o~ 4et&1l 1a vh:1ch tbq. ·. cou14er the 

!acU..,.,., el--.ta of co."'· :1a arrivDc at their naluat1oa ot.total. con, 

· where aucla na:L•t1oa :l.a appropriate. Bov...V, tb.e · .. pt1&Uoa recort.. 
. . . . 

· aW~ tull.7 •ua'l:&at1ate aacl· Juat11)' the 1W.Bcm1•s leecJ1•s to ·&al' ••so- /\ 
t1ate4 Jrice • .- . . . . . . . 

. . ~ .. I· ~"·--·~ . ·: . . . . . 
(i\ ~ . . 

- hmraJ'er, ~.J.a order to pemit the proper evaluation of cost data 

submitted by contractors for use in negotiating pr1ces1 it may be 

necessar,y to obtain breakdowns or account analyses in respect to some 

cost items particul.arl.y those whose· treatment may be dependent upon 

special circumstances as stated in the prineipl.es. Contractors will ~ 

expected to be responsive ':to reasoDa.ble requests for data of this kin\. 
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.: · .:SEC':IO~ XV 

CONTRACT COST ~INCIPLES AND PROCEDURES 

15-000 Scope of Section. This Section contains general cost princi

ples and procedures tor the dete~nation and alloWance of costs in con~ 

· nection w1 th the negotiation and. administration of cost-reimburs~ent type · 

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

tion of costs in connection with:certain negotiated fixed-price type 
I 

contra.c.ts and contracts terminated for the convenience of the Government. 

Part 1 - Ap~licability 

15-101 Scope of Part. This Part describes 'the applicability of sue• 
. . . . 

ceeding·Pa.rts ·of this Section to the various. tyPes of contracts in connection 

with which cost principle.s and procedures are used. 
. . . . 

15-102 Cost-Reimbursement SUpply·and.Research Contracts With Concerns 

Other Than Educational Institutions. This category includes all cost

reimbursement· type contracts (ASPR 3-4o4) for supplies, services 1 or 

experi!nental, developmental, or research work (other than With educational 
. . . 

institutions, as to which ASPR 15-103 applies), except tba.t i-t;; does not 
. . . . . . . . ·. 

include facilities contracts (see AsP.R 15-105) or construction contracts 

(se~ ASPR 15-104). The· cost pri~ciples and procedures set forth in Part 2 

of this Section shall be incorporated by reference in cost-reimbursement 

. supply and research contracta with other than educational institutions 

as the basis -

(i) for determination of re~burseable costs· tinder such contracts, 

including cost-reimbursement type. -subcontracts thereunder, and 

. the cost-reimbursement portion of t~e-and~materials contracts 
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· (ii) tor the ·negotiation of overhead rates (ASPR Section III,. 

(iii) 

Part 7)i and 

tor the determination of costs of terminated cost• 

reimbursement type contracts.where the contractor elects 

to "voo.cher out ri . its costs (ASPR . Section VIII 1 Part 4), 

and tor settlement ot·such·contracts by determination 

(ASPR 8-209 • 7) • . 

15-~03 Cost-Reimbursement ResearCh Contracts with Educational In

stitutions. TJlis Ca.tegoey includes · all ·coat-reimbursement type contracts 

(ASPR 3-4o4)· tor experimental, developnental, or research work. with edu

cational insti tutiona. The cost. princ~ples and procedures set torih in ~-

·Part.3 of this Section shall be inc~rporated b1 reference in cost-. . 

· reimbursement research contracts Yith educational institutions as the 

---~-~' 

basis - • 
· ( i) tor deter.mination of reimbursable costs under cost

reimbursement t,:pe contracts, includ:tni ·cost-reimbursement 
• 

type subcontracts thereunder i . 

· (ii) · for the negotiation ot overhead rates· (ASPB ·section III,· 

Part 7)i and 
. . 

(iii) far the deter.mination ot ·costa of terminated cost-

reimbursement. type contracts where the contractor ·elects 

to "vc:ucher oo.t" ita costs (ASPR Section VIII, Part 4), 

and tor settlement ot such contracts .b7 · determination 

(ASPR 8-209.7) •. 

In addition, Part 3 is to be used in determining the allowable costs· ot 

research and develC?pnent .performed by educational institutions under grants. 

- 2-
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/jditor's_ note: 

be_ deleted:] 

When this paragraph 15-103 is printed, ASPR 15-300 should 

15-lo4 Cost-Reimbursement Construction Contracts·· This · catego:ry 

s.· f includes .all. cost-reimbursement type contracts (ASPR 3-4o4) tor the con

struction, alteration,. or r~air of _buildings, bridges, roads, or other 

•J •. 

kinds ot real. property. It also tilcludes cost-reimbursement type contracts _ 

for architect-engineer services related to such construction •. It does not 

include contracts to~ vessels, aircraft, or·other.kinds of pers~nal property. 

The cost principles and procedures set forth in Part 4 ot. this Section shall 

be incorporated-by reference in cost-reimbursement construction· contracts 

as the basis -

.. (i) tor deter.mination at-reimbursable costs under cost-reimbursement 

type contracts, including cost-reimbursement type subcontracts 

thereunder; 

(ii) tor ~he negotiation ot. overhead rates (ASPR Section III, Part 

7); and 

(iii) tor the determination :of costs ot terminated c-ost-reimbursement 

type contracts where the contractor .elects to "voucher out" 

its ·costs (ASPR VIII, Part 4), and tor settiement of such 

contracts b7 determination: (ASPR ;8-209-~7)• 
. I 

I 

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

l5-lo6 · Use of Cost Principles tor Fixed. Price Contradt_s. Part 6 ot 

this Section provides: guidance tor the use .ot Parts 21 31 _ ~d 4 where appro

priate, in the evaluation of costs in connection with the ·negotiation· of 

certain fixed-price type contracts and termination settlements. 

- 3-
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15-~0I_· Advance Understandings on Particular Cost Items. The extent 
. . . . . 

of al.lowabili ty. of the selected items ot cost covered in Parts 2 through 

5 bas been stated to apply broadl.y to many accounting systems in varying 

contract situations. Tlms 1 as to any. given contract 1 the reasonableness 

and allocability of certain items of cost. may be difficul. t to determine,. . 

particularly-in connection with firms or separate divisions thereof which 

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

possible subsequent disallowance or dispute based on unreasonableness or 

/"\ 

non-~ocability, it is·~portant that-prospective contractors, particu

·larl.y those whose work is predaninaDtly or substantially with the Government, 

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

or unusual costs in .categories where reasonableness or allocability are 

diffieul. t . to determine. Such agreement may also be initiated by contract

ing officers i_ndividllal Jy, or jointly for all. defense "work of the contractor, 

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

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

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

coVer~a,. thereby throughout the pertormS.nce of the contract. But the 

abseD:,ce of such an advance agreement. on anY element of cost ~ll not, 
l 

in 1 t~E!lf' 1 serve~ to ·make that el.ement either al.l.owable or . unallowable. 

Examples of costs on which advance agreements _may be particularly 

important:-

(1) campensation.for personal services; 

(ii) use charge tor fUlly depreciated assetsj 

(iii) deferred maintenance costs; 

4-
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. (iv) 

(v) 

.pre-contract costs; 

researeh and development costs; 

(vi) royalties; 

(vii) selling and distribution costs; and 

DRAFT 
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(viii) travel costs, as related to special or mass personnel 

movement. 

-.5 -
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Part 2 - Princip~es and Procedures for Use in Cost Reim
bursement Type Supply and Research Contracts with · 
Commercial Organizations 

15•201 Basic Considerations 

15-201.1 Composition of Total Cost. The total.cost ot a contract 

is· the ~ ot the allowable direct and indirect costs allocable to the 

· contract; incurred or to be incurred, less· any all.ocab~e credits. In 

ascertaining what. constitutes costa, any_gener~ accepted method of 

determining or estimating costs that _is e~itable under the circumstances 

may be used, including standard costs properly adJusted for applicable 

variances. 

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

considered· .in determining the allowabUi ty of individual. 1 tems of cost 

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

· generally accepted accounting principles and practices appropriate to the 
. . . 

particular cirCtlDI:Stances ~ ( iv) any limitations or exclusions set forth in 

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

ot coat items. 

15-201.3 ~tinition of Reasonableness. A coat is reasonable it, in 

its nature or amount, it doe~ not exceed that Which would be incurred by 
. i 

a.n or~narily' prudent person in • conduct ot competitive business. The 

·question . ~ · ihe reasonabl.eness of specific costs must be scrutinized vi t;tl 

·particular care 1n connection with.tir.ms or separate divisions thereof 

which may not be subject to effective competi~ive restraints. What is 

reasonable depends upon a variety of considerations and circumstances 

- 6 -

... 
I:' I .... 

~\ 



•. · ... ., 
"· 

~-~- --~~ ~----------- --- ~ 

DRAFf' 
26 June 19.59 

involving both the nature and amount of· the cost in question. ~ In deter

Jnining the reasonable:p.ess of a given cost, consideration sball be given to: 

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

ordin&r,r and necessary for the conduct of the contractor's 

business or the performance of the contract; 

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

generally accepted sound business practices, ~·s length 

bargaining, Federal and state laws and regulations, and 

contract terms and specif'ic.ations; . 

·(iii) the action ~t a prudent business man wouJ.d· take in the:· 

circumSt&llces 1 considering his· responsi bill ties to the 

owners of'· the business, his employees, his custc:mers-1 the 

Govermnent and tbe public at large; and· · 

(iv) significant deviations fran the establ.ished practices of' 

the contractor whiCh mayunJustifiab~ increase· the contract 

costs. 

15-201.4 . Def'ini tion of' Allocabili tr.. A cost is allocable. if' it is 

assi~ble or chargeable to a particular cost obJective, such as a con-
. . 

tract~ product, product· line, process, ,or class ot ~tamer or activity, 
. i . 

in accordance With the relative benef'~ts received or other equitable re

lation~hip. Subject to the ~ore going, a· cost is allocable to a Governmeb.t 

. contract if 1 t: . 

(i) is incurred ~ecif'icall7 f'or the contract; 

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

ment work and other work and can be distribUted to them in 

reasonable proportion_to: the benefits received; or 

- 7 -
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·(iii)· is _necess&r7 to the over-all operation of the_ business, 

although a direct relationship to any particular cost 

objective cannot be shown. 

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

. allowance, and other credit relating to any allowable co~t,_ received by 

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

· as ·a cost reduction or by cash ·refund, as approp:riate. 

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

i~ntified specifical.J.y with a particular cost objective. Direct cos_ts 

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

material. or labor. Costs identified· specifical.l.y w1 th the contract are:-· 

direct costa of the .~ontract and are to be C'llarged directly thereto. " . . . 

Costs identified specifically with other work of the contractor are direct (\ ·· 

costa of that vork and are not to be charged to the contract directly or 

indirectly. When items ordinarily chargeable as indirect costs are 
. . . . . 

charged to Government ~ork as_ direct costs, the cost. of like items applicable 
. . 

to other work of the contractor must be eliminated fran indirect costs allo-. 
cated to Government work. 

~· 

(b) This definition shall.be applied to &ll items· ot cost of 

. significant amount uW.esa :the contractOr demonstrates that the application 
. . . ·. 

of e:r:rr dinerent c-.uTent practice achieve~ substantia.lly the same results • 
. . 

Direct coat items of minor amount may be distributed as indirect costs a~ 

provided' in ASPR 15-203• 

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

·of its in~ence tor camnon or Joint objectives, is not readily_ subject to (\· 

- a -
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treatment as a direct cost. Minor direct cost items may be considered to be 

indirect costs tor reasons of_ practicality. After d.i~ect costs have been 

determined and charged direc~ _to the contract or other -work as appro

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

classes of work. 
. ... 

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

ings with due consideration ot the reasons tor incurring the costs. Each 

grouping shoul~ be determined so as to permit distribution of the_ grouping 

.on the basis of the benefits accruing to the several ~oat objectives.· 

Camnonl.71 manufacturing overhead, selling expenses, and general and ad

ministrative expenses are separately grouped. Similarly', the parti~: 

case may require subdivisions of these groupings,. e. g. 1 building -occu-

pancy costs might be separable tr~ those of personnel. adm1n1st~ation within 

the manufacturing overhe&d group. The number and compos! tion ot the group-
. . . ~ -
1ngs should be governed by practical considerations and shoUld be such as 

. . . 

. not to caD.pllcate ~''7 the allocation where substantiall.y. the same re-

sults· ~e aChieved through less precise methods. 

{c·) Each cost grouping shall be. distributed to the appropriate 

co•t objectives. !his necessitates_ the selection ot a distribution base 
. .. . - . . . 

. . 

c~OJi. to· al:L. cost objectives to which the .grouping is to be allocat~d. 
. ~ . . . 

The base: ~d be .selected so as to permit alloeation ·of the grouping on 

the· basis of the benefits .accruing to the several cost object! ves. This 

·principle for sel.ection is not to be applied so rigidly.as to complicate 

unduly the allocation where substantia.J..ly the same results are achieved 

· through less precise methods. 

- 9 -· 
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(d) The method ot allocation of indirect costs must be based 

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

with those senerally accepted accounting principles which are applicable' 

1n the cir-cumstances. The. contractor's established pract~ces, if in 

accord w1 th such accounting principles, shall general.ly be acceptable. 

However, the methods used by the contractor may require· re-eXamination 

when: 

(i), any substantial difference _oc<ru:rs between the cost pat-

terns ot work under the contract and other work of the 

contractor; or 

( ii) any significant .. change occurs in the nature of tlie busi•: 

ness,. the extent of subcontracting, fixed asset· improvement 

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

tion, ma.nutacturing processes, the contractor's products, 

or other relevant circumstances • 

(\' 

(e) · A base period tor allocation ot indirect costs is the period 

cb.lring which such costs are _incurred and accumnl a ted for distribution t·o 
. . 

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

tractor's . fiscal year; however, use of a shorter period may be appropriate 

in case· or (t) contracts whose pertorm&nce invo~ves onlY a ·minor portion 

ot the fiscal. year, or ( ii) where it is·. general practice· in .the industry 

to use a shorter period. In any_event the base period or ~riods sball_be 

so selected as to avoid ine~ties in the allocation. of costs. When the 

contract is pertol"l'l'led aver an . extended period of time, ·as JD8llY' such base 

periods 'Will be used as will be required to represent the period ot. contract~ 
. . ' . . 

performance. 
- 10 -
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l5-2o4. _. Application ot Principles and Procedures. (a) Costs sball 
. . . 

be all~ed .. to the extent that ~,.are reasonable (see ASPR 15-201.3) 1 

allocable (see ASP.R 15-~01.4), and determined. to be all~b1e in view of the 

other factors set forth in ASPR 15-201.2 and 15~205. 

. .. . · (b) C~a~s F:.t:..!e:~,;~~~eftW=:~~.j 
. a aubc~tractor y.nder a cost-reimbursdnent · n>e sG.rlcont"J:a~t/\.are .allowable 

to the ·extent that 8.J.lowance is consistent w1 th the P8.rt ot this Section YJr 

whi·ch is appropriate to the subcontract involved. Thus, if the subcontract 

is tor supp~ies, such coat~·are allowab~e to the extent that .the subcon

tractor' 8 co.s1;s would be allowable it this Part 2 were incorporated in the 
. . . . 

subcontract; it the subcontract is tor construction, sue~ costs are. allowable· . .. . . 

. . 

to the extent that ·the subcontractor's costs would be allowable. if Part 4 
. . 

ot this Section XV were i~corporated in the subcontract. 

(c) · Selected items ot cost are· treated in ASPR.l5-205. However,. 

ASP.R 15~205 does not cov~r ev~ element at cost and evert ~ituation that 

might arise :tn a particalar case. Failure to treat e.rrr·i~em of coat in 

ASPR ·15-205 is· not intended to. impl.yr·tbat it is either allowable or un

all~ble. With. respect. to all items, whether or not spec~ic~ covered, 

deteim:l.nation ot allawabili 't7 s~ be. based on the . principles and ·standards 
:t • . . . 

set. forth 1n this. Part and, where a~opriate, the treatment of similar or.· . . . 

related-selected item&. 

· ·15-205 Selected Costs. 

15-205.1 Advertising Costa. 

(a) ·Adverti~inS costs mean the costs of advertising media 

and corol.J.ar7 a~nistrative costs. Advertising media include magazines 1 

newspapers, radio and television program& 1 . direct ·mail, trade papers, 

- ll-
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~\ 

OUtdoor· advertising, dealer c&rds . and window displays 1 COnVentiOnS 1 exbibi to I 

free gooU.· ·and samp.les, and the like. The following advertising costs are 

allowable: 

· ( i) advertising in trade and technical Journals, provided . 

such ad~ertising does not otfer spe~ific products or 

services tor sale but is placed in Journals which are 

. valuable tor the dissemination of technical information 

within the contractor's industr,yj 

( ii) help-wanted advertising, as set forth in ASPR 15-205. 331 

vhen considered 111 co~unction With all other recruitment 

costa; 

·(iii) coats of participation in exhibits~-· 

(A) upon invitation .at the Government·, or 

·(B) 
. . 

which exh1b~ts are tor the purpose. ot disseminatins 

'~\ 

technical ~ormation within the contracto~'s industry; · 

however, such costs are not. all.owable under this sub• 

paragraph (B) it the exhibit offers specific products 

. ~. 

or services tor sale; 

(iv) advertising tor the exclusive purpose ot obta1n1ng scarce 
. . 

materials 1 plant,. Or equipnent 1 or dispOSing Of . scrap or 

surplus materials, in connection. with the contract. 

(b) .ExcePt as provided above,. all other advertising costs are. 

tmall.Owa.bl.e. 

15-205.2 . :Bad nebta ... Ead debts, including losses (:whether actual or 

est:l.mated) arising trcm uncollectible custaners' accounts and ·other claims, ~. 

rela~ed collection costa, and related legal.. costs 1 are nnal' owable. 

- 12'-
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. ~5-205 .3. Bidding Costs • .~1dd1ng costs are the costs ot. preparing 

bids or proposals- .on potential. Government and nan-Govanment contracts 

or pro·jeets 1 including the de'lelopment o:r ·.engineering data and cost data 

n~essary to support the .contractor's 'Qids. or proposals. "Bidding costs . 

of the. current accounting peri-Od of both successful and unsuccessful bids 

.and propos8J.s .. norm&lly will . be. treated as allowab~e indirect costs 1 in which 

. event no bidding costs ot past accounting· periods shall be allowabie- in the 

c~t period to the Gov~t contract.. Haw..,-er1 . it the contractor's 

establ.ished practice is to. treat bidding_ costs by some other method, the 

.resul.ts· obtained may be accepted only if found to be reasonab1e and equi~able. 

15-205.4 Bonding Costs •. 
. . 

. · . (a) :Bondilig. costs arise when ·the Government requires &s~urance 
. . 

against f'inauei&l loss to itsel.f ·.or others by reason· of' the act or 

defau1t of ·the contractor. They ~ise also in instances where the con

tractor req~res. s1m1J ar assurance.. Inc·ludeQ. are such bonds as bid, 

performance, p~t, advan~ payment, infringement; ._and fidelity· bonds. 

(b) Costs of' . bo~ding requ:4-~. pursuant to .. the terms of' t¥ 

contre.Ct are allowable •. 

(c). Costs.- ot bonding req~~ by the cont~act.or in the· 

general. -cOndw:t .of his bus~ess· ar.e a.llOwab.le to the -extent that such bond-· 
. .. . . . . 

ing is. !n accordance with sotmd bus:lness practice and the rates and premums 

are reasonab~e under the c~cumstan~es. 

-·15-205.5 Civil Defense Costa.·· 

{a) Civil defense .costs are. those :incurred in planning for, 

· and the protection ot life and property against, the pOssible. effects· of 

- 13 -
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(\ 
I 

~ attack·. Reasonable costs of civil defense measures (including costs 

in. -ezeesa_. ot normal plant protection costs, first-aid. training and supplies, 

firl! fighting training and _equipment, pos~ing of _additional exit notices 

J,J · _ and ~tio~, and other approved civil defense measures)· undertaken ·on _ 

~ 

·-· 

. the contractor's premises- pursuant to suggestions or requirements of c-ivil 

defense authorities are allowab~e when allocated to all work.of the 

contractor. 

(b) Costs of capital assets under (a) above are &l.lowable 

-through depreciation in accordance with ASPR.~5-205·9·-

. (c)". ContributiOns to lo~al civil defense funds and. projects 

. are unal.l.owabl.e ._ 

15-205.6 ~ Compensation for Personal Services. 

(&) Gener&l •. (i) CQDipensation for personal services in-" 

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

whether paid immediately. or deferred,· for_ services rendered by employees · 

_to the. eontracto~ during the period of eontractc perfo.rmance. - It includes 1 

but -is- not ·_limited to, salaries, wages, .directors' arid executive committee 

member~-' fees, bonuses (including sto-ck bonuses), incentive awards, em-

I~ 

. ploy~ stock options, employee inslirance, fringe· benefits, and.co~tributiona 
• t . 

~I 

to p~ion~ annUity,. and management emp~oyee incentive comp~sation plans. 
· ..... 

~ 88. otherwise specifically provided· in this ASPR 15-205.6, such costs 

&i'e &llow.ble to the ext·ent that the. total compensation of individual 

~oyees is reasonable. for the services rendered and the;y: are not in excess 

of those costa which are &llowable by the Internal Revenue Code and 

regulations thereunder. 

- 14 -
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(2) Compensation is reasonable. to the extent that 

the. totaL amount paid.or.?accrued is commensurate with c~mpensation paid 

under the. contractor's established policy and conforms generally to com-

pensation paid by oth'er firms of the same size, in the same industry, 

or in. the· same. geographic .area, for similar services. In the administra:. 

tion.ot this principle~ it is recognized_ that not every compensation 

case need be subjected in.detaU to the above tests. Such tests need be 

applied. only to.· those cases in which a general review reveals ·amounts 

or types . of .compensation which appear unreasonable or otherwise out ot 
. . . 

line •. However, certain conditions give rise to the need f'or special. 
. . 

. ~!deration and possible lim:ltati·on as to. allowabUity for contrac;:t -

cost purposes- where amounts appear excessive. Among such conditions 

-· 

i .. 

'. ... 

. (1) Compensation to owners of closely hel.d 
... · . 

corporations, partners, sole proprietors, or 

members ~f the immediate families thereof, 

· • or to persons who are contractu.al.ly 

committed to acquire a substantial,. financial 

interest. in the contractor's :enterprise. 

P~e1'mination slml~d. be mS.de that such . 
. : . 

com:Pensa~ion ·is reasonable for the actual 

personal. services rendered rather t~ a 

·.distribution . o-r profits. 

(ii) Any change- in a contractor's · ~mpensation 

_policy resulting in a subs~_antial increase 

in. the contractor's level of compensation, 

- 15 -
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particularly when it was concurrent with an 

increase in the ratio of Government contra.Cts 

to other- business, or any change .'in the 

treatment of $.llowabil.i ty of specific tnes of 

· compens~ion due to changes- in Government 

policy. 

The contractor.~~-s business is su"ch·:.that his 

compensation.levels- are· not subject to the 

restraints normally occurring in the conduct 

of competitive business. 

(3) Compensation in·lleu:.-of s.ala.ry tor s~rvices rendered 

.by partner• and sole proprietors.w:Ul.be-&llowed to the.extent that· it:~:·. 

is reasonable and does not constitute a. distribution of profits. 
. . 

(4) In addition to the general requirements set_ forth 

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

further requirements as specified in (b) through (~) below •. 

(b) Salaries and Wages. S&laries and wages for. current 

services include gross compensation paid to employees in the form of 

·cas~;·. products; or services, and are. a.:uowable.. However, premiums for 

oveitiDe, .. extra•pay shifts, and mul.ti-shii't. work are allowable to the 
i . 

extent-- approv~ p\lrsuant ·to~~ 12-10~.4 or pe:rmitted pursuant to 

ASPR 12e.i02.5. 

(e') Cash Bonuses and Incentive Compensation. Incentive 

compensation for manag~t employees, cash bonuses, s:usgestion awards, 

safety awards, and. incentive compensatio~ based on production, cost re-

duction, or efficient performance, are allowable t5) the· extent that the 

-· 16 -
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·o-ver-aU-. C?~atic:>n. is determined. to be reason~ble and such .costs. are 

paid. or ace#ed: ~suant to an agreement, entered into in good.taith 

between .. the··· contracto;r and .. the employees before: the services were 

rendered, or pursuant tci an. es_tab~ished plan . follow~d by the contractor 
. . . . 

. so.· consistently a8_. to- imply1 in effect·, an _agreement. to make- such 

payment·. (13Ut see ASPR 15-107.) :Bonus·es, ~wards and incentive 
. . 

compensation when &ll1' of them are deferred . are allowable to. the :extent 

prortd¢ .in ( f') below. 

(d) :Bonuses and Incentive. Compensation Paid in ·stock. · 

Costa of·bon~ea and incentive· compens·ation paid in the- stoCk .Qf' the. con

tractor. or· of· an aff'Uiate are allo~le· to the extent· set forth. ui. ( c 1 
· above._(inel.uding the inc~rporation of the princip~~~, of' paragraph (:r) 

· bel.o~-. tor. deferred bonuses and .incentive compenaation) 1 · subj~ct to. the-:· 
. . 

tolio~. additional reqtU.rements: 

. ·-·: . 

.. •. 
··:- ... 

(i) valuation placed on. the stock transferred shall 
. . 

. be the f'air .. ·market value at: the time. of transfer,·· 

determined upon: the most objective basis 

available;-· and 

( 11} accrualS for the cost of stock prior to the 

issuance of such stock to the employees shall 

. ~. . . ... · . 

· · be subject to adjustment according. to the· possi~ 

bllities that the- employees will not·. receive . · ~. .. . . ,~ 

. . ·~ 

such stock . and. their. interest in the accruals · 

will be- i'orf'ei ted. 

Such.·costa -~herwise allow&ble are subject to adjustment according to the 

prineipl.ea set fQrth in { f') ( ~} below. · · (M see ASPR 15-107.) 

- 1.7·-
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(e) Stock Options. The -eost of ·options to ·employees to. 

pur~e.,·stQclt .. of·the contractor or of an a.ffUiate is. unallowable. 

(f) Def~d Cgm:R!liSation. (1) As used herein,_ deferred 

compensat-ion. ilic:J.udes all ~iQn~ in. whatever to:rm, for which the 

employee. is not paid JlD.til atter the lapse of" & stated period ~i' years 

or the occurrence of . other events as provided in. the p:Lans ,. except that 

it does nat· include. normal end of accounting period accruals. It · in

cludes (f) contributions to pension, amluity, stock bonus, and profit 

sharing plans_, (ii) -contributions. to. disabUity1 withd.:iwawal, insurance~ 

surviVQrShip1 . and s1m1Ja:r benefit plan81 . and (iii) other deferred. oom-· 

pensation,. ~her paid in cash. .or in stock• 
. . 

· (2) Deferred compensation: is allowahle t_o the extent 
· · A~T) ~Vfo?.t~r;..,.l~ . . . . . 

that (i) ·except for ·past service pensionl\coats)it ~- f.or services 

rfm:derecl.during. the contract periOdJ· (ii) it is 1 together with all other 

.compensation. paid ta. the ~loyee_,- reason-able. in amount; (iii) it is paid 
. . . . 

purs~ to an.agreement entered _1J:rto.·1n good faith between .. the contractor. 

and· empl.oyees befor~ tn. services are r~dered, or pursuant to an estab•_ 

lished. pl.atl. followed by the.- contractor so consistentl.y as ~o implyl .ill 

efhct~ sit. agreement to make such p~s; and (iv) for a pl..an which 
1 .· 

iS ~ub~ to. approvaL by ~ Intern.at Revenue Servie~·,: it falls within 

't;;he: ·~~teria ·and: standards- of the. Internal. Revenue Code. and :·the re8'lla- . 

tian& ar the Internal. ~enue. Service. (But see AS.PR 15_-107.) 

(3) In determining the ·cost of de:f'err~d compensation 

. al.lowabl.e l.1llder the contract, .appropriate adjustments -: shal.l be made for 

I . ~~~ ... L~ ~ 
7 lJ credits or ~,.(LX'ising ijut._of both nomal and abnormal. em:pl.oyee 

I"' I 

turnov~;- or a:r:ry other contingencies. that e·an result in. a ~eiture 

- 18 -
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by ,emplo~. of· .such deferred ccimpensation. Adjustments ·shall be made 

.on:cy tor: forfeitures which directly or in:directly in~e to the benefit 

.of·t~ ccm.tractor; forfeitures which inure. to the benefit of. other 

··empl.oyees cover.ed.by a def~rr.ed.compensation plan.with no reduction 

1li. the-· contractor's costs. will ·not normall.y give rise. to adJustment in 

. contract costs. Adjustments for normal emplQy.ee turil.over shall be based 

on.the· ·contractor's experience and. on foreseeable prospects,. and shall 

be reflected in the amount of cost -currently al.l~bJ.e.. Su.Ch adjust-

ment" will.be unnecessary to- the -extent tbat .the ·contractor -~au demonstrate 

that its contributiQnS take into account normal. forf.~it~es~ Adj~tmentS· 

for·~ssibl.e· .. :ruture a~ormal forfeitures, shall..be eff'ected.acc~ t9 

the tollowing.rules: 

.... 

(i) abnoi-mal.. forfeitur.es that are f'Qreseeabl.~:· .. 

and. which can. be ·currently. evaluat~ with . 

reasonable accuracy, 'by a.c,tuarial or ·other 

soimd .computation, _shall b~ refl.eeted by an 

adjus~ Qf' ·.current costs -'.otherwis~ 

allowable; and 

.( 11) abnormal f'orfei tUres, not w1 thiix ( i) 

above, liJ8\Y be made.the subject ·at agreement 

between the Government and the, ·eoirtr$Ctor 

· .eith~ 8.s to._.an equitab1e adjustment _or· a 

~thad of' ~~te+Ddn:!ng ·such _ad.J-pstment. 

(4) ·In deter.miliing whether ·deferred cqmpensation.is, f'or 

servicet .. r~ered during . the contract period or is f'or future services, 

consideration sb&ll. be given .. to ·conditions imposed upon eventual p~t, 

~·].9-
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such as 1 .requirements of continued employment, consultation after 

reti.remeht,.· and covenants not to .compete. 

/"" ' \ 

(g) Fringe Benefits •. · Fringe benefits are allowances and services 

provided.by ·the contractor to· its employees as compensation in addition to 

regular wages and salaries. Costs of frl.nge benefits, such as pay for 

vac'ations, holidays,. sick leave,. military· leave,. employee insurance and 

supplemental employment benefit plans are. allowable to the· extent required by 

law, employer-employee· ag:reemec.t, or an. established policy of the 

contractor• 

{h) Severance Pay. ·see ASPR 15~205 .39. · 

( 1) Training a.nd Education Es:enses. Se1;1 ASPR 15-005 .4;. 

15-205. I .. Contingencies. 

(a) A cont~cy is. a possible. future event or condition·.· 

arising :rrom. presently known or unknown causes J the outcome of which is 

indeterminable at a pre~ent t~. 

(b) In historical costing,. contingencies are not normally 

present since such costing deala with costs which .have been incurred and 

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

era.J.li una.llowable for historical costing purposes. . However, in some 

ease~~· as· tor ·example, termillations, . a. :contingency factor may bE! . 

·. 
rec:ognized ~chis .appllcable.to a past period.to give recognition 

· .. - . . . . . 

tQ·. minor· unaettl.ed faetors. in the ~st of expeditious settlement.· 

{c) In connection with estimates· .of future costs, contin

gencies fall. into two cat.egories' 

{i) those which may arise from presently known and 

existing conditions 1 the effects of which are 

- 20·-
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. foreseeable within reasonabl~ limits of accuracy; 

~~ anticipat~·costs of rejects and detective 

.work; in such situations where they exist, con-

. tingencies of. this category are to be .. included 

in.the estimates of· future cost so as to provide. 

the best estimate of performance costs,. and 

( ii) . those which may arise from presently knCMl or 

unknown cond.i tiona, the effect of which cannot 

be measured so precisely as to·. provide equitable . 

results to the contractor and to the Government; 

~'·results of pending litigation, and other 

general business. risks •.. Contingenci~s of· this. 
I • 

:eategory are to be excluded. :tram.: cost estimates· · 

unde,: the several items of· cost,. but should.be 

<Us closed separate~, including the basis upon. 

which .. the cont~ency is c~ted.in order to 

facilitate. tbe negotiation of appropriate 

contraetu&l coverage (see 1 for ·example, ASPR . 

. 15-205.16,..·1~•20;.20, and .15-205.39) • 

'· 

- 2l-. 



.. 
v. 

mAl'! 
26 June· 1959 ("\ 

15-202.8 Contributions aDl Donations. Contributions and domtions are - ~ 

1Dl8l.1a1nlla1e. . . 

15-205.9 Depreciation. 

(a) Depreciatioa is a cbarge to current operations. whi~ distributes 

the con ~ a tangibl.e. capital asset, .less. estiated. residual val~, over the 

eatimte4 usehl·l.Ua ~the. uaet in a &78temt:l.o u4 loglcal njnmer. It 

does Dot iDYOlve a process ~ val:aatioD. Vaehll.Ue has reference to. the 

prospective period o~ ecoDOJid.f:l uetul.aaa in the part1c11l.ar contractor's 

o,eratiou aa d1atingu:l.she4 troa ~ca1J.Ue. 

(b) · ·.lfcrrmal deprec1at1oa OD a contractar•s.~;, .. .,quipmant1 and 
· · ~ ....... :ir_ . ·~· ~ · : 

·otllar C&1'1 tal.. ~1 1 i ties 1a an &Uow.bl.e eleme?!'l; o:r contract ... ~,~~;. :FO!'id84 

tba~ tb.8 a11101111t. ~· is ccmlptl'tecl: . 

t:'l. 

(1) upoll. the Jll'Oll«<."tt coat 'basis used 'b7. the co~tor tar (\ 

l'edar&1.. 1nc.a.e taz :pcupoaea (see Sect1ou 167. id ·tha 

Intenal.. BevaDae ·Coda f4 1954); or· 

.(11) in t11e caae ~ DO~~proftt or. ~aampt; orp.DI.atiou, 

· upon a propert:J con 'basis which coul4 :baTe beeD use4 

'b7 the eontrac~ tor Pecl8ra:L .i=om tax purposes, bacl. 

auca orp.Dizat:l.ou bee &U~ect to the ~ at 

iDCome tazJ &11111 1• e1 taer case · 

· (111) b7 the coiUd.atelrt ·applicatioa to tbe aaaeta eoD:eracl 

~ &JJT ~ ace~ ace0'11111;1J18 metho4, u4 aub~ect 

to the.lim:l.tattou ~ ~ IDterDai Bevenu Coda f4 195lt.1 

u · ameDde4
1 

1:aclu41DS : __ 

(A) ., the st:r&i.sAt. 11M ..thodJ. ,(\ 

(B) tbe clec11Di!IS 'bel eMe . matho41 usiDS ·a rate nat; 

-22-
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exceedil:IS tvice the rate which 1i'OUld have be.en 

used. had the anm1al &l.l.owa.Dce beeD computed under 

the mthod described in (A) above; 

(c) . the BUill ar the yec-s-d:.lg1 ts 'method; a1l4 

(D) &fiT other consistent mthod pr~tive of 8a emmal 

~e which, when ad4ecl to all. a.Uowa.=es far _; 

the period. coJIIIIIBBCi:ag 111 th. the use at the prope:t ty 

aDd. 1~11d1ZJS the curreDt 'zee;t', _cloes DOt, du:r:il~S the 

first tw~tb1rd.s ot tba usehll:tfe ot the :properV, 

exceed. the _ total ~ sulL a.l.l.owaJ1cea wJ.d.cll 1101114 have· . 
. --

'beG usecl had nc.h ·&1.l.o11&.Dcea been eompv:te4 -~ the. 

method 4eacz1.be4 in (B) above •. 
. . . 

(c) ~ed.&Uoa. shG'IIl4 ~ be all<?C&~ to the contract ud. 

ot11u. work aa · &11 1D41.rect cost. !he am\Ult ~- depreciation 8J.lowe4 in 8ZfT 

ac001Dl'tf.lll paio4 ~~ cou1a'tiellt w£th tbe basic o'b~ectins set tonll 1a (a) 

· above, T&7!T ·w.t til_ T011118 r4 prod.ut:l.oa or uae ~ lllll.U·ald.ft opera.Uou. 
. . 

· ·( 4) _. · ID tiW cue ot. e.:rseDQ" facU:t ties ecrrered. 'b7 certUicatea . 

. o~· Daeeaa1'Q'1 a oozrtractar· ~elect to us~ DDrDBl de:pr~1at1oa Y.l.tli.out 

· recJ.U~tiDI a.4etend.zat1oa ~- •tz..~1at1oa" or_, ~t to· use e1tber 

~\or: _~true -ed.auea• &ner _a· ctatend.Dation ~ ~ cleprec1at1oa•·l1u 

'beea_-....lr.r &D_J:.rs8JJC7 J'u111t1ea J)epreciatioa·Joari.~ T.ba method electecl

.n 'M· ~ollo1re4 cona1a~ ~ th8 11fe of the emarseJ2C7 :tac111'Q". 

Tiban- u election is .. made to. use DDrDBl de:prec1at1oa, tbe · ~ tJJ.ee~ :tor 

lloth the .-rgeuq period &D4 tbe poat-emersnq p!riocl sb&1.l ~ cOipltecl 111 

acaaria~Jce w1 th (b) ~· ibare aD el.ect:toa is made to. use_. "true. c1eprec1atio~" 

the ~~~Knmt aJ..lowa1lle aa de;preeiation: · · 
- 23..; 
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(i) with respect to the emergency- per~94 (5 years),_ shall be~~ 

computed in accordance with the.determination of the 

Emerg~nCT Faciliti~s Depreciation Board and allocated 

rateably over· the fUll five year emergenc.y period; 

provided_no other allo~ce is· made which would duplicate 
. ~d. Q..'-A~ {3\)tl..v&.'.: ~~.J\-(~. . . 

t~e.fact~rs, such •s extra~rdinar,r obsolescence,~eea. 

s!ltut1ni "tt"¥ 4sp: eclatlc&'~ iii! 

(ii) after the end ot the emergenc,r period,· shall ~e c~puted 

by_, __ dt~tributi~g . the r9.18ining~ undep7;eciat~ port~Qn of.-. 

the cost of. the.:.emergeney-tacilit)" QTer ;_the. balance::·:of · 

·, _ __./ 

its use~ lite_ (but. see .(e)_ below);: wovtded_ ~h~ .re~~ing. 
. \. . ..... 

un4ep~eciat~d portion o~ such cos~ s~~ not include. a~ 

amoun:t of-.·· unrecover~ "true: depreciation." _ · 

(e) Depre-ciation on idle or e~~ess facilities shall not be allo~ed ~ 

except on such facilities as ~re reaso.nabl7 necessar)"· tor standb)" purpo~ea·. 
. . 

. . . (f) No depreciation, re~tal, or use charge s~l be allowed on the 
. . . 

contractor's assets which have been tull7 depreci.ted when a substail~ial portion 
. . . ' 

ot sach depreciation was on a basis that represented, in effect, a recover.r-

thereof as a charge. against Go-yernment._ contracts or subcontracts. Othe~se, a 

reasonabie use charge JDa)" be a~eed: l1POn.:and·a~lo~ed. · (Bu~ see_ASPR 15-107.) 
" . 
I 

In dete~ing this charge, consideration ~ould be given 1;o cost,-. t_otal 
.. 

estim&ted. usetul lite at time ot n~tgotiation, and effect of arq increased _ 

maintenance charges or decreased et.ficienq due ~o age. · 

15-205.10 Emplgyee Mgrale. Health, and Welfare Costs Md Credits·, 

Reasonable costs of health .an~ -~~l.t~~-- a~i~~ie~, -~ch as: .~9~~e ~l~cations, 

health or first-aid clinics,: recre~ti~nal aQti~ties,. and emplO)"~e counseling ,~· 

services, incurred, in accordance with the contractor 1 s established practice ... ,..,...,. 

. -24-

~I 
..... 



··"!""1 
'I· ,; 

·.;: 

. -;---~~-.----;-;-;- -.-~-- . - .. . --.. ; . '~.. . . " ... ~ .. - -..... .. · ..... -. . .. ·• .. . -~ . -· :.;. -~ .. ·. ·- ... .. - .. :.-. .. - .. -.... -.;-..·.-·-·~------

lEAl'! 
26 June "1959 

or eutaa 1a tU 1Dd:aatr7 or az-ea, tar the improTelmlt ~ ~~ co12dit1ons1 

empl.oJer-emplOJae :rel&tiou, empl..o78e JIIDnle, aDi empl07H performaz~Ce1 are 

&1.l.owalale• . Il:lcoma gemerated firoa arq ~ these activities· shall. be credited . 

to the co•t• .thereo~ UDJ.esa suA 1D:ama .has been 1rr_evoca'bl7 set ave to 

emploJee ftlj.ta;re. orp.Dizatiou. 

15-205.11 EDtertaimmllt Costa. Costa ~ mmulemeut, c11version, soci&l. 

~Tit:les aDi incidental co~ta relat1%2S thento, such aa meals;, lodgl.ng, 

rentaJ.s, transportation, aDl gratuitie~, m-e lm8lloa.ble (but see ASPll 

.·15-205.10 aD4 ~5-205.42)._ 

1_5-205.12. Bxc~sa. Facilltz Costs. Costa of m1Dta1D1ns, ~:as, aD4 
. . 

houi~ 1dl.e aDA excess contractor.-oned. tac111ties1 Gee»t tbcse r-.soua~ · . 

Dae8S&IIz7 tor staDJ.b.T pa:r:poses, are ·lm8llowable. AliT costs ~ excess ~ 

· eapaeiv.reserved tar deteuse mgld.J.1at1ou production whicll are to be paid · 

tor 'b7 the Go'e:.c 1iii1811t .. shoul4 be the sub~ act ~- a separate coutnct ~ 
. . · . · . o.F f 1 tJ ~ tt " r> · ?611 ~/..,"· ~ " · f ( ,_ ~ 
·15-205.13 . J'iua 8124 Pemltiea.. Costs/\renltiJlS ~ 'Yiolatiou. ~, or · 

:ratl.l'IN ~ the coutnctor to c~ with,· J'ederal, ·state; am local. laws aDl 

resaJ,atiou ana 11DIL1.l.na1:al excep\ 1d:aaD 1~ecl as a renlt ot compl.1uce 

w:f. tJl .,.u1C ]IZ'Ori.aiODS f1r the Cozrliracti or i~tioDS· in 111'1 tiDg froiL 

tbe co~t1~ oftice. 

15~205.14 ... · J'Oo4. ·Senice u4 Dorld.tar;( Costs .&Dil Czted:1ta·~ ·J'ood &114 

dand.tozT··Mnicea include. operat!.JJs or ~ah:i.DS taei''Ues ~o:r .ca.teter1aa1 

~ZJS roo..,. canteeu, · 1\m.Ch lf&SO:U1 . veDdiJ'S mcld.nea, 11v1~. accomoc!atiou . 

or Btm1v tn-• ·ot services te the c~cnatnctor•a ~8 at or uear the 

cozrt.ractors• • · :taCu:t ties • .. ReasOM.bl.e losses :rr.oa the operation ~ suA . . . . / . I . . 

··services are &1.l.cnrana ·u the7 &N &l.locatecl.to aU activities served. · ~ta 

- 25 -
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(except ~ta· 1rrevoc~ sn over to~ empl.oyee welta:re org&JX1zation ot 

tbe coll'traetor 1D ·amcunts reaso~ usehl tar the be~ t ot the· employees 

at the. s1 te or s1 tes of contract· perfOl'JIBDCe) · accruing to the contractor trom 

ttl the Operation ot. these services, whether operated 'b7 the contractor or by a 

coDCeeaiomd.re~ sb•'' 'be treated as a. credit; am ~ted to &U activities 

15-205.1.5 i'rlDga :se~nt•· (Se~ ASPR 15-205 .6(g)) 

15-205.16 Ilisuruce aza4 DWemn1 t:tcaticn. 

(a)· Insuruce 112Cl.u4es (1) 1DS\1r&DCe lmicJL the eoDtraotor. is 
. . 

requf.re4. to carq, ar ldd.cl& _is ·ag)ill'OV'e41 · ·\mder. t1la terJIII ot the contract, &D4-
. . . 

(:1.1) e;q _other 1~~8\ln~DCe ldd.cll the·· co~ -.tlrt&iu 1a co~ctioa. 111 ta ·the 

saeral- cOD411ct ot J:d.a bas1Dess • 

. (1) . Costa ot 1JlS\1rallCe req1d.recl or approved, aD4 -~Dt&1.Ded1 · :~· 

1JV8Uallt to ·the contract, . are a.l.J.cnrUle. 

(2) Costa or othe 1uur&Dee m1Dta1De4 "7. the ·contractor in 

coDDICt:lOJl1d. t1l the pw:raJ. cODdl:u:t · ot hi a basimss are allowable sub~ect to 

the·· toll01d.DS 11Dd..tat:lcms: 

· .. · .. 

7/(p 

(1) 'Qpes aDl extent at COV81'888 Mall be 1n accorduce 

. (11) 

1d. t1a.. scnm4 bas112esa. prut:tce ud. ·the rates_ aDl 

prem~:maa •b•' 1 'be. reuoDa:ble ~ the a1rc1111&1taDces; 

costa. al.l.c:rRd.. tor basimss · i~oa ~ other 
. . 

a:~m1ar 1~•- ab&U be 1:1m:l.te4 to excJ.114e- coverap 

ot prot.~. t,; 

(~) · costa ~ 1DSU:r~U~Ce ~ ~ artT proT,tsioD tor a rese:rve 

conriDC the. risll: of lo~a~ damp to aover-m. r: 
proper t) azae allbwable ol.\cy' to· the extent that the 

- 26-
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811Cll1DS1ir&Jx:e· or reserve does DOt cover loss or 

· daJIIaSe 1da:J.Ch results rroa11'1JJ.f'al lld.scoDiuct or 

lack c4 good. t&i th o~ the part of ~ o-r the 

contractar•a d:S.rectars ar otticers; or other 

equ:l.valea. repreaent&t:l. vee, 1d» has, wpen1s1on 

or direction·~ (A) all ar subataztti&l.J.:T aU~. 

the contractor's busiDesa, ar (B) all. or s~ 

st8atiall.T ~ -~ the cozrt:racto:tt•s operatiou 
' ·~-

at mv cme ·!UaDt or separate location- in lddcll 

the collt.ract 1a be1DS perfarmed, · ar· (e) •--~~ 

&Dl. camplate -.1or 1D11astri.a1 operatioa 111. con-· . 

DeCt101l w:tth the perfcxrmnce. ~- tlul contraatj: 

(1v) prori.a1ou "ror a reserve tmder aa approved self'

i~e ·prosraa_ azae allowable to tbe. exten._ tba'b . 

(.v) 

the ~· ~ coverap1 extent or coverage, _&124 the 
. . . . D 

ratea aD4 premi.UIU W011l4 have. been aJ.lowecl· haj: · 
iDSUr&DCe ·Hen pzrchasecl to -cover the risks; &D4 

costa ~ iD&UrUCe _oa the lives ar ofticere, 
· · · · · : -· . _ ow'-t. 

partDezts, ar_ -lll'OJU'ietara are aU.owa'ble" to the 

a:teut t13&t tbe.1~e represents add1t1oJ:I&l. 

. COIIJiMIU&Uon (see ASE'Il 15-205.6). · 
. . . 

,_., 

--

(3) · Actaal. losses wh:lch coulcl·haft been covered 'bJ" :pend.sa1'ble 

1Dnr&DCe (~ an approved seU-1DSUr&DCe program or otherwise) are _,__ 
-

·1on.111e UDleaa expressl.7 provided tor 1D tAe contract, except: 

-. :rr -
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(1) costs incurred because ~-losses DOt covered under ,~\ 

· nomtDal cled12ct1ble insaruce COVeJ:'88e ·provided in 

keepil:ls Y.l.tll ao\UKl business practice, are &Uowable; 

. (11") mf.DOr losses DOt caveed b7 iDSUra.Z~Ce1 81ZCh as spo1J.ase1 

breakage, aD4_c11~. r4 mra1_1 haD4 too1s1 llhich 

oce11r ill the o.rd1ZJ&17 coarse ~ clo11JC buiDess, a:re 

(b) Indemn1 ticatioa incl.\Ules aecur:Llls the contractor ap:tnst liaM' i-
. p..rl'/ oct. ')AmA(r~.) . . 

t1ea to tb:l.rd. })VBOU and"other loss~ J20t ccmptDS&~clb.r inira:raDce or otherwise • 

. !he aona::wwat ia obl:tgatecl to incJepm:fty ~ co~ o~ ~the exteJm.,:._ex-

jres~ proy:tdecl ~ar in the contract, except aa proyicle4 1n (a)(3) abcml •. -:. :. ·; 
. . . . . . . . oJ. epr(I(Q~,r~c..' q-

15-205·17. Interest u4 Other .P.f.JJ&Deial Co~t•• -~·""(howeve repre-.-~. 

· sat8cl), 'boD4 c1:f.sccnmta1 costa ot t1Jl&UJC1DS. &Dl_ ref1nenc:f11S 0p£auou1 legal . 

. &lid: ·prottessi~D&l f'ees paid in CODmetiOD ld.tb. the prepar&Uoa· or prospectuses, 

costa -~ ~ep&:ratiOJl aD4 iSS'Q&DCe. ~ Stock rigb.~l aDd. COStS related theHto, 
. . . 

are ~ except ~ar interest aasessecl .'b7 state ~ loc&1. tu1DS autbcr-

itiea UJJ4ezt the coDd1t1ona set f'~ iD ASP.R lS-205 .• 41. •.. (:Ba.t see .ASP!l 1;-20;.24.) 

· · . 15-205.18 _ L&Dor Relat:l.ou Costa. Costa. iD:nlrre4 1.D-Daiil'ta1DiJ28 _satisfactorT 
. . . 

rel&Uou ~tnea the co~ aD4 its empl.oJ"ees, 1DCJ.ud1128 costa o~ shop. 
! 0 

atewaraa~ .. labar mJ:188UBDt comad.tiees, ~ pablicationa, u4 other. 

relat,ecJ. . ac~ vi t:l.ea, eze ai.lowabJ.e • 

. 15=202.19 . Losses on other Contracts. AD excess of costa over i:acame UDder 

. &IV' other coutract (izlCl.udtJJS the .. contractor. a coJltrib\ttecl portion UDder cost-

shari!IS con~ta), Whether nela other ·coDt.raot is Of a~~ research a.M. . 

_ ~~ or other Dature1 is lm&llon.ble. 

- 28 -
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15-205·~- Msinte~e a:a4 Repa.1.r Costs. 

. .<•.> __ : Coata·.Dece&88Z'7 ~or ~ upkeep ar propert;y (ixu:l~Dg GovertuDent 

propti t:t · uisleaa otharwiae prodded tor),. ldd.ch Dei~ add. to the ~= 

v&Lu ~ ~ Foptirt7 120r appreciablJr proloug ita iDteuiecll.Ue, but keep it 

-l: 1 ·1D. au ef'.t1c1ent.,operatiJ:tg· coud:1t1on, are to be treated as· :rOl.l.cnrs (but see 

ASl'it 15-205 ·9): 

(1). · nora1. DBI.nte!J&Dee aDd repa1Z costa are allowable; 

· ... · (:i.i) extraorc11U:eyo m&intell&IJCe aDl repair costs ·an aUowabl.e, 

proriaed. such are '\1 1 ocated. to the :per.to4a to Dich appli-

c~e f~. p~poaea ~ detend.DiDS contrac~ costa. (But · 

see ASl'R 15-107 •) 
-

(b) BEpeDt!:lturea fai iuant &D4 equiPs~, 1DCl.u41JJC. r8habW.~~ou · 

. thareo:t, wJd.CJJ.,. accordius. to sa~ accepted. ~couJrtlmg pri.IMd.plea .. applied 
. ! . 

·aa.. ·the coJl'tractar'a e~Shed pollc71 shoUld-be cap:l.ta11ze4 aD4 nb~ected 

to depreciation are a.lJ.cniaJ:ale o~ on a c1eprec~t:l.on basis. 
. . . . . . . 

. . 

:tuturiDS aD4 produCtion e11Sil28erius, -~_DCl\141~ eDgtneenns activities in .con- . 
.... .:., .; .. 

. ·· ... :·~ ' 
· ~·. . (1r). current ila.mZtacturiDS proCeaSe·S such ·as JDDt:I.OD &Del t1Dt 

~, ~ ·u.1.7S1., 3~b:~., aDJ. tool de~isn. ~ 
••. · •·• _:! • •..• 

-~s--·BDl 

. · .. (11) ciuxeat ~tiou prc)bJ.~,· such as mteri&la ·~· far· 

~ti~;t~tU:fl1t;y- d~~~i;,ollent design tar purpoSes r4· · 
'": . ~ .. :· . t· 

s~DS· p:roduct1on •. 

1s-205 .22 Mater:t&l. · coats • 
. . . ~a) Jll.terial costa t~\lde the· costa ot such items· u raw mteriala,. 

. .. . .. ·':'-.··' ... 
'. 

parts, .semblies,. components~ and l~Bzi\trac~~izlg su;ppl.1ea, whether-~ 
. ~ . . . · . .-, --~ - .. ~~ . . . . ' . ' . . 

"!· . .: 6.7 

.. ... 
- -- _.-'I. 

..... 
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outsicle ~ -.mltutved bJ'· the contracto2-1 u4 1187 im:l.llda such.. collateral. items 0-, 
. . ... 

as 1Dbcnm4 ~tioa aD11utraDait 1DSUra13Ce. In COllllJUtiDS material costs 

couide:ratioll w1l.1 be SiTeD. to reaso.:ble ovet:t Wl81 spoiJ.ase1 or detective work 

. (eoDeVD:t~ conect:l.ou ~ defective :won, · see the provia:tou . ot. . the contract 
. . . 

i-el.auus to iupect:lon u4 ca:rrection ot ·~ective 'WOrk). 92ese costs ~·-

a1.l.cnla'ble· 8\ib~ect, howaver1 to the provisions ~ . (b) thro12sh (e) bel.ov.· 

('b) Coats of •teria1 shall. be n:L ~ &4_1uste4 t~ applicable 

· part:l.ou o:i illCa. a.M. other crec11ts1 1D:J.w1i:ag. ava;Jleb1e. trade disccnmts, 

. :te1\ultlal rebates, al.J.owaDcea, am. cash disccnmta, u4 crec11ts far scrap u4 

salftse. &D4 mteri&l re~d to vezid.ors. SUch 112coma u4 other ueG:lta· sball 

. ~·· . 

eithc lMa crec11te4 direc~ to the ·coR o~ the mteri&l 1UVQJ.Ted o:r be. al1oca~ 

(u crec11ta) to i~ct. eosta •. Jrowe~v, where the co~tor-~ delll0118trate.; 
- . 
th&t' h.Uure ·to take casA cl1scomrts ·was ch1e to reaso~ circumatuces, suck. 

lost d:l.acomrta Deec1 DOt be so. crec11 ted.. · 

(c) ReasoD&blar adJutDents aris1DS from. d:tf'f'ereDCes betnea periodic 
. •. 

~cal :l.unnton.ea u4 book iuventoriea J1a7 be 111C1uded in 8Z'ri"'iDS at costa, 

provided nell adJustminta relate to· the period ar perforJJB.I1Ce ~ the contract • 

. (d) ihen the_mater1&la ~·:purchased specift~ tcr ~i~ntUia'ble 

so1•'7 witll· perforJBDCe UDdal: a contract, the actual purchase cost tl:lereot should_ 
1 . 

be cllarpcl t;o -the contract. ·I:r mte:ri&L is 1~sued f'rom __ stores, &fiT se~ 

.. 

Siateatl:r applid··~ the :renl.ta are equitable •. when estimates ~ matenaJ. 

costs . to be 1:acurre4 in the :itutare are req\l:l.red, e1 the current JD&Tket price ar 

&1Ztic1pate4 acquisition cost "'-7 be ued, but the basis r4 prioi;ag mut 'be 

cl1sclose4. 

- 30- .. 
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(e) Cha'rsea ~w matari&la, services, u4 81.WPllea sold. or trans:f'erred 
. . 

betft~ jlaata~ ~v1aiou ~. orgaD:I._zatiou, \UXler a cODDDD. control, ordina.r1J.T 

ab•ll be al.l.o11a'bl.e to the extent o~ the lcnrer of cost to the trans:f'eror or current 
/ 

mrket .price. ~er, a depaz tme :f'zoJa t111s basis is permlas1'ble. where· (i) the 

1 tea is .. resu:Larl7 l11&11'a:tacttzre4 &D4 aoJ.4 "b7 the contractor . throusA cOlllllercial 

cb•nne,la aD4 ·(11) it is tbe contractozt•a loJ11-eatU11ahecl practice tO price 

inter-arpzd.zat1oa trauf'era at otl:aer tUA con t~ cODIIIZ'cial. wark; FO'Yided 

<J: . that . t1w charge to tlle contract is DOt in excess ~ :the ~ez'Or 18 ·s&l.ea 

pri~e to. ita moat tavored cuato.r tor the 8&1111 1tea inllke q11ant1:Q-, or the 

curreat mrket_pr:l.ce, whichever is J.onr. 

15-205.23 Orp!ization Costa~ BzpeDlttu:rea, such as. iDCcarpo:ratioD ~eea, ... 
. . . 

a~' teea, aoacnmtaata_• teea,. brokers' tees, tees to JZGII)tera U4. ··.· 

Qrpld.ZC'a, ia co1D18et10D. with -(1) oq&Diat1oa ar·rearpzd.zat:toa ot a 'buUeas, 
. . . . . 

Ql' (11) r&iaizw c&l'i tal, are 1m8l.l.o1rala1e. 

15-205.24 other JuiMaa !lpeues. IDcl.udedia tb:l.a ita. _are s11Cll ~ · 

e-qMmaea aa nsistrT &D4 ~er Chlqea :renlt1138 troa cb•nce• la onerald.p 
. . . 

ot HC'ari ties· ·s.aa\184 'b7 tU coDtractor, con ot 8llanhol.4era • meet1DSa1 DOZ'a1. 

pro:q so11citat1ou, prepan.tioa· u4 pUlicattoa ~ :repco:ts to sllareltolBera, 

JNJU'8j~.OD &114 nbld.ICOil ~-:required. Z'~ta ~ forma to ta:d.ZJS u4 otber 
. . 

rePJ,a'tOz7 boci:I.••J &DI.1Da14eDtal coats ~ 41reciora u4 cOIIIId.ttee ... t1DS•• 

~·~ u4 f1•"v coats an ~·'thea all.ocatea. Oil a eq111table basis.· 75, 

15·20;·2' . OYe:t'"tim, :&:l:t:n-P!g; Sld.ft ~ ail.ti·Sbift Prud.UIU• Preld.1illl8 

· · tor overt11181 ·~JI&7 ald.tts1 &114 Dllti·sldft wr.t an allowable· to the 

exte= spprcwe4 lnzrau.azrt ·to ASPB 12-102.4, oza pend. tted pura11.1.Jlt to ASPll · 

12-102.,. 

. ..-' -31-
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15-205.26 Patent Costs. ' Costa or prepariDg d1scl.osures, reports, and !"\ 

other ao.-ua required. 'b7 the contract aM. ot: se8:r:-~11g the art to the exte-. 

neceasil:rT tO lDBke nch iuvent:ton discl.osureai a:re allowable. In accordance td.th 

the clauses ~the contract. relat:l.22g to patents, costs ~ prepari.J38 doc\lJDents 

&Dl &riT other patent costa, in coJDJectic;»ll :Yl th the t1 1 1 ns ~ ~ patel5 appl1cation 

fteN t:t tlA is. ccmv.,.ed. to the Govex tmaeDt, Ee al.l.owable. (See ASPll 15-205.36). 

15-205.27 ·. Pension Pl.&Ds. See ASPR 1;-20;.6. 

15-205.28 Plant Protection Costa._ Coats ~ items intc1l as (1) -sea, 

unif'orms,. &'D4 equipment of l'C•OJmel. enpsed 1D plaJlt protection;· (11) 

cle,preciat:ton on plant protection capital assets, &tid (~.) _ueeaS.Z.,.· G:Penses- · 

·to c~ w:t.th· .uit&17 secwi't7 requireDBnts, are a.1.l.on.ble •. 
. ·-·. 

15·205·29 . Pl.&ut Reconversion Costa. . Pl.&1rt recoDversioa costa Ee those 
. . . . . 

1DC\ttred. 1a tl:le restoration or reh&ld.lltatiou ~-the· coutracto:r•s f'ae111t1ea 

to _approxr.a~ the saa ~01241t1o~. eztstiDS 1.llalad1a~ ¢or ~ the c-~/'\ 
. . . 

JDallt· ~ the .u1 t&17 coatract work, · t&ir nc ·ad teazt 8xcqted• . Beco:avera1oa 

co .. • ~ 1DIL11owa'ble · except t:a:r · tJ:ae coat· _ot: rel~Dv.f.ng · <JovvzaaeDt lJropu ttl. ud. 

tU :reatca:w.t:l.oa oz- reb•Ml1tat1oa costa_ cauecl b7 nch reJIDV&l.·. IOwratc:, a· 

qeei&l.. Cirtnuutucea ~ -etPiv so clietatea, adait:to~ costa 1lllq' be &l.J..cnre4. 
. : . . . . 

te the· ~- agreecl ~ :M.fare the· costa are 1DCux:e4. Whe1l8Ver. nch costa &1'8 

gtvea cQDid.den.t:toa, care shoulcl. 'be ezerc1se4 to avo14 du:.vJ 1cat:l.n. tlarOus1l &ll.OP 
.· I . . . . . . 

uce u ~.~zrt;1~es1 ... adi:I.Uom:L_ proftt._or t:ee, ar _in~ coii.Vac~•-e.. 

15·205· 30: Precontract Costa~.. _Preco~t · eosta &1'8 those 1~ pr:tar ·to 

the _eft'eo1d:n· date ~ the contract cll.reo~ pa:r:nant ~ the· negot.i&t1oa ·&Delia. 

azrtic:tpation ~ the awari. ot: the coatract where nch 1ZJCur.rence_ is Deeessa17 

to co~ with. the proposed. coll't.rUt· del:.f:ver.r sched:ule •. · SW:h cesta are &1low• 

al1l.e to the extent that the,- wou.1.4 have been a.1.l.owaOie it: incurred after the ~~ 

date of the contract. (Ba.t see ASPB 15-107.) 
- 32-
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15-205.31.. l'l:U'easioDal. Service Cos.ta - Lefsal, .Aecounting1 E!i!gineeripg, 
. : . : . . azld. otll.=-. . . . . 

· (~)' Coa~a of professioD&l senices reJldei.ed b.r the . D!Jilbers of a 

J&ri.icral..R ~e~asion who.an l1Dt empl.OJ8ea ~the coutractor are allan.ble1 

·;: ,. ~i subtieat to ·('b) mad (c) belw1 wb.en reasom.ble in relation to the serVice a 

reJI4encl· aDd ~a DOt coJrt:IJ:Ipnt upon recOV"el7 ~ the coats ~.the Go'lermaent 

. ·. 
"· 

· .c~.- ASPll_1;-20s.23.) 

(b) J'actcra to 'be _couidered in ~termi.JX!.DS the &1.low.Dil.i ty of costs . 

1n a. piZ'tieu.l.sr ease. 1DCJ.ude: 

-· 

(i) tbe past p.tteru at such coats, ~c111&r~ 1a the ,.ea:rs 

·prior to ·the &n.l."cl ~ Gote:z:UZIIAlt ·.contracts; . 

(11) 

· buiDess. (i.e •. , what Dn' pro~ ~ ~sen);. · 
. . 

. (111) the ature aDl scope ~ ~ sen:f.ces eZJl*ctecl. ~ · 

the co~J.traeta:r•a cnm cxrgatd.zatiou; &Dl. 

(1v) ·Whether tAe :pro;pcxt tlon of t10verJ.1illnt. work to the con ... 

tractm-•s total.'buimu 1a such as to_illfl.uDCe the 

contractor ill f~ 0~ iDCUl'l1JJg tlle. coat, partie11l..&rq 

where the Hrti.cea remdere4 az-e llDt ~ a collti·• DS 

.Dat'IIN &1111. han littie relat1oD.Sld.:p ·to 1IO:rk .UDier 

let&iDR t•a to. be allcnla'ble 111ft 'be reUo~. SUJPQrted 'b7 eviul1Ce ~ 'bo:aa 

t14e. senicell4....,' ule ar ra4ere4. 
' 

(c) Costa ~legal, acccnmt1DS1 ·ad coDS\1lt1:as senices, aD4 reJ.atecl 

eoata; ~ea. iD coxmect1oa 1d.t1l argatd.zat1oD aDi reorgatd.zat1oa, ~eDA ~ 

at~.-~ 8\'d.ta, aid the prosecution t4 clwl_m• ep:Lnn the ·OovermDeJlt, are 

1m&1l.cnlalt1e. Costa of legal, acccnmt1JJS1 ·SM. coDSUl.tiJJg services, aD1 related, 

.. .... 
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costa, incurred.~~. coJmec:tion w:l. tll, patent intrillgeDm't l1 tigation, are 1mal]/··=~ 
- . . . . ·' \ 

· alale 'Dleaa otherwise provicled. t~ 1n ·the contract. 

15-205•32 · Profits aDd. Loa~s on Dl.spoaition ar Plant, Ba;1lipment, or other 

C&pltal Asset_s._ Pronta ~ losaes- of~ D&ture ari.siJJS trom the ~ ~-

;· 'i ·exchange r4 plant, equipment,· c other -.tal. assets, 1JlCl.1Jdi:cs saJ.e or 

.. 

" 

i:.'l 

. . 

excb•np ~ e1 ther short or 1ong ·term i:anurtmeata·, sbaJ J ... ·'be excl.\Uled iJJ. 

· coawat111S contract costa (Kt see ASP.R 15-20S.9('b) as to buia tor depreciation). 
. -

15-205. 33 Recrai t:1J21 Costa. _Costa ~ "help 1lalltecl" atl:rert1si~Jg1 operat1Dg 

.. coats: o~ aa em;playmant oft'ice ·uees8&17 to secve ud. mintain an adeq12ate .. 

J..Uar -r_aree, costa of operaUus an aptitlld.e aD4 ecbu:at:lOII&l. test113g prograll:) ..... 

travel. costa·-~ eJqpl.oyees wJd.le fmppcl1a re~til:IS perao=el; ~travel. 

costa ot appUC&Dta tor 1Dterr.len tor prosp~ctive ~~t: are· auow8bl.e. 
Vbere the contrutor uses ~at _ageDC1ea1 coats ~JGt 1J1 excess ot atuaari. 

. . . . . .· ·. /'\ 
cODIIBZ'C1&1. ·ratea tar sUc:ll services are also &ll.Ollable. Costa at· speci&l~iel 

tits or eDiolu.nta _otf'erecl to prospective employees be1oD1 the staD3e;r4 ~

ticea 1n the 1~ .a:N ~. · 

15-205.$ Rent&l. Costa· (~1U11:ag SaJ.e am Leaseback ~ Fac111t1ea). 

(a) Rental coats ~ la.Dd, bn1'41:as1 anA eqa:l.:pment &D4 other 

:perso-.1. prope:r t7. an a.1.loftbie U_ the rates an %easoDU.la in light ot. such 

:t~a as· rental costa_~ c~ tacil1t1ea ud ill.'rket. coD11t1ona i_n 
I· . . . . . 

t1le R.ea, _tlut tJ:pe,. J.U• 8ZJ8Ct&Dc71 c0Ddit1on,- aD1 valm of t11e t~illt1ea 

lease&, opiou· amlule1 &x.d. ot1:aer P:-Oviaiou -~·the :rental agre.-at •. 

.ApplJ.catioa ~ these :tactars, 1a aitaatiou where rentala are extens1~ 

·wsecl,. ~- 1DTOJ.ve UIODS other cons;ti.erat1ons1 comparison~· rental costa with 
. ·. . 

the ammit which the contraetar 1101114 haVe received ha4 1 t cnme4 the· ~ae111t1es. 
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(b) Charges in the nature of rent between plants, divisions, or 

organizations under common control are allowable to the. extent such charges do 
. . 

not exceed the· normal costs of ownership, such as depreciation, taxes, insurance, 

and maintenance; provided that no pa't ot such costs shall duplicate anT other 

allowed co.sts • 

(c) Unless otherwise speciticall7 provided in. the cont~act, rental 

costs specified in sale and 'leaseb~ck agreements, incurred b7 contractors through 

selling plant facilities to investment organizations, such as insurance companies, 
lo 

or to·priV&te investors, and concurrentl7 leasing back the same facilities, are 

allowable onl7 to the extent that such rentals do not exceed the amount which the_ 

~ontractor woul~ have received. had it retained legal title to the taci~ities. 

(d) The allowabilit7 ot rental costs under une~ired leases in con- . 

~ecti_on with terminaiions~· is treated;_:·. in ASPR 1S;~o5:.42(e);• .. 
:.---··~- ' 

15-i05.J5 Researeh·:and Deulgtmient Costs •. ~'-· :: ·:.: ........ ' -· -· .__-

(a) Basic~research, tor t~e: purpose ol . .~this ·PaP.t·~:21 ::.is that-tJPe~··of · 

· research which is directed toward increase ot knowledge· in science~ · In sU.ch· 

research, the· primar7 aim ot the·· investigator .is: a tuller .knowled_ge or· under~ 

standing_· ot the subj$ct-.under· stt&d7, ... rather than- a.n7 practical._,application. thereof. · 

Applied research, tor the purpose.ot this Part 2, consists ot that t7Pe ot effort. 

wlrlch (i-) normall7 follows basic l-esearch, but ma7 not be severable from the 
... . . . f+ 1"'1"~ fr'\ \1 T .s . . 

relate_d basic research, (ii) ~p;eeaea~e elfet"'B tQ determine and expand the 
. ' . . . .. 

potentialiti~s ot new scientific discoveries or tmproV8ments in technology, 

materials, processes,. methods, deVices, and techniques, and (iiil ~~,"';-;i-.ra•")s#..S .. 
1/~ etter4s to "advance the· state ot the art." Applied researCh does not include 

arq ~ch efforts when th~ir principal ailll is the design, develop!lent, or test of 

specific arti~les or services to be offered tor sale,_ which are within the 

definition of the ter.m_development as hereinafter provided. · 
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(b) Deve;Loplii8JXC 1s the systematic use ar scientinc know~edge ~~ 
.. 

which 1~-. 41rected toward the production ot 1 or illz.proveilents in1 useful proch.- .~d 

to meet· ~c pertorDBDCe requl.remnts, but exc~usive ot lDI!I.mJtacturillg ~ 

~t1oa eDgineeriJ:JS • 

. (c) A contractor's 1Ddependent research &1l4 development is ·that 

research _aDi clevel.apDezm which is JlOt· sponsored b7 & contract, grant1 or 

other &1:'l'IUJieZDeDt. 

(d) A contractoz-•a costs ~ 1ndepe1lden"S research as detined in 

(a) aDi (c) above shal.l b(, a.Uowable as indirect costs (subJect to p&ragraph 

(h) below), provided the7 are allocated to allwrk o~ the co~tor) •. 

. (e) Coats ~ contrac~•s· independent d.evel.opmeut1 &a cietitted 1n 

(b) u4 (c} above (subJect to (h) belenr), are a.Uowable to the extent. bt 
811Ch development is reJ.ated to the procl11ct. linea :tor which the aoverm.nt 
has. contracts, provided. the ~oats are reaaoll&ble in SD:nmt aD4 are al.locat~, 

as 1~t costa to &l.l work r4 the contr~tor on 811Ch ae• •• t prod12et lines. 

In cases where a contractor's ·D:xrml coarse ~ busi:aesa does :aot 1nvol.~ pro-

duct1oD work, the cost ot 1Dllepemlant ~nt 1s all.owabl.e ~ the extent 

· tbat such clevel.apDent is related 8.124 &llocated as an illd:lrect coat to the t1el.d 

~ a-tort ot <JovermDent researcll alld development contracts. 

(t) Independ8nt resecell and d.e'lel.op1lent coats shallinc~ude an 

&JIIDat t~- tile absorption ot their aPop:riate Share of 1Mirect aDd adml.Dis-. . .. , . . 
I 

tr&tive- eoata, lDiless the contractor, in accaNal3ce nth ita accounting 

~ticea. couiatent17 appliecl, treats S\1Ch. costs otherwise. 

(S) Research aJl4 deveJ.opJ~eDt COstS (112CJ.ud:f.llg aa:nmts Capitalized), 
• a 

reprclless ot their mture, which were iJlC'1l1'Teclin accountins periods prior to 

the aw.rcl ~ a particular contract, are umllcnrabl.e eXcept" where allowable &f\ 

-precontract costa (see ASPR 1.5-205.30). . / 
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(h) The reasol3&bleness ~ expelldita:t-es tor 1Diepelldent resea-ch 

azd ~·· · aJaould. be a.ete.rmtucl 1n J.:tsAt ~ all pert:I.Mnt consicleratio.n 

sua .a• ~ou contractor_ resesrcla ·a=.~ act1T.t't71 cost o-r ·past 

prosra. ·u4 ~ea. in sc1em:a u4 ~. Saall e'J"V'M'i~s· should ·be 

JnirS"G&D:t to a 'broa4 p' amwt prc,gr:ur, wh:tcll 18 reaso12&Ale. 1D aco:pe &114 nll 

--seA•. 8w:Jl expeD41turea (4!apec1~ -ri:lr ~) 8hcNlA. be scntt.Di~d 

1d. t1a great can ia cozmection 1d. t1l colltraetora lllloae ~ 1a :pred.aml.lilm~ or 

. . . 

ASB.lS-101 ~- parlicularq 1llpartazrG in thia· aituat:l.on. In recopiUoa 

tlla._ eon-~~~~~ the coatractor'• 1~ l'eMRcll. u4 4evel.opllmt 

JZ'OSrD _,. )IZ'OV14e stift~oa ~ar an-e· ettta:tem. u~aa.at· d nelL. 
. . ~~ ... 

. . . . . . 

a.1.l.oea1ale ~ ~ ~ tGtal. con ot tb8 -~ . ~ theae _·oirau118tuaej,_ . 

tbe tollcnri»c ca ..,121- the &Jlii'OMllea D:I.Ck a:r 'M uecl a8 tJul· 'buia. ~~ : · 
• • 0 0. • • • • • 0 • 

acrealllln (1) r.mn ~ t.lle eozrtn:tar'• :PNJOse4. ~ :reau.nh.aDl 

~ JZ'OSru &114 acre~ to· acoe,t tbe ., , ocabl.e aona_· ~ qec1t1~ 

JN~8etaJ. (U) acre-at -Oil a •Xiwui. cJollar Uld.tatioD ~ coat81. aa iJloca'ble 
. . . . . . 

JQI't1~ ~·wtd.Cia wUl.. •. ua~ :tv- the~··~·(~) .. as:ree-at to 
. ' 

uee:pt .. tU .aJ'ocalale sllare t4 a JeZ'Catase ~- tke coatnatca-•a l"•nne4 naea:rcll. 
·-... ~~--

. is-~'·"· :iopJ.t:t••- d other eo.b· tw · 11se ~ ~·-· 
... ·c~>. ll01&Lt1es oa a ;paten' Qr ~-t:t= ~- t~ae· coat ~t &0~-. 

- . 

'b7 ~cllue a pate= cu- r.lsht• ~to, DH~S8&17 ~ar ~ proper pezton~~.DCe 
. . . 

~- the coatnat &124 appl:l.cable to .colltno15 ~ta ~ p:oce••••• · are &Uon.ble . 

11Dl.88a: 
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: (1) tbe Gove:r:uamt has a license or the right to tree usa 

of the patent;. 

(11) the patent bas beea a4Judicatecl to be 1DV&Ud, or has 

beea adml.mstrati~ determi.Ded to be 1DV&Ud; 

· (111) · t1ie pate= is couiderecl to be \meDtorceableJ or . 

(iv) the patent 1s expired. · 

(b) . Spec1&1. cere should be exercisecl in determi.D1ns reasonahleuss 

1lhere tbe -~ties 11&7 have beeD arrived at as a renlt ~ less thAn an11 a 
. . 

lastA 'bupiDiJJG e.s.:. 
(1)·. royalties p14 ·to persons, i:acl.1td113S a~tiou, .. 

atftl1ate4 1d. th the coutnctozt; 

. (11) roya.lt1ea-p&14 to 11D&tf111atect ~ea, 1nclu41ug 

· cor,parattousi 1l114er au _agreeJDSDt entered 1.11to in 

co11't«arpl.at;lon. that a Go1ermDiut contract ·110111.4 be 

awa.ried; ar .·~ 
-; 

·(111) royalties ~4u:ader an agreUmrt eJ:ltezted into after 
. . -

the aw:rcl or the contract.· 
. . 

(~) ID. &fiT. case 1DVOlv1:os a patent f~q owed 'b7 the contractor., 
.. . 

t1le a liD ~~ot royal't7 &lloncl shoul4 llOt exceed the cost ldiicll ~ have beell 

&uowa. w ... tbe· co~ reta:f.JleCl_title ~- . 

. · · ( cl) ... · See .ASPB 15-107, resariiDS a.G.vame aderstaai1Jl8s. 

_15~205 • 3T · · Sell1J21 Coats. 

(a) SelliJJS costs &rise in the -.rketiDg ~ the- contractor's products 
• 4 • • • • •• : • 

aD4 1ncl•e· coats ~ sales promt:ton, -sotiatio~ 11a:Lson between GoverZJIZI!Dt 

. repzesent&tives a:a4 contractor's persotmei, and ~ related activities.: 
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("b) ·. · Selli!IS costs are &llowa'bl.e to the extent they are reasoll&ble 

·ana. .re ~ to_.GavalXID!mt bwd.:aeaa (but see ASPR 15-107 and 15-205.1). 

Ali.ocaldl.1 t,- ~ sell:f.ns costs w:tll. be deter:ad.J:Jed. _in tbe l.ight at reasonable 

'belleftt to the GovermDent BZ'isiJlS f'rom. such activities as teclmf.cal., conwl:ti:cg, 
. . . ·.. .. . ; 

. . 

or adaptat:l.oD of the contracto:r' s products . tO Govezlliiii!W't use. 

(c) llotwi thstat:K11DS (b) above1 salesmen• a ~ ~gents' CODp!llS&tion; 

teea, com:l.ssiou, perce~s, ar brokerage tee_s, 'Which are eoutixapnt upon 

tba an.ri. ~ contracts, are a.1.J..owable oDJ.T whea paid to bo~a tide. empl.o;yeea 

or bo-. tide eatabl1shecl c~:tal ar sell:f.ns apDCiea aint&ined by.· the 
.. . . . . . 

--:_, 

.. 

. 15-205·38 Service &Dl. ~·.-costs.- SUcA costa 1DCJ.ude those. a:ridDg · 

· ~ f'alt1l.lment ~ a:q contractu&l. obl:tp:tf.on ~ a ccmtractozt to provide ~ 

sez'Yices, nch as 1n8tal.la.Uon, tn.1D1~1 correctiDS detects in the products, 

replaeiJII -~active parts, maldng ref'ali,is in the case. ar.:tDUequate performDCe1 . . ...... ; .. . . . . 
. •, -..1 

.a.· ihelliiOt. 1~~Cons1steut 1d.tb. the ~ of the contract, such servi_ce and 
.• ·,j 

.. ·. .. . . . ·: . 

~"'*· co.-ts are &l.l~• B'owever;:t ~e ahould be exercised to avoid 
.; 

~c~~ou ot the ~· as an· el.eDJeDt r4 ·both estilated product cost 

aaa.r.r .••. 
i 

. . 15.:.205. 39. ·. Sever&Jlee P!f• 

· (&). • Severance rifq, also c:Omlll)~ referred to as ~am:f..ssal RP,s, · 
. . . . . . 

is a ~at :ln addition to regul.&r sal.ar.Lea ami-waps, 'b7 contractors to 

'IOZ'kers · ,..,ae ~nt i-s bei~»S tend.ll&ted. Costs at severance p.t are 

&1.1.nala.1.e onq to the extent that,. in each case; it is reciutred b.r (1) la~, -. 

(11) ~-empl.oyee agreement, (111) established. polic7 that coiastitutes1 
-. - . . ~-
1• eft'ect, aa 1mpl.:te4 asreemant on the ~contractor's part, or. (1T) _circumstaD:ei · 

.. 
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of tb.f!! partic~ar· empl~ •. 

(b}. · .. Costs. of· severance· p~ts. are divided into two categories 

as .. follow: 

. _,..· 

.... · 

. ;f 

( 1) actual normal. turnover severance payments shall be 

allocated. to all work· performed. in the contractor's 

plant; o~ ,. where the contractor provides for accrual ' 

of pay for normal. severances such method . will be 

acceptabl.e if the amount of the accrual is reasonable 

in light of payments actu.a.lly made. for normal 

severances aver a representative past period, and· if 

~tmts. accrued. are allocated . to all work performed .· 

: 1n the cant:ractor 's plant; and 

(11) . abnormal ~·mass. severance pay is. of such a conj~tural. 

nature. tmit measurement of cost by ·means of an. accrual 

w1.l.1 not achieve. equity to both parties. Thua accrua:I.a 

for this. purpose· are n¢ allowable. However 1 the 

Government ~ogniz~s··its obligation to.participate, 

·to.tbe extent of its fair share, ,in .. any· specific 

payment. Th:u.s 1 . &llowabil.ity .19-ll be considered on a 

.· case-by-casf!· basis .. in .. ; the. event of. occtirrence • 
. \··· 

' ' . . . . ' . ' i . ' ' ' ' 

1.5-205.4o ... SJ?~Cial. Tooling.COsts. The .term "s]?ecial ~ooling" meana · 
,· 'tl 

all. jigs 1 . dies:~ fixtures, molds, patterns., special taps, spec.ial gauges'· 
. ' 

special test. equipment,. other s]?ecial equipment and manufacturing aids, 

and replat:ements thereof, acquired .or manufactured by the ·qontractor for 

use .d!X the performance of a contract, which are of. such ~ specialized 

nat~ that 1 wit:bout .~ubstan.tial. modification or alteration, their use 

is ltmited to the production of suc;b. suppl.ie~ ·or parts· thereof~ · or the 
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perfo:rmsnee ot such services, as are peculiar to the needs of the Government •. 

The ~erm .doe& not include: (f) items of tooling or equipment acquired by 

the contractor prior to the contract, or replacements thereof, whether 

. _or. _no:t .altered or ada:pted. for ~e in the performance of the. contract, . 

( ii) cons-bl.e small tools, or (iii) general or special machine tools, -

or simllar c~pital items. The cost of special tooling:,· when acquired 

tor and its usefUlness is limited.to one.or more Gove~t contracts, 

is allowable and shall.. be all.ocated to- the specific Government contract 

or contracts tor which acquiredo 

15-205.41 _Taxes. 

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

ments. They do not incl.ude fines and penalties ~ept as otherwise provided 

• herein. ·In general, taxes (inciuding State and local income taxes~) which the .0 

• 

.;,; 

· contrac~ is required to pay and which are paid or ace~ in accordance 

with~ accepted acc.ounting_·principles -are a.J..lowable, except .for: 
"' 

--~_:f;J 
: -~-~: 
· ... ,J 
. .-~ .. ,_, 

(i) Federal! income and excess profits· taxes; 

(ii) taxes in connection with finSncing, refinancing or 

refunding operations (see ASPR 15-205.17); · 

(iii). taxes from which exemptions are available to the 

. contractor_ directly or :ava.ilable to the contr~tor· 

based on an exemption. afforded the Government except 

wen the contracting officer determines that the 

Mm1n1strative burden incident to obtaining the 

exemption· outweighs the corresponding benefits 

accruing to the Government; and 
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(iv) special assessments on land which represent cap~tal 

improvements. 

(b} Taxes ~therwise allowable under (a) above, but upon which a 

claim of illegality or erroneous asses~ent exists, are allowable; provided 
- .. - -

that the contractor prior to paym~nt of sllch taxes:·· 

(i) promptly requests instructions from the contracting 

officer concerning such taxes; and 

(ii) takes all.act~on directed b,y the contracting officer arising 

out of {b)(i) above or an independent decision of the 

Go~rnment as to the existence of a claim ·of illegali tT .. 

or erroneous assessment, including cooperation with an~ tor 

the benefit of the Government to (A) determine. the legality 

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

~asonable costs o~ an7 such_ action undertaken by the contractor at the direction

or with ~he concurrence_or the contracting officer are allowable •. Interest and 

p~nalties incurred by a contractor b1 reason of the nonpayment of a~ tax ~t·the 
~~ . . . 

dfrection of the contracting officer or by· reason of the failure of the contracting 

· officer t . assure timely direction attar prompt _request therefor, are also 

allowable -:· 

..... · 

. {~) . An7 refUnd .or taxes, interest,· or penalties, and 8.J17 payment to 

the contract_or of int~rest thereon, attributable to· t_axes_, interest, or ·penalties 

which were allowed as contract costs, shall be _credited or paid to the Government 
.. . . . ··. 

in the manner directed by the GOvernment, provided 4n7 interest actually pai~ or 

credited to a contractor incident to a re~d of tax, interest or penaltY shall 
. . 

be paid or credited to the Government only to the extent that such interest 

·accrued over the period during which the contractor had been reimb~sed by the 

Governmen: for the taxes, interest or penalties. 
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15_205.42, .. Termination Cost~·· Gontract ~erminations .. generally. give 

i t o the incurrence of costs, or the need for special treatment of costs, r se . 

which would not have arisen had the contract not been terminated. Cost 

principles covering these· items are set forth below. The7 are to be used in 

conjUDction with the remainder of this Part in termination situations._ .. 

(a) Common Items. .-The cost or items ·reasonabl7 usabl~ on the 
I 

contractor's other work shall not be allowable unless the contractor submits 
. I . 

f 

evidence that it could not retain such items at cost without sustaining a loss. 

In deciding whether sue~ items are reasonabl7 usable on other wor~ ot the con

tractor, the contr~cting officer' should conside~ the contractor's plans and 

orders tor current and scheduled production.· Contemporaneous purchases ot 

common items b7 the contractor shall be regarded as eVidence that such items· 

4lltare reasonablY' usable on th~ contractor's other work. ~acceptance ot common 

items as·allocable to the ter.m~nated portion of the contract should be limited 

to the extent 'that the ·quantities· of such items on hand, in transit, and on . 

·order are in excess.ot the reasonable quantitative requirements ot other work. 

(b) Costs Continuing After Termination. I~, in a particular case, 

despite Ll reasonable efforts b7.the contractor, certain costs cannot be dis-
. . 

continued imMediatelY' after the effective date ot termination, such costs are 
... 

general.17 a+lowable within the limitations se:t forth in this Part, except that 

'aQT such cost~ continui~g attar termination'd~e to the negligent or wiltul 

failure· of the contractor to discontinue such costs shall be considered 

unallowable. 

(c) Initial Costs, including starting load and preparator,y costs, 

· are allowable, subject to the following: ,_ 
-43-
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(1) Starting load. costs are costs o£ a non-recurring nature 

~ising in the earl7 stages ot ·production and not tully- absorbed because or 

. the- termination. Such costs lD8.7 inalude the cost of labor and material, 

and related overhe~d at~ributabl~ to such·ractors as 

(i) excessive spoilage resulting from_ inexperien~ed" labor, 

(ii) idle time. and·:~subnorm81 .production oacasioned··by'·.; 

testing and changing methods of processing, 

(iii) employee training, and 

(iv) unfamiliarity or lack of experience with the product, 

materials, ·m.aJ1utacturing .processes and. techil_iqu~s. 

(2) .. Preparatory costs-:·.are costs·-~_incttrred in· . .- preparing to 

·perform the terminated con_tract, :.including co~ts ot initial plant 
I . . 

rearrangement and·. 8itera tiona·; :management and,;·. personnel organization··• ~ pro-

duction planning and similar activities, but excluding special machineey 

_ and equipnent and starting load costs~ 
. . . . . 

(.3) It initial· costs are .claimed and. have not been s'egregated 
< 0 ; • • : ~ .:. I • :,., : • 

on the contractor's books, segregation tor settlement purposes s~ be 

made trom cost :r,eport3 and .. sched~es. vhich.:._renect .th~ ~gb unit gqstt.J , 

incu ·red during, the .early stages- ~t the. contract.-

(4) When the settlement proposal is on the invento17 basis, 

·· Wtial. costs should normall.7 be allocat~d on the ·basis- or ··total· end 

items called.- tor by· the contract immediately prior to termil1ation; . 

ho\{ewr, it. the contract includes end items of a diverse nature, some 

other equitable basis ~ be used, such as machine or la~or hobrs. 

-44-



DRAFl' 
26 June ~959. 

. (5) ~en initial costs are included in the settlement proposal 

as a direct charge, such costs shall not also be included in overhead. 

(6) Initial costs attributable to onl1 one contract shall not 

be allocated to other contracts. 

(d) Loss of useful yalue of special tooling. special machinery and 

egpirPep\ is gener-ally' allowable, provided -

·-

·: 

(e) 

(i) such special tooling, machiner,- or equipment 

is not reasonably' capable of use in the other 

work of the contractor; 

.(ii} the interest of the Government is protected b,y 

transfer of title or ~ other means deemed appro-
1 . 

priate b7 the contr~cting officer; and 

(iii) the loss ot usetul value as to ~ one terminat~d 

contract is limited to that portion of the ac~ai

tion cost which bears the same ratio to the total 

acquisition cost as the terminated portion of the 

contract bears to the entire terminated contracl· 

and other ~rameat· eontracts tor which the special 

tooling, special .machine7/ and equipnent _-was acquired. 

Reptal gosts under ypexpi;$d leases are generall7 allowable. 
. . 

where clearl.T shown to have been reasonabl7 neces8a17 for the performance 

ot the·ter.minated contract, less the residual-value ot such leases, 1£-

(1) the amount o£ such rental claimed does not exceed 

the reasonable us~ _'YS.l~ the propert,- leased for 

the period o£ the cont~ and suCh further period as 

may be reasonable; and 
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(ii) the contractor makes all reasonable efforts to 
... 

terminate, assign, settle, or·otherwise reduce 

the cost of such lease. 

There also ms.T be included the cost or alterations .or such leased property, .. 
. . 

provided such ~1 tara tiona: were ·n~ce ssaey for the· performance·· ot the contract, · 

and 1/f reasonable restoration required by the .provisions of the lease. 

(f) · Settlement expenses including the following are generally 

allowable: 

(1) accounting, legal, clerical, and. similar. costs •re.asonabl7 

necessarr tor.-

•••• 
·:;J~).N : th~ pr~par.ation and- presentation ·.'.to cQntract~ng . 

officers ot settlement. ~laims and supporting 

<.:.data .w~th :.; respect to .. the.· termina~ed ~portion :of:~ ... ·~ 

the contract, and 

.~·_. ~ii) .. the tef.Drl.nation and settlement ot ~~on~~acts; and 
. ,· 

(2) reasonable costs tor the .storage, transportation, pro-
-~~-: .. =~~·· .•<0 , . . 

taction, and ~sposition ot property acquired or produced tor the contract. 
. . 

~g) . Subcontractor claim.s.;.' .. including the allocable portion or claims 

vhich ar~~·1ommon to the. contract and to other work or the contl"actor are 

generallt lllowable. 

15-20S.4l .. Trade. Business~ Technical ·and· Professional. Actin. tv Costs. 

·(a) Memberships. This. categoey includ~s costs. or' memberships in 

trade, business, technical, ~ ll!'Ofessional ·organizations. Such costs are 

allowable. 

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

. f':ade, business, professional, or t8cbnical periodicals. Such costs are 

·. Ulovable. 
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tra:nsportat:ion,. rental ot fa:oiltrfiJ-e:~: for me~tings, and costs incidental " 

thereto, when the primary' ~pQse.( o~ the iz.lcur~t;'nce ot such costs is the 

d,i•s:seJ$1ation o~ te.cpnical.infc:»~tion .. or. s.~imP+atio~ of,prod"Q.oti9n• .... Such 

,,.ij' 

.{~) · . Cos~ a· pf i?~~p~rati~~ .~4·:.!1,18t~~e.!l~-~e ot a pr.ograa of instruc

tion·at noncollege level,· designed to increase the vocational effec;ti'{~~E!SS 
,':J!'• 

o.t· .bona.2f~d~ eJB,pl~1ees, i~clud~g traini~g ~te~i~s, textbooks, salaries or 

wages or trainees (excluding overtme .. aompensation. which. mi~t·;-·.a~if!e .:,there- •· 

t '"OJI·) · '• and ... . . ,_,,_ ·• 

• · ........... '·"~·;··· 

r : , ~. . ~- :. : . ~: ;· 

are allowable. 

. ~- :... .... '~ ~.. .. ; ·_ 

; ' 

(~)t · s~~~es o.t.::th~~~:.:<~iD~ctQ~ :9-f.·rt.raining and statt when the 

~-~'in+A8 p,~op• 1~ ~9~d:uc~ed- bt the contri}JCtqr; or 

(ii) tuit-ion and ~ees.,-wllen :·t,he tr;~ining is- in: an: .. 

~s,titution ,not ope~~1;.ec:\ 'b!:ft}he contractor; 

(b):. .Costs ot. Part~time:.education, at a.l'i under-gr~duate or· 
• . . • :: • . _-i •• • .r~·-~, : . : .. ·. ~~- . - ... 

post-grad'V 1te college ·1~ve1, related to the job requirements ot bona fide 
·r -~ 

' -~ _; 

emploree s r including only-: 

( 11) textbooks; _ _ : 
' .... ·• •·. . ''· . ~. 1.·· •· ·::- ·, ; .f. ·,_ .·. . ••··· :_-.··~ ;._, ·-.~ .. /''• ~- '1'.~/ .. ·' . ·:~ 

·~·(iii)' i~e·s·. ctlsrge<L~b7i the .''ectucation~Jr~~lnst'itutio·n:·; '•~-· 
·~-~'"' ·-~~· J.,·f~f•.··.,,,·t'_:, ~I 

' (lv) .tUition charged b)" 'the educatioria:-1 .Instituti~n, or 
: . . . . ~- . ·¥- r--~ ~:-.. . ~· 

in lieu ~r tuition,. inst~~tors' salaries and the 

related share of indirect cost of the educational 
I . ·. ,. 
t.. ~.:- ... ! : ~ ._""'t -:do)~:~~ .. _··": :. '> .h ·:.,. • •->~ .. -... : . '" \Y~-

institution to the extent that the sum thereof is 
' 't :-:: ·~ ( ··.,~., ' 

not in' 'excess ot the tuition ~which would have 
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been paid to the participating educational institu-

tion; and 

(v) straight-ttme compensation of each emplo,ree for time 

spent attending classes during vorkiDg hours not in 

excess of 1'56 ·hours per Y,ear where ciretmlstances do 

not permit the operation of classes or attendance at 

classes. after regular working hours; 

(c) Costs o£ tUition, ta~s 1 trainillg materials and textbooks 

. (but not subsistence, sal~, or arrr other. emoluments) in connection with 

tul~t.ime scientific and engib.,ering, educ~tion' .at a post-graduate (but not 

UDder~graduate) college level related.to the job re~ements ot bona fide 

.- •e•ploiees tor. a.tot&l period not to exceed one school 7ear tor· each emplo7ee. · 

·~·::- so.·traiDed, are allowable. In unusual cases where req~ed b7 milit81')" 

technologr, the pe.riod. JD8.7 be extended. 

(d) Maintenance expense; and normal depreciatio~ or fair rental, 

on facilities owned or leased b.r the contractor· tor training purposes are 

allowable to the extent ~~t forth in ~PR 15-205.20,· 15-205.9, and 15-205.34, 

respecti w 1i • 
. ; 

.. · ;:(e) Grants to educational. _or tra~g institutions, includin~ 

the doi:lati~n .. or facilities or other. properties, scholarships or fellowships, 

are considered contributions ~d are unallowable. 

15-205.45 Transportatiop, Costs. Transportation cost·s include freight, 

express,. cartage, and postage charges· relating either to soods :pD.rchased, in 

~recess, or de:Uvered. These costs are allowable. When such costlt can readilT. 

. be identified with the items involved,· they·~ be directl7 coated as 
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transport~tion costs or added to the cost of such items (see (22) above). 

Where .. identi£l~~i~n with the ~terials. received cannot readily be made, 

inbound transportatioa c~sts/mq be- ~gad to the appropriate indirect 

. cost accounts if the contracto~ follows a consistent, equitable procedure 

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

. contract, shall be treated as a direct cost. 

·15-20,.46 Travel Costs. 

(a) Travel costs include costs ot transportation, l~dging, sub

sistence, and incidental expenses, incurred b.r contractor personnel in a 

travel status whil~ on official ~ompan;y business • 

. (b) travel costs JDa7 be based upon actual costs incurred, or 

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

·~the two, provided tJ!e method used does not re·sul~ in an ~easonable Qharge. ~ 
(c) Travel costs incurred in the normal ~ourse of over-all · / 

admW.strat.ion of the business are· allowable and shall be· tre.ated as in-

direct costs· •. 

(d) Travel costs directl7 attributable to specific contract 

performan(:~ are allowable and JD.a7 be charged to the contract in accordance 

with the 1 rinciple of direct costing (See ASPR 15-202). 

(e) Neces~, r~asonable costs o~ familY. mo~ments and personnel 

m.oveaents' ot a. sPecial or mass nature are allowable, subJect to allocation 
. ' 

on the basis ot work. or time period benefited when ·appropriate.. (But see 

.ASPR 15-107) • 
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Part 6 - Guidelines for Application in the Negotiat~on 
· . . · and Administration ot Fixed-Price Type Contracts 

and in the Negotiation ot Termination Settlements . 

lS-600 Sqope ·ot. Part. This _Part provides guidance tor _the use or 

Parts 21~ 3 and 4 ot this Section XV. (i) in th~. eval~tion of costs in pricing 

. . ti ted rixed-pr.ice type contracts ~d subcontracts . in those instances o£ nego a · . .. · · . _ 

h . uch evaluation is required to establish prices tor such contracts and 
w ere s . . . . · 

(ii) .in the_negotiation o£ t~rmination settle.m~nts. 

·lHOl )ief'ipition of F1:xed;..Pric;e Tne Contragts. "Fixed-price t,-petr 

., tracts include, ·tor purpose of this Part, the following: con . . 

· · . .(1) ti~ fixed-price contrac~s (ASPR .3-40.3 .1) 

(ii) tixed-price contracts with escalation (ASPR .3-40.3.2) 

(iii) tixed-price contracts providing tor the redetermination 

ot price (ASPR .3-40.3 • .3) 

(iv) tixed-price incen~;,a contracts (ASPR 3-40.3.4) 
. . . 

(v) non~ost-ra:iabur,a)tle ·~rtion of time and materials 

contracts .. (AS~ .. .3-405.1) . 

(vi) labor-hour ~ontra~ts (~PR .3~495.,2) .. 

. J.2:2~· Basic; Considerations •. _ .. (a) . :O:nd~r .. fixe4-price · t~ 90nt:r;acts,. 

the. ~egot ·i_aied pric8 · is. the ~sis · r~r payment . to a contractor . whereas . allovable 
.; 

costs are the. basis tor reimbursement unde~ cost-reimbUrsement ~ con~racts. . . 

Acco!'dinglr~ the, policies and procedures C?f. A.SPR Sec1;ion III,. ~~t· 8, are ·_ . 
. . . 

governi~ and. shall be followed ~n the_neg~t~ation_9t.tixed-price ~~· c.ontracts. 

Cost and accounting data may pr?vide guides tor~ ascertaining tair 90Dlpf)nsation 
. . 

but are not rigid measures o£ it·. ~her types. 9f data, ·criteria, or·_ st~d~cis . 

The· abil~ty to apply· 
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standards ot bus~ess judgme~t. as distinct from st~ict accounting principles . 

D Q • ,/) 

~'' \ 

i 2 ' ...... is at the heart of a ~egotiat~d price or settlement. ~~ 

(b) Am9ng the diftere~t t,ypes ot r~xed~price type contracts, the 

need· ror-= ceasideration ~r costs·. var~.es considerabl7· ~s il;ldicated belo.w.: . 

·--~ 

(i) Retrospective Pricipg ansi Settlemep,ts. _ .In n~gotiating_ 
---.,, 

.f~.r:gl f.~.,d pric~s· -~~ se~tlemen:ts for w~rk w~ch has been 

·completed a:t th~. ~~e .. of' .. nego1;ia~~on ·ce .g., .-final ~ego-· 

ti.at~ons ~der fixed~price .. in~~ntive. contracts, redeter-

~na'tio11 of price: attu completion of' the ·work,. or.·· .... · 

negotiation. ot .. a. ·settlement. agreemen~ uildflr' a. ~on tract 
.... · 

terminated tor the conveni~ace'·Of. the :'Governmen1;), ::the 

tr.eatment or ~costs:: is a maJor f'a~tor in ar.r:tving· ~t the 

~9~t- ot the&.pt!ice: .Qr ~ttl~ent. Howeve~,- ~~~--~in· · 

t4~se.' situations·, .::the tinall-7 agreed p~ice·.or. setti•~ 

· ·ment · J18.7 represent some~hing: ·other tlian.~. the S1lDl total . 
~ 

ot;~acceptable~:··costs plus. prot~~, since the·· final p~ice . 

accepted. b7 e~ch party do~s .J;tot nece·ssarily'. reflec~ 
. . 

apeem~nt on the evaluati~n ot .ea·ch· elp~nt. ot ~ost, .. 

but· rather a final resolution .of all issues in the·. 

negotiation process. 

(~i) Forward Pric;inr• !-The e~ent .. to_ wl;lic~ co.st.~ ~uence 

torvard priQi~g.;,~ies .. gr~atl7,_trom case: to case. ~~-

negotiations covering future_ wor:tc, act~ •. , costs· ~ot 

be known and the importance. Qf_cos~ est~t•a depends .. 

on the circumstances. The c~ntracting officer must 
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. consider all the factors affecting the reasonableness 

of the total propo~ed price, such as the technical, 

prod~ction or tin~cial risk assumed,. the complexit7 

· o~work,_ the extent ot·aompetit~ve pric~g, and the 

oontrac~or' s record for· eft~ciency;·_econoJD;T and 
~ . . . . . 

ingenuit)", as' well as available cost estima~es·. He 

must be tree_ to bargain· tor a totd, price ~hich 

e.qui tabl7 dis~ribute s the_ risk~. between the contractor 

and the Gover~nt and pro!fde.s inc:entives tor effioi~nC)" 

and ·cost· reduction. · In negotia_ting auch a price, ·it fs, 

not _possible ~o- identi!)' the treatme:nt .. ot. sp~citic · cost· · 

e:tements since ~he Qargain~g is on ~ to~al ... price basis·• -~. 

Thus, while cost data. i~. o~en a valuable· a~d, it ~11 not 

control_nego~~tion of pri~es for work to be perto~•d, or a 
.. ··. ·.·'. . ' 

. target· price under an incentive cont~@.ct. ·_ 

15-603 Cost fringiples and Their Use~-~.(~). ~~~~-~~~-~tQ.~~.l5~2, 

costs· are to be-: considered in ~h~ .z;t~goti4tion Qf f'~d-pric~ type (Jont~acts, 
. . 

the approJ:,~i_ato Part of this SectiQn XV shal~ be us~.d as ~ ~de ·in ~he·. 

e~uatioL·~r-~ost data required to establish a ~,ir and.reasonaQle price in 

conjUDction\with. oth~r pertinent .. consider~tions a~ set forth __ more' tally- in 

ASPR Section III, Part 8, and -.in the case or negotiated termination settlements

Section VIII', Part · 3. · 

(b) In retrospective pricing, whenever an occasi9n ar~~es in whic:h · 

acceptabUit7 of·~ specific. item ~f. cost becomes q. .. fssue, th~ app~Qpriate ... Part 

¥ thia section IV will serve as a guide for the contracting off.fcer ·in his . 

collduct ot negotiations. - · 
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(c)_:. In -~pplying this Sectio.n XV to fixed-price contracts, 

~Qntracting officers. will: (i) ~ot· be expected to negotiate a8reem~~t on. 

eveg individual element ot cost; and (11~ be expected to ~~e their~ judgment 

as ~o the_ degree· of. detail ~n which· ~heT consider the individual elements ot 
. . . . I . . 

cbst in-~riving at the~ eval~tion_ot total c~st, where such evaluation is 

~ppro:pria~e. Howeier, the negotiation record should tull7 substantiate and 

justi!)' the· reasoning leading to arrr.. negotiated p~:tce. 

(d) In order to permit the proper ~valuation oi cost dat~ 

~tted b,.- contrac~o:rs for use in· negot~ating prices,. it may. be n~cess1U7 

to.:obtain. breakdows or account anaJ.7see- i.U respect to some cost items · 

partiCularlr those w~ose treatment~ be.depe~ent upo.p special c~aam~tances 

·J.MIIII stated in the principles. · Contractors vill be expected to be responsive 

~reasonable requests tor data ot this kind. 

, ... 
~ 

l.--~ 
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15-4ol . Definition ot CoDStruction Contract. The .tem "construction 

contract" as used 1D tbia. Part means arr:~· contract for the construction, 

alten.ticm or repair ot :tnd.ld!Dp,. bridges, roads, ·or other kinds of real 
.:. 

propert7. It 4oea not include a contract tor the manufacturing, pt'Oducing, 

turnishing, construction, alteration, repair, processing or e.ssei:lbl.1-ng ·of 
. . 

vessels 1 aircraft 1 or ~~er ~de o~ persoDal Pl"'!'e:-ty, re~rdJ.ess . ot the 

tems ot arti. such contract as to payment or title. 
. . 

General Baaia tor Determination ot Costs •. The t~~il cost 

ot a coat-reimbursement type contract tor construction .or .tor· architec.t•-.. 

ensme_er services related to conatr:ucticm is ·the B\D of the allowable· 

· costa il1c14ent to the perto11DL\Zice ot the contract, less. o.pplicable income 

and other credi ta. 'l'he teats used 1D Cletemining the allowabili ty of costs 

ala~. include (i) reaaoDableneas ·an~ (11) a:a::flimitations as to ~ypes ·or 
. . I 

amounts of coat item. aet forth tn tbi8 Part 4 ot Section XV. or otherwise 

iDcluded 1D th~ contract. Failure to m~ion any item of· cost in this 
. ~· 

Part···ia not 1Dtende4 to ~ that it is either allo:wable or not a.llowble. 
1 . 

.. ·= 

Incai~ an4 other credits ariaiDs· out· o~ opemtions under the contract, .. 
where th~ related coat was reimbune4 or acce:9ted aa an allowc.ble cost, 

0 • 

wW. be credited to the aovenaent, 

~ .. 

.. .... 
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1 ;.403 __ Examples ot Items -ot Allowable Costa. Subject to the 

requirement.J ot parasrapb 15-402 with respect to the sene~ basis tor 

determining allovab111t,' of costa,_ the tollowins items ot cost are con

sidered allowable w1tb1D the lJmitatioDS indicated: 

(a) 

(b) 

(c) 

(d) 

(e) 

'bonds &D4 1DaumDCe1 1Dc1u41ng. aelt-inaUl'&Dce, -to the extent 

authorized b7 the contractinS oft1cerJ 

camp operations (but see pa.ragft.ph 15-4o4 (h)); 

tre1ght, transportation, and material bazlcU.i ng; 

·-laDd and structures,_ t~ra17 use thereof;· 

materiala and a\tppl1es-, 1nclu41ng 1Depect1on~ storage, salva_go, 
. . . . 

and other uauaJ. a;peD&ea incident· to the ·procurement aDd use-~-

thereof; 

(t) patents; pu:rc:bt\aed ·designs~ and l'O)'S.J:t7. ~ents1 to the extent 

authorized b7 :tJle _contractina otf1cer; 

· (g) plant and equ:J.pnen~, purcha~e or rental. thereof; 

_ (h) recruiting ot persoiDlel. ( 1nciud1ng "hel:p wanted" advertising); 

(1) restoration and cleanup ot site and facilities, as directed 
."":· 

--- by the contracrtin8 officer; 

(. ( J) structures and_ ta.cU1t1es. ot a temporary Dature; 

-.(k) , subcontracts; _) 

(ll'-- ~a,· tees o:r· ~ges, exc~ those imposed upon, by reason 

_ ot, or measured by.- _the contractor' a tee; 
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(m). tmvel.iDS ez.peD&es1 to the extent authorized~ the contracting 

otticerJ 

(n) utU1't7· services, such as ccmnm!cat1on, power, gas, and water; . 
(o) w.cat:!Dn, hol.ida.7 aDd aew:nmce pa71 e1ck. lea'Ve anc1 milJ:ta17. 

leave, to the extezrt; requ1re4 'b7 lav or apec1:t1~ proVided 

tor elsewhere 1D the ccm.tza.ct; 

(p) wages an4 aalar1e•J aD4 

( q) pension and retirement plau 1D accordaZJce. vi th. the 1nterpr&.-
. . 

tation a_et torth in· ASPH 1_5-406 and ·group health, acc::ident and. · 

. lite .ina1u:rmae plane . (but aee N3Pii 15-4oli-· (b) 1 (d) 1 and (m)) ~ 

1S-4o4. ·Exs.Dg;Sea o~ Items o~ UDallowabl.e Costs. · ~e ~ollow1D.g 1tema :. 

:lt costa are considered UDBJ.lowable, except aa:. indicated and then ~ 

. subJect to the requ1rements of ASPR ls-402J 

~I 

(a) advertising (including advertising ·in trade or · teelmica.J. 

joumala) 1 · except "help w.z:rted." advert1s1ns; 

(b) 

.": .. 

; . 

central. otfiae expenses o't the contractor, such aa supplies, 

equ:l.pnent, rent, or arq o-ther ~ensea i.lleident to its 

~the contractiDs officer; _: 

.· (cl· .. calllliaa1ona and bonuaes (under~~ name) 1n ccmnect1on 

with obta'n'"S or nesot1at1Dg tor· a Government contract; 

(d) campeJlS&tion and bave11ng expenses ot any of.ttcer or 
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earpl.Q1ee.1n the catml. office orsam.zat:l.on of the. c:ontractor, 

except to the extent authorized 'b1: the ccmtractins ~tfl.cer j 

(e) cozrtinsac,. reserves J 

(t) contribut:l.ozsa ancl &matioDSJ 

( s). d1 v1dezl4 :pa,menta J 

. (h) enterta1mntmt1 except tor on-site rearee.t:l.o!lSJ. act1Vit1ea 

tor the contractor•a emplQ1eea as authorized ey the contracting 

otticerJ · 

(1) interest on bor.row1Dp (however represented), bond 41acouzrt 

and expemee, ana. f1milc1al charseaJ 

(3) legal, account~ and consul:t1Dg fees and related expenaee, 

except to the ~ent authorized 'b7 the contract1Dg officer;. 

(k) losses on other contracts; 

(1) memberships 1n tmde, ·bua~eaa· and pro:tesa:l.oJl&l organizations; 

· (m) premiums tor :lnauraDce on the lives. of directors, officers, 

··proprietors or other pers.ons, where the ·contractor is the 

beneficiary d1rect:l.7 ·or 1nd1rectl7; 

.. 

atorase of contract ~ecords after comp!etion ot contract 
. . 
; 

operations~ 1rreapect1ve ot:contmctual or statut0%7 require• . 

menta ~sarding the preservation ot recoras; and · 

( o). taxes,· tees or charges· imposed upon, b)' reaa·on ot 1 or 

measured b7 the ccmtractor•a tee. 

. .... 
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1n a pa.rt1cular case are deemed to 'Warrant sueh acticm.. Such considera.tion 

will be the responsib1lit7 ot the Department to which audit cogniz.J.nCe is 

asaigEled, and the subse~ acticm taken ~ tba.t Depe.rtzzlfmt will generelly 

be accepted by the other Depe.rtmemta •. 

· (d) Approval. of a pension or retirement p:Le.n b7 the Bureau of 

Intema.l Revenue or 'b7 the Departments does not imply that the cost thereof 

tor a:a:1 pa.rti~ulAr year vUl be allowable tor ap_porticmment to contra.et 

costS, e:xx:ept to the extent coste tor that ;,ear meet all other requi..-e-
. -

menta ot. the Bureau ot Intemal Revenue as a 8.eduction for incane tax -: 

purposes' a.nd are acceptable \Ulder tbe pl'Ovisions ot this con 1Dterpre-

tati~ a.n4 other prov1s1o:.!S o~. this Se-:Uon. 

(e) Pension and retirement costS co:a.~t:.'.t~e a :part ot t~s t.')t'A.1. 

c~ensation b7 a contraotor to·arq- indiv1dml. cove1"ed ~the~, e.:ld 

a.cCC~l"c~:tngl.y, are aqbject to the provisions of t:'.lie S~ti::>D. with· re~~ 

to rea.sombleness ot the tota;L compensation paid to t:le !ndividm..,_ for 

tilt! services rendered. 

th~ ·. a.moua.t allmis.ble tor a~rti...~ent to con~,::etr'.,s :t.~ · a.rq one :~r sawJ. 

· be the amouzrt contributed to the pension. trUst( a) for tlls.t year, but 
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organizations riot subJect to pa~ent ot Federal income taxes are also 

allowable except t~ the extent th~ are determined. to be unreasoilab~e 

or ~owab~e under aey ~er provision ot this co•t interpretation. 

(b) Pension or retirement pl.an5 ot a contractor which are · 

sUbject to appro~ ot the B\sreau ot Internal Revenue must have been 

so approved before costs under the plana ~'1 be aecepted as charges to 

Government contra~ts. Many plans ot _nonprofit or other tax exempt 

organizat1Qmr are also reviewed and ai»J)roved b7 the Bureau ot Internal 

. _Revenue--when_ not so reviewed and approved, each sueh plaD V1ll be re- ~ 

viewed, and approved or clisapproved, by the Department to which audit 

cognizance ia assisned, using, 1nsotar as applicable, the criteria and 

standards ot the Internal Revenue Code and the regulations of the Bur~..au 

ot Internal Revenue. In any case where the Buraau ot Interml Revenue 

. withdloawa -approval ot a plaD1 approval ot amo'\Dlts allocated to eont:raet. 

costs. wUl be withdrawn accordingly. 

(c) The approval. ot a pension or retirement plan by the 

BureaU.· ot Internal Revenue wUl_, as a seneral rule, be the only aP,Pmval 

reg,ui~d b7 the Depa.rtzilenta; however, the risbt is rteserved-.to require 
•. \ ~ . 

. .. . submis~sion ot ·arr:~ plan tor consideration b7 a !lepa.rbllent and to dise,pprove 

such plaD 1D its entirety or e:rq feature thereof whenever the· cire\IDSta:~es 
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(n) security measures of a special nature; 

(o) shar~ ot coat _of research p~jects _ot the type which an. 

educational. or other nonprofit institution miglt under

take ae a part ot ita oW. educat1om.l or research program; 

. (p) 

(q) 

(r) 

(s) 

(t) 

(u) 

15-406 

subcontractiDg, !lature and extent thereof and relation to 

tee or profit; 

subsistence an4 housiDs of em.pioyeea J 

termination expenses; 

toolinS and equipnent; .. -. · 

traveling expeD&es ot a special or unU8ual12ature; and_ : .. · 

wages or salaries ot partners or . sole proprietors. 

co·st Interpretation ot Pension and Retirement Plans (See 

ASPR 15-403 (q)). 

(a) Costs ot pensiozl and retirement plans, including reasonable 

incidental. benefits, such as d.1sa.b1lity, withdrawal, insurai1ce or 

survivorship allowance" which_ are deductible from taxable income 1n accor~ 

ance .. with the Internal Revenue Code and the regulations ot the Bure&u of 

Inte~ Revenue, a,re allowable .except: to the ~ent they are detennined 
.·. : 

to be UnreaSonable or unallowable wder any other provision ot this cost 

interpretation. Costa of such plans eatabl.ished by nonprofit or other . 
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l5-4o5 Examples ot Subjects RequiriDg Sllec1al Considerations. The 

following uampl.ea are Ulustrat1ve ot subJects ·a:rreat1ns coat which may 

require special consideration: 

. (a) costa 1rlcurred ·incidental to work covered b7 the contract 

but prior to the execution ot the contract, with specific. 

1dent1ficat1cm ot the t,pes ·thereof &D4 the period inwlved; 

(b) Govemment-turnished. propert7, pneml nature and extent; 

(c) indirect coat basis (1) act'aal, (11) negotiated rate or· 

amount, or ( 111) other;· · 

(d) insuranceJ 

(e) intrac~ and 1nterc~ traD~actions; 

(t) · 11ab111ty to third .Per&onsJ 

(g) operation ot restaurants and ~feterias; 

(h) overtime compensation (see ASPB 12-102) J 

( 1) , ·patents~. purchased. designs 1 and reyalty payments; 

(j) persoDD.el movement ot a spec1a.l· or mass nature; 

(k) plant taciiities fully depreciated or amortized on the 

... ... 

1 . con-tractor~s books· ot account.or acquil"'ed without coat 
I 

(possible c0zi:Pens8.t1on f'or ut1Uzat1on in the to~ ot a. use 
,. 

: or .. rental. charse); 

(1) . rea.rra.Dgement or relocation ot tacUit1es or plant sites; 

(m) research programs ot a general. natureJ · 
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not to exceed 15 percent ot the total. compensation otherwise paid or 

a.ccrut!d 1D tba t year to the 1n41 viduala co~eraa. un'-r the plan( a). 

(g) The allowab111't7 of costs ot lump a-. purcbasea ot am:.u:Lties 

or ot periodic cash p~~nta ~de to provide peneion or retiremeDt 
. . 

beneti ts. tor reti:'ins or 1-etired empl.O)'eee 1 ot."le~ tba.n incur::'ed UDder 

appro~d pension or retirement pla.D.e, will be subJect to consideration 

. on an individual case ba.eia. 

· (h) Credits vhich becam~ a'Vailable or e.re. :tore_se.eable muat 'be. 

~ken into account 1n 'an e(auite.'ble mazmer. 1D detE:minjns pension a:ld .... 

ti:..-ement· costs subject. to apportiomnent ~ .. ~ mllita%'7 contract •.. Izi s~ 

~.s-tP..uees,. this trJJ.':f ·req\ii..~ e.dJuatznent.4J. to coatS 1:1 anticipation ot t"le 

re-.:IJ.1:t1on ot c:.-ed1ts. For e~le,. such e.cti~l: wu.\d nor:sa1.'1.7 be aPl'ro-· 

the pe:..~o~ce ot !adli~ey cont:Bcta a.nd ·the:.-e i'=' a l,.=.sonable ~~ta-. . 

a.l.1. a:r a la::.."ge ~umber of t11e additio!lal. . emplo~aes w1l:l be te:mha.ted 

._,tt b~ of thes~ · eap.\-':>:TQ(!S 1 b~.1:3e S\~h pel.~:'l'.:le2. ·~.:!.l u0t e.-.etr;.:ll~ 
. . . : . 

"teste~ rlshts und&!r the te..--ms ot the pJJ.ms. 

·. (:1) IIi s:q cu:r:."et\t or ~e coz:.t~t.lt. no. c*'ct allc~JJmCe·~dl.~ .. 

be made which. would duplicate~ 1n whole or in part, an allowace 

pr3Viou$J.y made under a. prior contract. 
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· SECTIOll XV 

CONmAC! COS~ PRINCIPLES AND PROCEDURES 

15-000 Scope ot Section. ~a Section contains general ·coat princi-

~-~~ plea and procedures -tor the determination and ail.owance ~t· costs in con- · 

nection w1 th the negotiation and administration ot cost-reimbursement ~ype 

contracts- 8.nd contains gtlidellnes tor use 1 where appropriate 1 in the eval.ua-

·-. 

.... ·· 

tion ot costs in connection with certain-negotiated fixed-price type 

contracts and· contracts terminated tor the convenience ot the Govermnent. 

· ·Part 1 - Applicability 

15-101 Scope ot Part._ ~a_ Part describes the appli_cab~ty of suc• 

ceeding Parts ot this Section to the v~i_oua· types ot contracts 1D. connection 

with which coat· principles az;1d procedures are used~ 

15-102 _ Coat-Reimbursement ~pplY and Research Contracts vi tl1 Con~erna _ 

other Than Educational Institutions. _This. categoey incl.udea all coat

~e:illlbarsement type contracts (ASPR 3-404.) -tor ~ppl.iea, 'services 1 or· 

experimental, developmental,_~ research work (other_ than Vith e~caticma1 _ 
.. -. . 

· insti tut~ons 1 as to which ASPB 15-103 applies) 1 except that it does not 

incl.ude-:-_tacilitiea c~tracta (se~.ASPR 15-105) or cona~ction contract.s 

(see ~ 15-104).· !be coat principles and ~ocednres set torth i~ Part 2 
. ! . . . . . . . : . . . . . ~ . 

I . . . 

r4 thia: Section aball be ineOl]'or&ted 'b7, reference 1D coat-reimbursement 
. ' . • .. " . 

auppq ~ ~aeareh contrac1ia Yi~ other than educationalinatitutiona 

aa the basis · -· 

( i) . tor determination of reimbarseabl.e costs under· such contracts, 

_incl.uding cost-reilllburaement type. subcontr~ct~ thereunder 1 and 

the cost-reimbursement portion at time-ancl-materiala contracts_ 

(ASPR 3-4P5 .1) i 

·. .. 
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(ii) for _the ~gotiation ot overhead rates (ASPR Section III, 

Part 7); and 

(iii) for the det.ermination ot coats of ter.minated cost

reimbursement t,pe contracts where -the contractor e~ects 

to "voucher out" ita costa (ASPR Section VIII, Part 4) 1 

and tor settlement ot sueh ·contra~ta by determination 

(ASPR 8-209 • 7) • 
. • .. : 

15•103 Cost-Reimbursement Resear~ Contracts with Educational In

stitutions. This category inc~udes all·cost-reim.bu.rsement type contra~s 

(ASP.R 3-404.) ~or experimental, developmental, or researeh work with edu-
. . 

cational institutions. ·T.he cost principles· and procedures set forth in-_ 

Part 3 ot this Section. shall. be .. incorporated by refe~nce in cost_: 

.f re:l.mbursement research "contracts _vith educational institutions as the 

basis -

. ( 1) . tor determination of reimbursable costs under cost-
. . . . 

reimbursement type contracts, inc~ud1ng coat-reimbursement 

type subcontracts thereunderJ 

(ii) tor _the negotiation of overhead_ rates (ASPR. Section III, 

-· Part 7); and 

. ? (iii) tor the de~tion of .·coats of.·t~ted cost•· 

reimbursement t1P! contraCts where the contractor elects 

·to "va.1cher ~t" ita costs (AsPR·Se~ti.on VIIII Part ·4),~ 
. . . . . 

and tor settlement ot such .contracts by determination 

(ASPR 8-209.7). 

In ad.dit~on, Part 3 is to be used in determ:fn1ns the allowable costs of 

research and· develC?pnent perfome~ by_ educationa1 institutions under grants. 

- 2-
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(\ 
/JA.itor's _no~: when this paragraph 15-103 is printed, ASPR 15-300 should 

be dsleted.:J.· · 

15-lo4. Coat-Reimbursement Construction Contracts.. This category 

includes all. coat-reimbursement t:ylJe contracts (ASPR 3-404) tor the con-

struction, alteration, or repair of buildings, bridges,: rOads, or other 

kinds of real. property. It also includes cost-reimbursement type contracts 

for architect-engineer services related to such construct~on. It does not 

include contracts tor vessels, aircraft, ·~ other kirids at personal property. 

~ cost principles and procedures set forth tn Part ~ of. this Section Shall 

be incorporated by reference in cost-reimbursement construction contracts 

.as the basis -
. ~ 

(i) for determination of reimbursable costa under coat·-reimbursement 
. . . . 

type contract~, including cost-reimbursement· type .subcontract(~\ .. 

thereunder; 

(ii) for the negotiation of overhead. rates (ASPR Section III, Part 

7); and 

(iii) tor ~he deter.mination_at costs ot ter.minated cost-reimbursement 

type contracts where the contractor.electa.to "voucher out" 

. I 

it~ ··costa (ASPR VIII, Part 4.), and for settiement of such 

contracta b7 determination (ASPR .8-209·~ 7) • 

, 1$~105: · Cost Reimbursement FaaUi ties Contracts. (Reserved) 
. ·.:· . . . 

15-106· Use of Cost Principles tor Fixed Price Contracts. Part 6 at 

this Section provides guidance for the use at Parts 21 ~~ and 4 where appro

priate, 1n the evaluation·at costs 1n connection with the negotiation of 

certain fixed-price type contracts and termiilation settlements, 

-· 3 -
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15 .. 107 Advance Un4erstend1nga on Particular Coat Items.. ·The extent 
.· 

at &11owabil1t7 ot the sele~a. items. ot coat covered in Parts 2. through 

5 baa been ·stated to appq -=-oadl7. to lii&Zl7 accounting systems ·in va.r,ins 

contract si~tiona. !lms, u to arrr Siven ·contract·, the reasonableness 

a.n4· alloca'billty at c~ iteu ot coat m&7 be 41fficul~ to. detel'mine, 

particularly-in conuation with firma or •e~ate d1T1si~ thereot which 

-------·-

~1' not. be subject to effective competitive restraints. In order to avoid 

possible subse~ent disall0¥&nce or dispute based on unreasOnableness or 

non-allOC&bilit:r 1 . 1 ~ iS important that prOspectiVe COntractors, partiCU• 

l&rl7 those w~se work is predm1jtantJ.7 or· subata.ntial.l7 with the Government,· 

seek agreement with tbe Government in advance of the 1naurrence ot apeci&l 

· ~r umisual costa in categories Where r~~onableneaa or allocab111 ty ·are ~:· · 

ditticult to determine. SU.ch agre~nt may als~ be initiated' by- contract-

ins ·officers ~dividua117, · ar jo1Dtl7 tor all .defense work Ot the contractor,· 

as appropriate. ArJ:r · such agreement should ··be ~corporatecl 1D cost-reimbursement 

'tr.Pe. contracts, ~r made a part ot the contract tile in. the. ease 'ot nego

tiated fixed-price type contracts, ancl should govern the coat treatment . . . . 

cavered thereby ~oughout the performance ~ the contract. :But the. 

· abaet!oe ot such an advance ~eement on arrr element ~ cost ~ not, 
. i . 

in· it~eu, serve to make that el~t •+ther .allowable· or Wlallowable. 
, . 

~lea:····~ costa on Yhich ad~ce agreements mai. be particularlT 
. ' .. 

·imp~:.· 

· . ( 1) ~ompensatiOD.. tor personal ·aenices; 

( ii) use char~ tor tu1J.7 depreciated assets;· · 

(iii) deterrecl maintenance costa; 

- Jt. -
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(iv) 

(v) 

pre-contract costs; 

research and development costs; 

(vi) ro~ties; 

{vii) selling and d:\,stribution costs; and 

;DRAFT 
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(viii) travel costs, as related to special or mass personnel 

movement. 

- 5 -
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Part 2 - Pr~ciples and Procedures for Use in Cost Retm
.bursement Type SuPPlY and Resear~ Contracts with 
Commercial Organizations 

15-201 Basic Considerations 

15~201.1 Camposit~on of Total Cost. The total ·cost of a contract 

is the 6Um of the &llowable direct and indirect costs allocable to the 

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

··ascertaining wbat constitutes costs., an.y generally accepted method of 

determining or estimating co~ts that. is equitable under the circumstances 

may be used, including. standard costs properly adJusted for applicable 

variances . .-

15-201.2 Factors Affecting Allowability ~ Costs. Factors to ba:· 
. . 

considered in determining the allowability ot individual items of cost;. 

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

generally accepted accounting principles and practices appropriate to the · 

particular circumstances~ ( iv) any limitations or excl.usions set forth in 

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

of cost items. 

15-201. 3 Definition at Reasonableness. A cost is reasonable U 1 in 
. . 

its·.nature or amount, it does not exceed that which would be incurred by 
.. • 
i . 

· an .~dinarily' prudent person in the conduct of competitive business. The· 

question of the reasonableness of specific· costs must be scrutinized w1 th 
·. 

particular care in connection with firms or ·separate divisions thereof 

Which~ not be subJect to effective competitive restraints. What is 

~easonable depends upon a variety of considerations and circumstan~es · 

- 6 -
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involvins both the nature and amount of the cost in question •. In deter-

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

( 1) whether the cost is at a type generally recognized as 

ordinar.y and necessary for the con~ct ot the contractor's 

business or the pertor.mance of the contract; 

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

generally accepted sound business practices, ~·s length 

bargaining, Federal and state laws and regulations 1 and 

contract terms and specifications; 

· . (iii)· the action that a prudent business ~ voul.d take in the· 

circumstances 1 considering his responsi bill ties to the 

owners of the business, his employees, his custaaers 1 the 

Government and tbe public at large; and 

(iv) .significant deviations trai the established practices o~ · 
. . 

·(. 

the contractor whiCh may unJustifiab~ increase.the contract 

costs. 

15-201.4 Definition of Allocability. A coat is all.ocable if it is 
. . 

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

tract'f product, product line, process, or class. ~ cuataaer or activity, 
I ' • • 

in accc;>rdance. with the relative benefits received or .. other equitable re

lationship •.. Subject to the foregoing, a cos.t is allocable to a Government 

contract it it: 

( i) is incUrred specifically tor the contract; 

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

ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; or 

- 7 -
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(iii). is ·necessar.y to the over-all operation ot the business, 

a1 though a direct relationship to any particular cost 

objective cannot be shown. 

15-201.5 .. · er·edits. The applicable portion ot e.rJ.Y inccme, rebate, 

allOwance, and other credit r~lating_ to an:r allowable co~t, received by 
- :· . 

or accruing to the ·contractor,_ s~ be credited to tbe Government either 

'as ·a ·cost reduction or bY cash refund, as appropriate • 

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

idelltitied specifically with a particular cost objective. Direct costs 

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

· material or labor. Costs 'identified specifically w1 tli the contract are.·-~ 

_direct co~ta ot the .contract and are to be charged d:!.recU,.· thereto. 

··costs identified specifically ·with other Wrk · ot the c·ontractor &re direct 

:boats of. that work and are not to. be charged to the contract directly or 

indirectly• When items ordinaril7 _chargeable as indirect costa are 

charged to Government work as direct costa, the cost ot like· items applicable 
. . . 

to other work of the contractor mnst be eJ1m1nated tram indirect-costs allo~ 
- r 

cated to Government work. 

(b) This detini tion shall be. applied to all i teiu of cost of 

si~icant amount un.Less the contract~ demonstrates that the applic:a.tion 

ot alq dUferent current practice achieves. substantially the same results.·. 

Direct coat. items ot minor amount ~ be distributed as indirect costs as 

provided in ASP.R 15-203. 

15-203. Indir~ct Cost._...... (a) An indirect cost is one which, because 

ot its 1naurrence tor common or joint object~ves, is not readily subject to 

-
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treatment as a direct cost. Minor direct cost items may be considered to b~... . 

indirect. coats tor. reasons of pract1caiity. After direct costs have been 

determined and charged directlY' to the contract or other work as appro

priate'- indirect costs are those remaining to be allocated to the several 

classes of work. 

(b) Indirect costs shall be acCumulated by logical cost group,;. 

ings vi th due consideration of the reasons tor incurring the costs. Each 

grouping should be determined so as tc:> permit distribution ot the grouping 

on the basis of the benefits accruing to the several cost Qbjectives •. 

Commonly, manufacturing ov~head1 selling expenses, and general and ad-. . 

minis_trative. expenses are· separately grouped. Similarly, the particular:~· 

case may require subdivisions ot these greupings 1 e.g. 1 building occu-

~·--'# 

pancy costs. might be separable trcm th~se ot personnel adm1D1stration within~\ 

the manufacturing overhead group. The number and composi t~on ot the grou.p-

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

not to· complicate undul.y' the allocati_on where substantially the· same re-

su1ts are achieved through less precise methods. 

{c). Each cost ·grouping shall. be distributed to the· appropriate 
_..-: ... 

cost objectives. !his necessitates the selection at a distr~bution base 
., 
I 

. CODIIlOD. to aJ..l cost· objectives to which ~ grouping is to be allocated. 
I • • • 

The ~ •. ~$1 1 .,:1.4 be selected. so as to permit allocation ~ the.. grouping on 

the ·baaia .. ot the 'benefits accrtrlng to the several cost objectives •. This 

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

undul.y' the allocation ·where substantially' the same results are achieved 

througb less precise methods. 

- 9 -
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.. (d) The method of allocation of indirect cos~s must be based 

on the ~.1cul.ar circumstances involved. The method. shall be in accord 

with those ·generall7 accepted accounting principles which are applicable 

in· tbe· circUmstances. The contractor's established practices 1 if in 

accord Vi th such accoUnting principles 1 shalf ~ be acceptable. 
. . 

HoWever, the methods used by the contractor may re~re.·re-ex8m1D&tion 

when: 

( i) any substantial difference occurs ~tween the cost pat- · 

terns of ~ork under the contract and other work of th(, 

contractor; or 

( ii) s.n.r significant ,.change occurs in the_ nature ot the ba.si- :+ 
. . . . . 

ness, .·the extent of subcontracting, fixed: ~sset·im.provemeD.t 
. . . 

. programs, the· inventories, the volume of. Sales and produc- · 

tion, manutacturing processes, the contractor's products, 

or other relevant circumstances. 

---

(e) A base pe~od tor allocation of indirect costa is tlie period. 

during which such costs ar.e incurred. and aceumulated tor distribution to . 

work performed in that period. · Normal.l.y, the base period will,' be the con

tractor.'& fiscal year; hovever1 use at a shorter period. mS.y be appropriate 
. . . . . . . 

. . . . 

in ca,aje c4 (1) contracts whose perto~ce· :i.nvol.vea· onli ·a iainor portion 
. ~ . . . : . -

ot the·. ti~ca:L year, OX: (ii) where it is .ge:neral practice. in the industey 

to use a shorter period• In &n7 event the base period or periods shall be 
. . 

so suected as t.o avoid inequities ·in the allocation of costs. When the 

contract is performed over an .extended period of time, as .ma.ny such b8.se 

periods will be. used as Will be re~re.~ to represent the pe~i~ ot contract 

perfo~ce·. 
- l.O -
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15-204. Application of Principles and Procedures. {a) Costs shall 

be allowed to the ~xtent that ~Y' are reascmable (see ASPR_l5-201.3), 

allocable (see ASPR 15-201.4), and determined to be allowable in view of the 

other factors set forth in ASP.R 15-201.2 and 15-205. 

(b) Costs incurred as . reimbursements b7 a prime contractor to 

a subcontractor under a _cost-reimbursement type subcontract are allowable 

to . the eXtent that allowance is consistent vi th the Part of this Section r1 

whi·ch is appropriate to the subcontract involved. !rhus, it the subcontract 

is tor supplies 1 such costs are allowable· to the extent th&t .the subcon-

~ 

tractor's co~ta would be allowable if this Part 2 were incorporated in the. 

subcontract; it the subcontract is for construction, such costs are allowabl~ 

to the extent tbat the subcontractor's costs would be allowable· it Part 4 · 

of this Section· XV were incorporated in the subcontract. 

(c) Selected 1 tems ot cost are treated in ASPR 15-205. However, 

ASP.R 1~-205 does not cov~r ev~ element ot cost and every situation that 

m1Sht. ar:i.se :En a particular case. Fail.ure to treat a.t:cy" item ot cost in 

I:' I 

. . . . . 

ASPR 15-205 is not· intended to 1mpl3'·~t.it is either allowable or un

allowable. . With respect to all- items, whether or not specifically covered, 

determination ot allowability shali be based on. the principles and standards . . 

set :rQrth in this Part and, where appropriat.e, the treatment ot similar or 
• ', • • • I • 

rel&ted. selected 1 tems •. 

15-205 ·.. Selected Costa. 

15-205.1 Advertising Costs. 

(a) Adverti~ing costs· mean the · cost~ ot ad.v~rtising media 

:and corol.J.ary administrative costs. Advertising media .include magazines, 

nevs~pera, ~o and television programS, direct mail., trade papers, 

- 11-
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outdoor ~eitisilig1 dealer cards . and window displays, conventions 1 exhibits, 

tree gooda>and samples1 and the like. The following advertising coats are 

allowable: 

: ,.· 

· {i) advertising in trade and_ technical Journals, . provided 

such ·advertising does not otter specific products or 

services tor sale but is phced in journals which are 

valuable tor the dissemination of technical inf'ormation 

vi thin the contractor's in~stryj 

( ii) help-wanted advertising1 as ·set forth in ASPR 15-205. 33, 

· when considered in conjunction vi th all other recruitment 

costs; ... 
{iii) costs of partic_ipation .in exhibits-·-· 

(iv) 

(A) ·upon ~tation at the Government1 - or 

(B) which exhibits are tor the purpose of disseminating 

teclmical illformation within the contracto~'.s in~atr:fj 

however 1 such costs are not allowable under this sub-

paragraph (B) it the exhibit offers specific products 

or service~ for sale; 

advertising tor the exclusive purpose ot ob~ining ·scarce 
• 

materiaJ.al _plant, or: eq~pu.ent, or di~posinS ot scrap or . 

surplus materials, in connecti~ with _the contract. 

(b) ·Except as provided above, all other advertising costs are 

unallowable. 
·i. . 

15-205.2 l3ad Debts. Bad debts, including losses (whether actual or 

estimated) arising tran uncollectible custaners' accounts and other claims, 

reLated collection costs, and related legal costs, ·are-unallowable. 

- 12-
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. 15~205 .3. Bidding Costs.. :Bidding costs are the eosts of preparing 

bids or. pro.PQS&ls· on potential. ~etiliDI!mt ami non~GovallDJSllt contracts 

~ proJectsr including the cUrTelopment .-o:r engjneeri:ng.data and ~ data 

n~essary to sUl)l)Or't the .eontractQr's bids or proposals. 1J1dd1ng costs 

o-r the. currert accounting period .of both. successful. and. unsuecess:tu.t bids 

• I 

~ 
' \ 

and proposals nor.msJ.ly will. be. treated as allowabl.e 1nd:Lrect costs, in. which· 
.. 

event no 'bidd 1 ng .. eosts. Of :past ~counting periods- shall be &ll.awabJ.e in the 

' 
current period to the GQv~t contract. Rowev.er,. ~ t}u, eoutraetor' s 

established practi-Ce_ u to. treat bidding costs by s~ ot~ method., ·the 

results _obtained may be accept_ed only .if found to. be rea~cmable Slld equitable. 

15-205.4 BOnding Costs. 

(~) . l3cmd 1 ng. costa ~ise· when. the Gov¢t:Jliii<$Lt- · requ:ire&. assurauee. · 

against :f.'inaueial. losa. to itself ·.or .otliers by reasoa .of thaf..~t Qr 

defaul.t of ·the contractor.. '!'bey arise aJ.so.. in instances where the con-. 

_tractOr· requires stm1Jar ~suranee. Included are such bonds. as. bid,-
. ' . 

pel:afomance,. p8\ymeD.t,. ~ ~t, infringement,. and fidelity bonds. 

con~a.c:t . are allowable .. 

1 · (~) Costs· of bonding requir.ed:bY t~ eantractor 1It the 
I . 

~.-comlu('~ ~his buis:i.ness are- .~1e.to the ~ent that su.eh.bon~ 

· ~-~- ~- accarciance with SQUncl.b~ines~. practice and. the. ra:ws ·ana.. premiums 

1.5.-205.5 Civil. Defen&e Costs. 

(a) Civil. de-fense .costs. are. t~ 1neurred in pJ axm1ng tor, . 

. and the :protection of l.ife and :p:rap'erty against 1 the possible. effects Of (\ 

- 13 -
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e:D!DO. at~·~ ~able. costs .Of civil . defense mea.s'UX'e$ (including costs 

in e. rtiJia:·-~ ·nor.mal pl.ant protection costs-, first-aid. training·. and supplies, 

fire fighting. training. and equipment~ posting . ot additional exit notices 

aad.dir.ecticms, .. and ather api;sroved c:ivll defense measures) undertaken on 

. the CQirtractor's :pl:"Sd.se£i· pursusnt to suggestions or requir.ements· ot civil 

defeDse authorities are .. a.l.l.awab1. wheJs. aJ.Jocat~.to all.~lt.of the 

CQD:tractQr • 

· (b) Costs. o~ ~apital ~sets. UD.~ (a) ~an: &ll~le 

• . throug)t d.epl:'eeiation itt aecorda.n:.ce With ASPR .1.5•3)5•9• 

(c) Contriblttiana ~ 1«&1.. civU ·d:etease·· ftm:4s .and.-proj~ts 

a.re~e •.. 
1. 

1.5·-205 •. 6 . gompens~icm for Persoxial Serrices •. 

-~ an ~ion p«id. eax~t~ .or-~,. m.what~ .to:r.m. _and_ 

~- p«1d i.mDJediat~ cr ~~ far·~ces. ~.by :employees 

· ta.tluJ.eozrt~tor ~ing.tbe period of. eontract-c pert'om~. It i:a.eludes~ 
. . . 

· but- 1a not llmit:ecl. ·to, salaries., wages.,. di.J:'ectors ': and executive cgmnrfttee-. 

·members'. ·tees, bonus• (inel:uatng.atoclt ~), ineent1Te. ~" em:-. 

pl~ stoclt.aptians,· 8upl~·inauranc;e, fringe ~ts.,. and.contributiana 

to-~~~ _JilJJDI:fty,. and msnasareut ~-- ilicenti"* eo&p,ns~ion plana. 
. . . . ~ . 

~, aa. qt~ specific:~ ·pro'ficled. iD. this ASPR. 15•205o61.· sl1dt costs. 
_· ..... · ·._· ·. . ·. . . . 

~-~- tq_ the extent that t~ .. tQt&l.. CODEper!Sation of individual. 

~oy-. ~ reasonabl.e. fQ7r the .. ·sttrriee& ~and they are. not in .. ~s_. 

· or thoS. ~ts .. vhieh ue a1.1.owable by the Internal Revenue Code and. 

~ticms. thereunder. 

-14--
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( 2) Compensation. is reasonable. to the ·extent that 
- . . 

the! tat&l:. A'WJunt paid.or. $.Ccrued is commeusurate with compensation :paid 

under the-. CQntractor 's establls~ :policy- and confoms general.ly to . com

pensatiou paid by other firmS. of the same size~. in.the same industry, 

or in the same. geographic area~ f.ox- similar services. In the administra-

tiOll. o:t this principl.e~ it is recognized. that not ever:r compensation" 

case need . be subjected in -detail. to- the above-. tests. Such. tests need be 

applied . cmly_ to thos~ cases in . which. a general. review rev~als amoUnts 

or t~ · of .compensation which _appear unreasonable or otherwise out of 

line.' However, certain conditions give r~e tG the ~ed.for s~ial. 

consideration and possible .l.im:Ltation as to allowabUity for ccmtraet 

cost purposea where amounts appear excessive. Among such conditions 

at-e the follaw:Lng: 

.. -

( 1) Cam;pen.sation. tQ. ·owners of -cl.o~ely held 

. corporations i partners, sole. propriet<n-s ,:_ o~ 

membe.rs .of the immediate. fsmili~ thereof, 

or to per~ona wba. ·are. contractual.l.y 

committed to aeq~ a ·substanti&l. financial. 

intere~t in the- contrtsctor's .ent-er.pri_s~ • 

~~~em s~~d .. be Dl$ie that ~uch 

. campe.ns&ti:OD:. 1s reasonable for the_ actual. 

pers~ services r~ed rather than a 

. d.istributiou. or profits. 

(11) .Arry change. in & contractor's Compensation 

policy resulting ill. a substantial increase 

in· the" eantractor 's level. o.t compensa:tian, 

- 15 -
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inc.rease in. the rat;J.o. of Government eon tracts 

to. other business~ or ~ change--in the 

. treatment of a.llowabillty of ~ific types of 

c:<mqle'tsation .due. to ch~ 1lt ~ 

policy. 

(111) The ~~'s busineSs is such.that his 

ccm,pensatian .levels. are. nqt subj~ to .. the 

_~traints ~ ~iiig in.~- ~ondl,et · 

:t;tr ~_pet1t1v~ business. · 

(3) C<JliiP!IISaticm; :ln.~ .of sa.l.ar7 tor ~~~~ ~-
. "'-" 

. b7 ~· and . sole proprietors · vill. be a.l..lQWed. tc;s the- ext~t: · th.at .it ·. ~- · 

is-. ~cmable·.aud.does not CQnati~ a .. distrilnrl;ion . .o:t pro:fit~. 

(41 In .llddition. to the ~ re~~- s.et forth 
. - . . . 

· in (~). tltrougb. ( 3) above, c~a;tn. :tq,rms ·o-r .Compensation are sub~t· to 
-.~ .... 

~- requirements • &Pf!CifieQ:.:Ltt (b) tbrough (~. bel.c;nf: 

(b) SaJ.a:ttieS. and wages •... Sal.ar~es ~d. ... s f~ e~ 

sen'i~ :fnclude grass eCliii_PieDS&timt. paid to employees. in the :f'Ol.'m of. 
. . 

. ·cash, .. product~, -or services~: and-~ a.l.lowable:•· · ~,. prEsn1ums fqr. 

~~,. .extra-pq shifts,. and ~t1-;~h1ft lf9rk. are. &llowallle to the

~: ap~ purswm;t tcr.ASPJl.l2-l02.4. or perm:Ltte!.:pm:-suant to-
. . 

-~·. J.2i.~ .• 5.•, 

(~) Cssh :Bonuses aml Incert:!.ve ~ation. Ineenti""'' 

··~atian for msnagem.;m.t ~~s~ ~ash .. bonuses; ~ion swards, 

·aa;ety &l1&l"'ds~. and. :incentive CO!ftP!D'&stion bas·ed· on producticm~. ·east re- · 

du.cticm,. or· efficient ~~e,. &l'e- .alloWable to .. the· extent ~ ~ 
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over-all. .. eom.pensation. is deter.mined .to be reasonable and such .costs are 

paid. or 8ccru.ed pursuant to. an. agreement entered into in good.faith 

bet-ween. the eontractor and. the employees bdore .. the serviees were 

rendered, or pursuant ta an established plan .. fallowed by the contractor 

so·· consistentl.y as. to im;p~ ~ in. effect,. an. agreement to _make such 

payment. (But see ASPR 15-lor.). Bonus·~, awards and incentive 

compensation when a:IlJ' of them .. are d.efel:Ted . ~ all~ to .. the -extent 

provi~.in (f) be1ov • 

· (d) Bonuses and Incentive Com;pensation Paid in Stock •.. · 

Costs of b~f!$ and incentive- ~ompensation paid. in. the~ stoCk .Qf. the con•- . 

tractor or of an a.ffillate are allowabJ.e. to the· extent set forth. in (c) .. · 

above (inc!J.ud1ng the incorporation of the pr:Lncipl.f!S .. of p&t'~h (:r) .. 

~ov tor deferred bonuses and inc~ive e~ens.a1;ion), subject to the 

following . additional. requiremerrts: 

( i) valuation placed .-on. the. stcck. tnnsferred shall 

be· t~ :f'a.1r ma:rket value at t~ time of transte-., 

~-upcm.the most objec:ti~ basis 

e;va:Uabl.eJ .. and 

~: (11) a.e~ruals for the cost of stock prior to. the 

iss~ .of such s-pock to the·-em:ploy~• shall. 

be subject tt;J- sdjuStmelit acCOrding. to the pOSSi

bilities. that the empl.oyees will nat receive 

such stock . and. their · int~st in the aceruals. · 

will. be forf.ei ted. 

'Such.~oets otherwis-e allowable are ·subject to adjustment according to th:e 

pri.n¢ipl~s set forth in (:r) (3) bel.aw. (But see ABPR ·15-107.)· 
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(•) St'oclt Options. ~ .eost of·options to. employees to 

purchSs.t::_atQCk· .. of ·the contractor _or. of an a:t'filiate is · unallow.bl.e • 
... · ... 

. (:t'). ~erred Compensation. .(1) As ·used here~~ deferred 
..... 

campemsati-OII:. ~cl.udes ~ ~ion~ m. wh&tev~ fo_:rm, for which the 

-empl.oyeeJ- is not ~d ~tl1 &ft~ · the lapse of' a stat.ed period . of years 

or the QeC'trC're!1Ce of ·ot.ru,:r ·events as provided in. ths. p.lans_, .. except that 

it does ·not inel.u.d.e. normal end of accounting period accruals. It in

cl.~- (1) contributions _to pension,, ammity, stock bonus, and profit 

sharing plans, (ii.) contri'b'utiQ1!S. to disability,. withdrawal, insu:t:"&nce., 

suryiVQrShip~ and s1m1Js:r b-e;mefit pl.ans1 .. ~d (iii) other ·def'erre.a .com

pensation,. ~her paid 1n eash. or in stQCk. 

( 2) Def'~~ eam:p:ensatiGt. is. a.llowabl• to t~ ext~t 

that (1} ·except for ·past $eX'ViCC!· pension coats. it is .. for eervic~. . _· 

~--~~.tile can:t~act ~ifJd~ (11) it is, together wit~ aJ..;L other 

_eQ4~atioa. paid w. the·empl.~,. ~onebl·e: in amount; (iu) :lt is. paicl 

~.to..sa agr¢ement $-ter.ed. iiJ:to. ill good.~faitlt bet-ween.the contractor 

sud ·.-eaqxlo:rees 'before ~ sfi!rV'iCI;!'s -~ x-endered, .. or pursuan:t to an . estab

lls~ plan :r~ by. the·ecmtractor so ~istentl.y_. as to. impl.y', in 

.eft~·., an..agr:eeN:i•t.. to make $Ueh. ~s;. and (iv) for a. plJm which 

ia ~U'h~ to. a;pp~-oyal b7 tbe Internal.,Rev~ ~rvie~, it. falls within 
• ~ I 

. . 

~be cri._.· ~ Sud ~--. c¢ the. Int~ B~ue. Code. and. the regul.a-
. . ' . 

ticms: ~~-~ Internal. Ibn'enue ~e~~ {:But s~ ASl.'R 15-107.) 

( 3) · ·In determ:flling the coat of deferred compensation 

. aJ.l.cnmbl.e ~ the . contract~ ~~ate ~justments · s~ be made far 

e~ts- ~ gains- arising .. out. of both normal. aDd abnor.mal. empl.~ · 
. . . 

. tu:r:mW~,. or s;q other eont~ieS .. ths:t c-an. result in-. a ·:tG:i:feiture 

-·18-
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by .emplo~ ·of s:!,lcll deferred compensation. AdJustments shall be made 

.only f~·· forfeitures which direetl.y or indirectly inure ~o the benefit 

.of the contractor; .forfeitures 'Which imire. to. the benefit of other 

· employees covered by a def-erred· eomperisation plan: . with nQ reduction 

1n _the- eontraetor • s costs will not nol'm&1J.y g1 ve. rise to adjustment in 

eQlltraet eost~;~.. Adjustments for D.ormai. empl.oyee- turnoVer· shall be bas.ed 

) () 

~ r , 

· on .. the contractor's experience and on foreseeabl~ prospects,. and shall 

~I 

be. reflected in the amount of· cost currently a.llo'W8bl.e. Such adjust~ 

ments will.be uzm~essary to the extent tb&t .the contractor can demonstrate 

th&t its e~ributions take into- account normal. forl:eit~es. _Adjustments 

for possibl.e:. fUture abnormal for:f'eitures- shall. .be effe:<:ted.aceording to~ 

the following . rules: 

( i) . abnomal forf~itures that are. foreseeable . 

and which can..be currently evaJ.ua.t~ with · 

reasoneJil e aec:uracy i by actuarial. or other 

. sound. c~ation,. ~ball be refiected. .by an 

ad.justln$rt Qf ·.current costs ·.otherwise 

al.J.owabl.e; and; 

.( 11) . abno:rma:L f~.eitures., not within ( i) 

above, may be ~ the s~ject of agreement 

betWeen. the GOvanmeat ~.the. eontr$Ctor 

eith~ as to. sit .. equitabl.-e. adjustment or a 

•tllod of determining ·such a.d.J11Stment • 

. (4) In determining whether deferred COJilpensation. is,_ for 

servicea. _rendered during the contract period or is for fUture services, 

consideration shall be given. to ·conditions imposed upon eventual payment, . 

. - 19-
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I . 

such . as,. requirements of cantinu~ employment, consUltation after 
.. 

retiremllmt, and covenants not to compete. 

(g) · Fringe :Benefits. Fr~e benefits are allowances and services 

provided. by the contraCtor to. its .employees as cai1I.Pensation .in addition. to 

regular wa~ aild sal.aTi~!J· Costs of fringe benefits, such as pay for 

vacations~ hol.idays, sick leav-e, mil.itar:r _l.eave, empl.o~ insurance and 

suppl.emental.empl.~ benefit pl.ans are .. allowable to the extent required by 

· lav, employer--employee agr~t ,. or an. established policy of the 

contractQr. 

(h) .Severance Paz• _Se~ _.ABPR 15-205.39. 

( i) · Training and Education Expenses. . Bee ASPR 15-205.43. 

15-205.7 ._Contingencies.~ 

(a) A contingency is .. ·a possibl.e. future event or condition 

arising tram presently known or. unknown. causes, · the outcome of Wich is 

indeterminabl.e at a present t~ •. 

(b) In historical costing, .con:tingeneiea are not normal.l.y 

present since ·such_ costing deal.a with.eosts 'Which .have been ineu:r:red and 

recorded on the contractor's. books.. Accordingly, contingencies are ge.n

~-- unal.l.awable for historicaL costing purposes. · HoweTer, in some 

. eases;. as. tor ·~1e1: terininationa,. &.contingency factor may b~ 
; ~ . . . 

rec:ogn1z~ Wich is .app11eabls.to a past periQd.to. give recognition 

· tQ, lllill.cJr·_-~tJ..ed.factors- in.t~ ~st of expeditious settlement. 

(c) In conn~tion with estimates·.of future -costs, contin-

gencies fal..l into two categories~ . 

(i) those which~ arise :f'rom presently known and 

existing conditicins 1 . the effects of which are 

-20-
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~oreseesbl.e v.f.thin reasonabl.e limits of accuracy; 

~ anticipated costs of rejects and dettective 

.work; in such si~uations· 'Where they exist,. con-

. tingeneies of this. cat·egory are to be .included·· . 

in. the estimates of future cost so as to provide 

the best estimate of perfo:manc:e costs~. and 

( 11) . those. which lliB¥.· aris·e from presentl.y kncrwn or . 

unknawn conditicms, the effect of which cannot 

be measured S.,·: precis~ as to- provide equitabl.e 

results ta.. the ~tractor and t9- the Govermnent;, 

e.g.,. res1Uts. of p$Iding lltigatioit; and other. 

general business. risks. · Caq.tingeDc11!8- at this. 

;Category &1-e to be exc~uded.trCmr ... cost .~st1lnates 

uD.d.ex- the s~ items of cost~ but should·*

disclosed separa~, including. the basis. upon. 

. which .. the eont~ey. is computed.~ ordex;- to. 

facilitate. the negotiation of appropriate 

contractual . coverage ( s~, for exsm:,pie ,· ASP.R 

l5-205.l6~_i5-205·20, and.15-205·39) • 

.. 
·.~ 
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15-205.8 Contrilnrtiona and Donations •. Contributions and donations are 

1m&1.J..awalLLe •. 

15-205·9 Depreciation • 

. (a) Depreciat:toa is a charge to current operatiou which. distri~s· 

tbe coat ~a ta.ng:l.'ble capital asset, less eatimted. residual value, ov.- the 

estillil.ted us~ l.Ue ~ the asset in a qatemat:tc aD4 logical •nner. It 

does DOt 1DVOJ.ve a process ~ va.t•tion. Vaetall.Ua :bas nlereiuie to the 

prospective period o~· ecoDOJid.c uahl.Desa in the particular· contrac~'s 

operations aa distinguishecl :troa ~cal l:.lte. 
•. 

(~) ·. IQrma1 de:preciatio~ on a contractor • &.~1~)'-~~~ ami 
• : .... •• -··-· J~ •• • • • • • • 

otller cap1 tal f¥1 1 1 ties 1a a11 &Ucnra'ble ~eneJiti ~ coDtract;. ~,~~;. :FOY14e4 
. -· tha.. t.be amount ther~ 1~ camputecl: 

. . -

(1) upcm. tbe ,roperlq coat basis used 'bT the contractor far 
. . . , . . . I .. . . :~ ; ·- . ~:. :· . . 

~ 1DCOI8 tax -p~poaea (see ·&Jct1onl67~~· the 

· . Interml.. llev8Dae· Code ~ 1954); ar. 

(11) .in tbe case ~. DO~~proftt or_ t&.x-na,.c orgazd.at:tou, 

upon a. pro:pe:r: lq con 'basis wh:l.ch c0l2lcl have ~D use&. 

b:f the coJl'tractor tor.· Pec1eral. 1ZJCom tax purposes 1 ha4. 

sualL ~zat1ou 'beea &U.1ect to tha p&1JD8l1t ~ . 

. ·1J2come tax; &Dltn· ei,ther case 
. . : ' 

(111) 'b7 the .coDSi.atezrt. applicati.oa to t11e assets coDCernecl 

~ &fiT ~ ace~ acecnm.U11S methocl, a:a4 subJect 

to the 11Dd.~tt~u td ~. :rnterila1. ~mua Code ar. 1954, 

aa ~Ddea, 1J2Clu41Dg --

(A). the stra.1.Pt l111e methocl; 

(B) tbe cleclizd.Jig "i-' •me D8thod1 usil:IS a rate not· 
-22-
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(c) 

(~) 

the sUr.&.~ the ,.eara.~41s:l:t.. •thod; &234 
• ' < • • "!< ' ~ . ; '14" 

.. &l.l.awaJJCa vhi@~~- ~~ ~·,to .. ~ al;J..R~es ~ar 

the period. cop~~~BOiZJS. Jd.,~ tbe· .use of the properl7 
, ' ' • , , -, 1 ··-· • . • !!! I :L, .,~ , · • . 

~\ 

aD4 1J:ICJ.lldiDS ~,,.,c:~ p:a;,~ _doe.- .uot, ~J:JS the 
, • . ~.t ,.r '• ', ', ' ' ' ' ~-w , 

i'' 

. first two-:tklrds c4 ~ '-~ ~· -~ ~ propertT, 

exceed. _the.~~·:ll.t,.~-.-~e• which 1101114 have 

. 'been usei.l1ad. sacll.. al.J..otnmcea 'been. c~. uaae.r tba 
' ,• ' .. .~· ~ . • I I ."'· ' ~~~"''" ~. , , · • . . • 

method d.e~~-:~1~ (Bl .,a'bo!e•. · 

· (~_) . ~ec1~~oa_·~ ~-be·al+~~tecl to the coDtnlct aDd .r-"\ 
- ·.- . .... 

othaz'. ~k ... &1l 11H11rect eon. !U 8.111D'Dt' ~ depreeiatioa a.l.lo1recl in aJ13' 
• • • ... ,. ~ ~ •• • ••••• ' 1 ' • • • :. ~ • • : • • • 

&eeomrt111S periocl mq, ,coDSia:t;ent with the ~c o'b~ecUves set tarth. 1a (a) 
• • . ,.! ' ' . ·-~ . ' . . • • , .. j 

&Dovei "#'arT w:l. tb. TOl.UIIt fd proi1aa't.iOil or. ~ f# malti•sb:Lft oper&tiOJlS ~ 
' I , , ,,¥· 

0 
' ,;l' ~ I o h. I ' ' • • ' •• ' ~\ 

0 
> • o , o '• •,.'l 

0 
• , • , 

. . 

~ :·~ 

(d.) ID the ,case ~ a.ro•7 t~~~· coverecl 'b7 certiticates 

o~ Jieceaai:Q', a colltractar m:r el.ectJ;o ~· ~depreciation Y1thout 
. • '• • '5. '- • • -~-1 • • ... · . . . . 

~~tillS. a .~tend.JB~~a ~ _•tl:'M ~~~:t;io~~ .. or 1IB7 elect to use e1 ther. 
. . 1 ' . . ... . . ·. . . . 

DDZ'ali. CD: ~tzua cl.epreci&Uea• after, ~- aete:nd.uat:ton ~ •true depreCiation• haa .· . <. .: .... :· .·. . ' . . .• . . . . . . ... ' ·: . . . '-~ ·. ,. . . .. .<. . . . . 

1Miea_-... 'Tan,~ J'ae111t1ea JlaF~1-t1oil~::Board.• The methocl el.ected · 
·. ' · .. ~· . . . . ' ~ ' . . . . 

JIIUR 'M :f'ol.l.cnrecl conaia~ ~:the l,.Ue.-~~ the eJDeri~DC7 ~ac:lll'Q". 
; ,.. ;. -~ . : ~ .' ·, t. ~. '. ' ... _, .... t.. . . 

1toth the · a.rseuq period &D4 ~ post-~ez1C7 ·~od _sb•' 1 'be compute4 ill. 

aceOriallee .with (b) above. l&are .aD ~ection.i•· ·ma4e to use "trw~. depreciati~ 

the a~Knal't a1.J.owa'ble as depr~tion: · · , 
. . - ' .. . . - 23-
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(1) with respeet to the emerge~Je7 period (5 yeezs), shall be 

computecl 1D accoriallce vi th the cieterDd.JJatioD of the 

Eme:rlfUICl" J'acUi ties ])epreciatioD !oa;rdJ provided no 

.U0118.129~1• made which . w\1ld duplicate the f'actors 

co~t:ttuting ."true ~at10JL._&Dd.. 

(11) atter the_ eM. ot the aiarpUJ' periocl, shall be computed. 117 

-distributiDs the reJBI.Jd.Dg UDiepreciate4 parti_on of the . cost 

of the ellfirsac7 f'ac11.1. t7 ave the 'baJ ame ~ 1 ts usefUL life 

(but see (a_) 'below);· JFO!idecl tM ruatmns. ~ia~ 

portiOD ~ sah- can _sbell 1:1Qt iDCJ.ud.e &JJ1' -~ at·.~-. 

· · recovcea.· ··traa clepree~atioa.• · 

('e) ... Depreciation oa ~clle or. excess tac1l:tti:es=_ · slt•'' Dat be aJJ.owcl .. 

except on· such ·f'ac111ties as are reuo-.lal.T neeesS&17. tor ataDd.lJ7 purpo••• . . . . . . . . . 

(f) . Jlo depreeiat:!.o»., re~,-. m- ue clla.rp abel'. 'be aJJ.cnre4 oa the 

cozrtractar.~ a ~s.eta wtrl.ch have ~ ~ deprec:l.atecl.· whea. a nl»ataat1a1 port;ioa 

ot_ ~.-UpZ-ec1at1on was on a 'basi.• that· re:presentea, _ia ~ect, a recovWT· 

thereo:t ~- a .~P aptnn CJot«.tiDIEA't coJrtracta ar .nbcozrtn.ots. · Othen:l.se, a 
• • • 0 

:reuo~e use cU.rse '11&7 be. acreei upoa aza ~· · (_:au see ~- 1.5•107.) 
. ·~ . . 

Ia deteraf.D1DS tbis charge, cou:l.deatioa ahm114. be g.l.nn to coat, ·total. 
•' ~ . . . . ' . ·: . . . . 

·. eatLa~. ~ l:Ue at t~.a -~ DegOttatto~, au:1 ef.tect t4 a:q 1Dere&Se4 . 

JBI.Jltenenee charse•. or .deerease4 ~cieDC7 due to 888•. 

15-205.1~ EDg!1o:ree M:lralel lreal:-th, ·am Welf'sre Costs u4 Cre41ta. 

· . Beaaoa'ble coats of health 8.1:14 weUare ... act,:tnties, saclL as house publ1catiou, 

healtll ar fir at-aid cl1D1cs,. reereatioml. ac~vi ties, aal- eillpl07M ~conneeJ 1 :as· 

s8rvicea, 1DCUrrecl1 in accoriallce ld..th. the contractor.' s. establ1shecl practice 
. . 

·- 24-
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~ ~ 1a tM 1Dd.utir7 ar area, tor the ~ ~ workillS coDd:t tions, 

emg.l.oyv-empl.•• relatiou, empl.oTee mraJ.e, aDd. empl079 peri'orJ~BZ~Ce~ are 

~·· IDcoa pne:rated f'.roa &IV'· o:t tllaae activities sh•'-' be credited 

f.~. j . to .•. coats thereof' liDless Suh 1=018 . has been 1i-revocabl7 set OV'e:r to 

~ nli'are orgu1zatiou. 

15-205.11 ElltertaiDEat Costa. Coat• -~ e•se•nt, diversion, social 
--
v: .. activities &D4 incidental costa relaUDS thereto, sw:ll aa meals:, lodgi.Dg1 

rentals, tra.Dsportation, aDi sratuit1ea, &'N 1m&ll..owa1U.e (ba.t Jee ·A.SPB 

15-205.10 aDd. 15-205.42). 

15-205.12: Excess !Uilltz Costs. Costa ~ m1Jrta1D1DS1 ~11g, 8.124 
. .. · .. 

---

housil28 1clle aD1 excess coxitz.actor-cnr:aecl tac111t1es~ eXcept those reasoD&lllT-, . . . 
- . 

:aecestJ&rT -ror. staDll.l7 purposes, Re 1m8l.l.owable. AJJT costs ·o:t exce~a plant ~\ 

capacd. v reserftd. for clei'ense mold.llmt1oa procluctiou ~ell Re to be paid 

tar 'b7 tl:Ut Govex DII8Ut shoul.cl be the subJeet ~ a sepamte. cou:tract. 

15-205.13 .. FiDes am Pemltiea. Cona ~nltiJJS · f'roDl 'riolat1ou ot, or 
. . . . . 

t&Uure ~ the contractc~a:- tO c~ td.th1 ~~ state; aDd J.oca1. lan am. 
resaJ,atiou are 11D&1.J.owalUa exce;P 1lhea 1De1Zl'lecl as a renlt of c0JIIfl1uce· 

.w:l.tll ~c pl'Ovis1ou et the couliracti ~ 1JUI'truct1ons 111 writi~ troll 

tbe ~olltraet1DS officer. 

15-2!5.14 ·. J'oo4. Service aDi Dand.toq Costs &Jl4 Credits·~ Food ua. 
. . ..... . 

dand.tarT ae:rricea iDClude operatiJlS w :tarld.ald.JJs f'adl1t:1es tor cateteriaa, 

d:tJd.DS roou, canteens, ll121Cll 1l&SOU1 . veD41J2C liBChims, 11v1:as accomoc1at1ons · 

or simi' ar tJpea f4 services ~= tbe c~tgz.t s · ~a at or near the 

coD.'tirac'tora:~ •. · f'acW:ties. ReasoDa'ble losses ~ the oPeration of' such 

senicea are al.lawable·. U the7 are allocated. to all act:l.v1t1ea served. Profi·/'\ 

- 25 -
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. .. . .. 

the eoJrtril.etor 1:a. e.mcunta reaso~ usetul tar the 'bemfit ot the empl07Etes " 

at the. site or s1 tea of colrtn&ct pertorDaDCe ). accra:t~Jg to the contractor :f'.rom 

the operation of these senieea, · whether opeJ;'&tecl '117 the co~ . ar by' a 

coueeaG,oms:tre,· shall be treated. as a ·credit, aDd_ allocated to au_ activities 

15-205.15 Fringe·· -~net.t~•··(~· ASPR 15-205·.6(g)) 

15-205.16 Insura.Dce u4 Ind•mrft1cat1on. 

(a) · IDsurance 1DCJ.udes (1). 1D8W&ZU:e 1dt1ch the contraOtor is 

rec).11Ue4 .t;c;, ~~ ar UiCll _18 ap~~tedl UDI)e. the tenis at the coZLtract, . aD1 

(11) a:q other iDSm'aDCe wilic:A. the co~ -.iJrt&iu in co~mectioa nth the 

s..ra:L. coDd.uc~ ~ bis 'bus1mss • 

. . . (1) .. Costs ·ar·imnzraJlCe reqwUeci or agpr.10Ye4,· aDi DB1Zl"ta1Ded1 · 

purauant· to ~ contract~ are· a1..1aW.lWt· 

(2) Coats ~ ~-1DSUNDC~ a1.nta1.De4\J7· tile coutr&Ctar in· 

coJmeetiOll w1 th _the· gemeral. cOD111at r4 h1• 'bus1msa_ are aUowa'ble . subJect·. to 
. .. 

the· toll0111DS l.imi~tlons: 

(1) tnea.·azd exteDt r4 coverap Mall be in ucOrdazace. 

wJ:tll_ scnm4 'bus1Deaa practiee 8D\ the rates aDd.-
.· . . 

· preml:aa •be'? ·be· reuoneM e 1mder · the circnmurtuces; 

(11) costa. a.Uowacl t~ lnud.J:tesa 1~oll ar other 

. fdnrf]v 1JUI\1l'UIC• ah.aJ.l. be l:lm:l.ted. to-~~ covarap 

ot prof'it; 

(ill) · costa ~ insuraDCe ar ~ arq. ~sioD tar a reserve 

covarillS the risk.~ _loss or-~ denep to GovermDrmt 

property are _allowable o~ to th8 extent that the 

- 26·-
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coD'trac'tor 1a. liable for suck loss or. dauage am 
. J 

such 1nsar&J2Ce or reserve does not cover loss or 

co~'s c11recto:rs or oU:lcera; or other· 

eqa1valea. rep:reaut&Uvea, 1daa h.&.- supervision· 

o.r direetioa ~ (A) all ar nbstant.ial.J:T a.U.·~ 

the c.ontractor's buiDesa, ar (J) all ar sub-. . 

sta.Jrti~ aU.~ the co~' a operat1olis 

·.~ 

at UO" cme Ja].aDt oza sepante location in wbich . 

the coJttract 1s 'be1DS perf'a:rmed., or: (c) ·a sep&l:'&~. · 

8Dl complete DIIJor 1114ust:r1aJ. operatiOJL iD COD-.{ 
. . 

Deet10D. with the perf'~e ~the coJttract~ 

(1v.) :prcrr.l.s1ou ~or a reserve 1mder aa approved sel:r~ 

1DSU1:'8.JJC8 ·~ are al.lcnrabl.e to the extent that 

the -Qpea ~ · coverap1. extent.·~ coverage, &D4 the 

ratea &Dl :premi.UIIS would have ·been allowed has 
• I 

. costa·~ 1D&n1Z'aDCe .o• the .11vaa .f4 om.cers, 

~a, ar.~JUletara an allo1la'ble to .the 

exteld: tbat the 1~e represents adc11t1oD&l. 

. cOJqpeua;tl.on . (see ASP.a. 15-205.6). · 

(3) Actual lossea 111\ich c0111.4 .have been covered b7 :permtsai'ble 

1DS1ilrUCe (thztoush an &.PJU'OVed seU-111811r&DCe pt'Ogra1ll or otherwise) are lm&l.- · 

. - ZT-
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(1) costa 1:ac'ln'.re4 'bec·a.ae ~ lossea DOt covered under 

JJOlld.ml. c1echzcti'ble 1DS"~ZrUCe eoverace provided 1n 

keepiJls 1d. t1a. .80\m4 'bas1Desa practice, are allowable; 

8Di 

(11) mtDOr loasea Dab cove:recl b.r izunzra=e, such as spoUase,_ 

'bretlk.ap1 Ul4 · 41sappeara.DCe ot em1' haD4. tools, ld:d.ch 

OCC11Z' 1Jl the QZ'd1t\&17 cou:rae ~ iDiJJS 'bus1Deaa1 are 

(b) IJ1demt1.cat:I.OD 1DCJ.\14ea securiDS the cozrtrutor apiDSt li&bil1•· 

t1aa to th:l.rc1 ptrsou aDd crt.her 1oaaea1 JJOt compenaatecl 'b7 1DBUraD:e or othen:tse. 

!he Gove:tiiiiWDt ·ta obl.1gate4 to 1D'emr' f7 the co·~ ~ to the extent ex

~sal.T prov:t4e4 tar in _the contnct, ezaept aa· ~IN. in (a)(3) above•~-

15~205·17 ·Interest aZMl Other P!D&DC:I.al -Coats •. Illtc'esi. (iolever ;repre• 

sated), boDA 41acounta·1 coS'ts ~ t1D&~M:1JJS. aD4 ren.,;.ndms opC.tiou, legal. 

aD4 ~aas1~ZIIl tees pa14 in com:aectioD 'lith the prepsrat101l_ ot prospectuses, 

co&rt;s· ot preparation aD4 isa'UBDCe at stoek rishta, &D4 ~oats ~te4 ~~ 

~- ima.1.10n1a1e except t~ ~~at aasesaecl 'b.r state or l()CSJ. taxl.llS a.uthar-

1t1ea 11,Dd.er the coDditiona set tartb. :l.a ASPB_1,-205 .. ~· (:B.tt: see_ .ASPB 1;-20;.24.) 

· 1$·205·18 _ L&i.bOr Relat10Dil Costa-~ COsta 1Daw::e4 1~-m1Dta1Di~ aat1a:tae~ 
·- . . . ' .. 

relat1cma b8tnea the co~. u4 1 ~a : ~~ 1DCl.\ldiZJS costa ~ shoJI · · .• 

~. labar ,.,ftgemzat ccmal.tteu, ~ publicat:tou, u4 ot!ler . .. 
· rela:t-4. ao~vi ties, are all.o-.lale.· 

15-205.19 _ Losses oa other ~ts. .u· ezceaa ~ costa over iDCcma UDCler 
. . 

aJJT otl1azt contract (112Cl.1141ZJS_ the contractar'a. ccmtri'bute4 portion UDCler cost-

~118 contracts), whether such other ·contra&rt 1a ~ a ~. research &Di 

4n'el.opamt,. or other Dat11N1 1a 'DDIIllowable. 

·- 28-
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15-205.20 Md.nte~e an4 Bep1r Costs. 

·(~)_ Coats necessa.r.r -rar the~ ar properttt (1llel.\U11Dg Government 

propce tl. Ww. •• othanr.lse :provided. tar), ldlica ueitbaz'. aM. to the permnent 

value · o~ the propert7 ~ · agpt ec1alal.7 prolOJII 1 ta 1zrteDlec1 "life; but keep 1 t 

1a an etftcient · operatiDS· coDlittem,. ~·.to be t:r:.tecl as :tollon ('but .see 

. ASP.El 1S-20S ·9): 

(1) Dorm&l. -.inteD&DCe &Dl rep&1:r coats ce allowable; 

(11) extraDrdill8.1:7 ail:lteD&DCe am r~ co2Jts artl ~owabJ.e, 
. .: . . . 

prQVideG. Such a;re aJ J ocatecl to the period.s to which appl:l.-
. ' ·: . 

cable ·far. pcztposes ot detend.Jd.JJS contract coats. (~ 

8" ASP1l _15.;,107. )' . 

('b) ~~turea far P:wrt &!14 equt~, 1Del.wli11S rebaMJ1ta~on 
thilreo:t, .~ca, acccmUJJg._to se~ acc.,Pte4 acooulrtiJ38. priZICiplea· &a. appl1ed. 

·uDder the contractor's ,e~Sh84 pollq, ah.oaicl be cap1tal1zecl u4 subJected. 

to Geprec1at1on are a]J.o1ia.DJ.e o~ on a 4e:prec1a:tioJl basis.· 

15-205 .21_ ~&eturiDS. u'd_ ·PJ:tod:action· !!d,neci.:ag Costs. . Costa ~ 111M1!

:ractun.DC aD4 produCttoil ·_eJJSi~ZIS, 1JW.\141iJI ·eitSi:aeeri·ns ·actin ties 1a con-

,"":· 

\ ... 

.· '• 

(irl 
-· .. _.;, ·; 

car.re:nt . ~tur:I.Dg p:roCesaes such as motion &rMl tim . 
. ~ .... · 

stWtil ~. ~·, .• 1'~lf ~., aDi tool de.ip aivl 

~~---·Szd. 

. (~)' cictteilt ~tion prone.., 8\lC!a. as •teri.aJ.a ~· fc: 

~cii~~taM11-t,- ua~~~~omut :aes1gn tor purpoSes ~. 
s~ng Procmction. 

, .. 

15-205.22 Materi&l.. cOsts.· 

.·(a) *tar18J.. co. ·tnc;lud.e the· costa o~ s~ .1tems-·as-·rawmter1al&,. 
• • \ I : • '• i'· • • ' • •: • •' • • ,·, • 

parts, ~sembl1es1 :· cOlDpOnents~ aDd liii.ZiUtact~illS su;ppl1ea, whether ~d. · 
. - . . . ~ . ~ - . ~_:: ~· : . . 

. .. . . .;_·.~~. .~:: ... 7 ~ 

.. 
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outside or JIBDDtactured .b.?' the. contractaz', aDd 111&7 ilx:l.~ such collateral. 1 t~ 

. as 1l:l})cnmA~ tr&Dsportatioa aD1 1ntnmsi t insur&l:ICe. . In comp1t1ng material costs · 

· conaidez'a.tioJl wlll be g:Lvea to reasotable OYe:t:t m&S1 spo1.1ap1 or defective work 

(eoueermng correetioD ot ~active werk, see· .the proviid.ou ~ the coutract 

i-el.at:tllS to. inspection am1 cOrrecUon o~ de:tect:l.ve vark). ~se costs are 

al.1owable sub.1ect1 however, to the provisions ~ (b) thrcn2sh (e) bel.olr. 

(b) Coats ~ aterial. ebaJJ be su:t'ta'bq adJusted. tar applicable 

~q:: · partiou ~ incoma u4 othazt crec11ts1 i:acl:a41J28. ava1'a'ble. trade d1scOUJits1 

~1 . rebates, a.Uowuces, u4 cash c11scounts, aD4 credits t~ scrap &Dl 

sal.vap aDl mter:!.al r~t'm:J:Ied to 'V'el2dGrs. sw:A 122COma u4 otb.e1- =edi ta shall 

eithc 'be credited d:l.rectq to tbe con o~ the mteria11D9'01Te4 or be allocated 

(aa. crecJita) to iia:l.rect eosts. :B'Owver; where the contractor can demoDStrate . 

. . ih.t :taU~ W taJte casA disccnmta was due W reas01Ia1l1.e c:irc'am8tuu:es, such(', 

J.ost c11sccnmta Deed DOt be so creditecl. 

(c) · Reaaouable adJU'tmenta &ria1138 :r.rom d:tft~ea betneD periodic 

plqrd.cal inventor:te.s ~'book 1J~Ventoriea f1B7 be ~DCJ.ude4 ia ar:riviDS. at costs, 

providecl such adJustments relate to the period ~ perfOrmulce ~ tbe contract. 

(d) When the .mte:r1&ls are parclluecl spec1ftcall.7 tor an 1.~ntU1able · 

sol•l7 with peri'O%'Jiai2Ce UDda:J:t a· eoBtract, the aetu&l purchase cost thereof should 

be charpc1 to tbe· contract. It' mterial, 1a 1ssaad f'roa stOres, &rq'' ge~ 
1 

recopi'zecl method o~ priciJlg .SUcll mteri&l. is · uceptable U that ·method. 1a· con-
.. 

a1atent.l.7. &pJlie4 &zul the renlts ·ve equitable. WheJl estuatea ~ matena1 

costa to be 1DCurred 1n ·the :tu:tue. are requ1rea.,. either cca:t"ftnt J~~Lrket price or 

ut:tc:tpated acquisition cost m:r be used, but tbe. basis t:4 pricins lDWit 'be . . 

d:f.sclosecl. 

-30-
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(e)· Cbaqes ~ar mtar1&1.81 services~ aDil 8l11'J].:1ea soJ.4 or transferred 

betwea pl.liata~ d1v1s1ou azt ~zat1ou, UDier a ·cOliiiiQD control., ordi~ · 
. . 

sb•' 1 be &l.l.o1r&lale to the ·ezten ~ tbe lanr ~ coat to the transferor or current 
. . . . . . . . . . . 

.-rket price. :aowever, a d.eparl1zre t.roa tld.s. basis 1s perml.ssibl.e where (1) tb.e · 

item. is regaJ..arJ.T amttactar8cl·uA aol.4.'b7 the co~ thro12sh cCJ~~~~erci&l 

eb•nnel • aDd. (11) it 1a t11e coutractar•a loms~atall11ahe4 practice to price 

1nter-orp.D1zatio~a transf'era at otlaer t12aa. con ~or c0DIIm'a1&1. "Nrk; Fovided 

that the charge to the coutract is DOt in exces•. ~ the ~eror 1 a ,sales 

price. to its moat t&vored custoar for the 8U8 1~ in like. ql1&1Xtity,_ ar the 

curreu ia'rket pr.tce, 1d11chever 1a lonr. 

15-205.23 Orp!1zat1on Coats. BI:PeDi11tures, ncb &a. 1DCarporat1oll f'~e&) 

a'ttorDit7&' tee~, .accouirtairt~• fees~ lxrckes• ·fees; :t.eea to Fomtars and. 

argu:I.Zers, :1B CODDeCtiO!l v:l.th (1). arguizatiOB or rearp.Jd.atiOD. t4 & basiJJeSS.t. 

ar (11) ratai:os cap~:tal, are 1DBl.l.C:nrUle. 

15-205.24 other :BuiDesa Bzpeuea. . IDcluded in tb:ts item are s1JCh ~ 

. e";PeDses ~ registry &D4 transf'er chRpa renlt1JlS ~ cbanps in owwsld.p 
. . . . 

~- HC11ri.t1es .. 1ssued 'b7 tbe cozrtractar1 · con at ~·· meet1JIS&i DO.I'DI!Ll 

~ sol1c1tat1ou,. p:repe.rat:l.oa u4 pUl:l.catioa of repar\a to shanholdera, 

]lNp&r&Uoa u4 subml.as1cm ~ ·req1dzecl :rqarta u4 fcxriUI. to ~llC ud. other 

· repla~ 'bodies; &Di.1DcicleJlt&l. costa ot i:lrectara aD1 comad.ttee meetiJJgS. 
'. 

tbe ~ ~ a1 m1' ar costa sr:e · &l.l.owaltle_ .ldum all..ocated on aa equ:t tabl.e basis. 

15-205.25 Ov'ertima, Extira-Paf Sbitt &114 Jlllti-Shtft Prelld.lDIIB. Preld.lDIS_ 

far overtime, .extra-pq sltl.tts~ &D4 Dlilt1-ab:lt't wrk a:re all.oWabl.e to tbe . 

·· ~· a,pp:oved pursuant to ASPR 12-102.4, oz- perml.tted pursuant to ASP.! 

12~102.,. 
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15-205.26 Patent Costs. Costa cit preparing d.iscl.onrea, reports, al1d ~\ 

other a.o-ua requ:l.recl b7 the coDtract aD4 ot search:LJ:JS the art to the exten-w -· 
. . . . . . 

nacea8&'r7 to make nch 1uvent1oA d:l.scl.osu:rea., are &Ucnable. In accordance td. th 

t1ui c]""Ms ~ the contract rela~DS to patents, aosts at prepari~~g c1ocuments. · 
. . 

aDl &1V' o't.lle })&tent coats, 1D comJectiOD 111 th the ftllJJS ~ a pate.S_ appl:tcation 

wheN title 1a cour.,.-. to_tlle GotwriiiEDt, a:re alJ.owabl.e .• _(See ASPll15-205.3fi) • 
. · 

15-205 .gr Peu1on Pl..a1uJ • See ASPll 15-205.6. 

15-205.28. Piant P.roteotioD Coats •. Costa ~ 1ama ~as (1) wases1 
' . . 

~arms,. aJ24 equi:piiiBJlt of perSOJ:m&l. · enppcl in. p1aat protect1oa1 (11). 

c1eprec1at1on on p1aat protec:Uon capital. assets, aD1 (~.) _:aeeessC.,.· ~~a. 

to · c~ 1d. th Jld.l.1 tar.r secv:t t7 requirements, c-e &ll.cnrable. 
. -: 

15·205·29 Pl.aut ·Reco1m!rs1on Costa •. Plazl1; reeoute:rs1on co~a are ~ae· ·. · 

imci.tecl u the reston.1;1on or rebaM11tat1on r4 the coJXtractoJr.'a taciUt1es 
. . -. -,~\ 

~ .. &JJlll'OT'•tel.7 the aa. colld.it:tcm exf.at:f.DS .1mmed1atel.T :prior ~ the commem 

i JDa1lt ~ the Dd.llt&r.r contract vark1 t&1r aar ·and tear em~. _Reconvers1oa 

cos:'•. ~ ~cm.ble. except -r~ the coat o~ relll:)vi!C· aovvDIII!Int prope"t;J · am.. 

the ·reato:r&tioa e rebe)d11tat:toa ·coats C&118ecl b7 nch remnl •. B'Dnter1 1:u· 

special. circumatucee 1dul:re equf.'Q' so c11et&te8i ad41t:J.o~ costa m:r 'be a.Uowecl . 
. . 

te tbe· .eztea 8sreea. lJ.P01l before the costa are illcuJ:Tecl. Whei.ver. n.ch costs a;re · 

gl.vea oOIUd.clerat:toa, care shou14 1Mt exercised to &v014 41W11cation. thrOugh &1.1~ ...... · . . . . .. 
. ' 

· ace- .:S. eoiatt~e&,-: .. adait:toml prof1t. ar :ree, or 1n ot1ler _coutrac~•·. 
. ' .···· ·, . . ·.· . . . . . . . ' .· . . . .. . . 

,. . •. 

15·205·30. Precontraet· Costa~.· P.Nco~t costa are those ille.ned. prior to 

the _eft'eot.ive date ~ the. contract c1:1ree~ pursuant to tlle··DeSQt:tation aDd. in 

&Dt:l.c1pation ~the aWRCI. ~ tbe _co~t 'Where sUch.11K:m:te~JCe _18 necesa&rT 
. . 

to c~·111th the proposecl. contract clel1VU7 •clledule·: ~ cesta are &Uow-

alale. w the extent ·that t1:1e7 W1l14 ·-~ been. &1.1.owa.ALe ~ 1murrecl after the ~ 
. . 

date ~ the contract. (:e.rt see . .ASP.R 15-1.07.) 
-32-
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is-205·. 31.. Prof'essioml. Sen'ice Costa - Lepl, Acc01Dlt1Dg, Epgl.Jleeriy, 
·. . &Dl Other.· . .. . .. 

(a) Co~a ~ ~eaa1cmal senic~a reDrl.tlred b7 tbe.members o~ a 

pz'tie11l..R. proteasion who ·an J.10'b ~·· ~. the coutractor a:re allQW&ble, 

l~'j &Ue1eat .~·:(b) &D4 (c) belov1 whea reasomllle 111 relation .to ·the. serrices 

.. 
• 'QI':. 

reDleecl· aD4 ldle11 DOt coutd.l:lpa wpm 1-ecoviaQ ~ the con•· t-roa the OoYermaent 

.(~ -·~.1;;.205.23.) 

· (b) J'actora· to· 'be .coul.c1G'ecl1n cleterml.Jd.lw tU &Uowabill't7 ar costs 

in &· pz't1~11l.a.r case 1J2Cl.ude: . 

(1) the past :patten& 0'1 nch costa, pcticnalar~ 111 the ,ears. 

· prior to the ~ ot GOteztDII8JI~ .. eolrtruta; 

. (11) 

'bu.s1Deaa (1~•·.1 llha'bMV pro~ ~·.~se); . · 

(111). the. •• u4 ~ope:~~ services .te4.r4 

the 'c:oJrt.rutor•. on arpzd.zat101!UJ; aJi4 

. (1v) 1I!J.etbmt tAe :propcu t1oa ~ CloverD118•· work to the con. 

· tract..• a tnal.lnud.:aeaa ia. nall as "to 1Dtluuee the.· 

·co~ 1a ~8:f'fa ot 1J1c11rr1DS· tlut coat, p&l"ticu:Lar~ 
whezte tlaa senicea nlldere4 Re =t.· ~ a coB:!.* us · . 

.11&~ ~&Di liaTe ll't;tl.e relatiouJa:t:p to . w:rk .1md.er 

.. ao'vaz-at eontnata.· 
. . . 

. Be~DR :r ... to· be ·&1loa1al.e llllft M :reaao~ ~ b7 evicla:ace ~ ·'boa 

t14e . seniceP-l alal e Gr :reDilered. · 

(c)· Costa ~ .1ep', acccnmt1~1 . aDd. oonsul.t:I.Dg serrices, u4 relatecl 
. . 

costal iJJeurrecl1n cozmect1oa witli arpzd.zation aDl ~zation, ~eDSe ~ 

azrti-~: ml:t;s, &DLi the prosecnition ~ clmma ap.i.Dst the ·aove:rm.nt, are 
. . 

~. Costs· of leg&11 acc0111lt1J1S1 ·&Dl aounl:tiJJS. sen:tcea, aDl :related 

.. 33 .. 
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costa, illC'tlr.r~.~~. c:.omJect1on ~ tll pate11t iD:triDgellellt 11 ti~on, are Ullllll . .-~\. 

.00.. U1118sa: .otJW.nae provided. tar in the ~ontract. 

15-205.•32_· .Profits. &JJ4 Loa~a OB Dl.spositiOJL t4 .Plant; Eg;a:f.paent, or other 

cap.t&l Assets.. Profits c:rr losaea. ~ e;q Datura arl.aiJJC ~oa the sale or 

·t·J . excb•np. 'r4 :plant, eqtd.paent, c otlutr fi!L]d. tal assets, :tul.udi!JC sale ar 

-. .. . 
~. 

\ 
. .. . . 

exob·Dse· ~ e:1. ther short or 1oJC · ter.a 1Dniatmeaw, · sb;.,,, -.. ·1. ezcl.ud.ed ·1a 

. eOJijl&"tiDC coJltrut costa (lnlt seo .ASPll 1;~20; .9(11) aa· to 'baa1a fe depreciation). 

15-205.33 Recra:tt:1pi .Costa. Costa ~·"help 111U1'te411 a4ve.rtis1JJg1 operati~ 

. . co•ta · ~ aa ~ of'rice · uees8&17 to secure &Dl mizrtatn u adequate 

laDar _force, coats of operatins aiL a}'ti tude . &114 ed.uc&t:f.oul . te~JJS :program,.·-· 

tzavel co~s ~- eqU.oyeea wJa:Ue agap4 in recraiti:as per801D18li ~ travel. 

coats ~ app11cu.ta tor iaterrien. tor ·pros.pective r~t _are all~~ 
. . I 

I 
Wbere the con~tar uses ~ asuciea, costa X~Gt :tn ezeesa ot ~ 
... · .. ·.· ..... ·_ ~-

cOJIII£Clal'ratea for sucll serVices ant also. al.l.cmL1tle. Costa ar· special +Hi 

t1ta ·or emlumnts :oft'erecl to :prospect:1:ve employees 'be1oDLl the staDI£4 prac;:--

Uces in the ·1DC1.uartz7 .&1:'• ~· 

15-205.$ Rental. Costa (IJW.1141:os Sale &Dl Lease'baclt ~ J'ac111t1es.). 

(&) Rent&t .costa· ~ l&D\1 bq1l~j~~g1 aml.«~qu:l.pae~t &114 other 
. . . . . 

: . . . . 

:JM~r&Oml. FO]IIel: Ll ana &1.1.owala1.e 1:t the rates are ~"all'• 1D l:tght oi. -
• • • • . • • . . •• • I ~ • 

·. tactor• u reDtal. costa~ c~ ~Uities and. -.rket eoDiit1ons 1_a 

tM ....... ~ 'tnMal- l.Ue.·~'t&zlq, o0Dd1t1on,_ &J¥1. V&l118 ~the ~acil1t1ea 
· lea884, o.f.Uou a~'•lale1 ·a..~ Pr0v!aicn1a o.r·tU~ agreU8JSt • 

.AD].icat1oa ~ these taatars, 1a s:ttaatiou 1diare rent&l.s are extens1~ 

· . wsea.. -~ imol.ve amo~~g ot.bm' c:oDS;td.eratiou, ccmparison ~rental costa w:tth 

·the a.Bnmt _1dd.ch the cou:traetar 'R1Il4 h&V. received ha4 1:t cnmed the tae111t1es. 
I 
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(b) Charsea ill the m.ture t4 rent between pl.auts, 41T1a1ons, or 

. . . ~ 

.clo ·DOt ezceecl the DOrJII&1. CORa f/1 {~~ship, 'sucJ& U. clepreciatiODj taxes, 

insuraDC81 &J.14 DaizrteNiMttJ pyyid.K tb&t ~·· parl ~ suh GORS sh&lJ... dupl.:tcate 

&fiT otb.er al.l.ond.. costa. 

(c) ·l7Al.eaa othenise specift~ prov14e4 1a.tb.e contract, rent&l. 

. costa specU1e4 :f.n sale tm4 leue'back asre-ZLts, 1DaLU!re4 ·b.r contractor• 

tbrcn2sll sell1us ptaut tac1' 11;1·ea to :f.JZVeatmezrt; orji.m.zaUou, m:h as 

:i.nsar&zJCe compazxl.es, or ·to priva~ :f.Jl'lestOrs, aDC1 co~t.l.T leasiDS 'back 

the same ta.c111t1es1 are all.c....ne· o~ ·to tJ:ae ~ that 8'aC!L rentals· ao 
zxrt; exceecl. the UKJmlt ldd.Qll tJJe .coD'trac'tar 1101114 have reee1Te4 ·ha4 1 t retaiDed 

legal title to the tac1lit1ea. 

15~205.35 Beseil:rcl& &D4 Deyelolm!m Co•~•· 

(a) !as1c naearea, tar tbe ,mpose of this Par1i 2, 1.8 ·that ~ 

~ researCh which is cUrected 1;o1ru\t 1.DCn&Se ~ laKnrl.edp 1a aeieD:e. . ID. 8'aC!L 

reSec-ch,- the priJIIIz7 &1a t4 tbe :1Jmlat1s&t0zt is a ~ · ~dp ~ 1Dler

atam11uc ~ the sub3eot UDdezt · atuq• ntb.er ·tl;a&a &fiT praat:tC&l· appl1cat1oa 

tb.er~. AJ'Plle4 research, tor t1u1 pv:poae ~ tbia · Par1i 2, couista ot that 

tne ~.ea.-on wh:tch (1) ~:toll~ buic "~ 'ftt _,..!lOt be 

~ :t.roa the reiated. 'llu1e :reise&r~'- (11) repNae=a ettarts. to detend.m. 
. ; 

! 

aDl • .,_. t1ut »Q'teJlt1a;Lit1ea_ ~ ., . scimrtU1o cliacoveriee ar ~ in 

tecbJ!Olas7, -~, ~~aseai ~~- u:r.tcea, &1d tecJml.q:aes, u4 (111) 

repreaems ettarta to •advUCe the state ot the art.• APl'liecl research does 

m.rt 1DC111de &D7 such effort~ wh8D ~ priW.~ aim 18 the .. ci.id.p, clevelopDilmt, 

ar ten ~ speciftc &l:'ticl.ea ar aerri.·cea to 'be ~area. t~ aale1 wh:f.ch are within 

the a.t1D1 t1on ot.- the term ~ as· heNiJafte provtc1e4. 
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(b) Devel.opmaDt; 1a tbe qstaatic use ~ sc:l.e:a:t1t1c laKnr1edge 
. . 

which 1a Urecte4 towar4 tb8 ~OD ~, or 1mprov'elllanta 1n, usefUl products 

to meet ~~ ~Ol'DUCe requtre~~~Dta, lN.t excl.us:l.ve ot JDSJD1tacturiZJg 8Zl4 

proc1uct1on e~nee:riZII• 
.. ; . 

:·.1 . (c) A contractoz''a 1DilepeDlent researcla a:a4 clevel.opment 1s tbat 

.. 
..... 

• 

researcll_&Dl developata w!d.ch 1a IIDt spcnuaore4 by a ccnrtract, grant,. or 

ot.'hv ~nt •. 

. (d) A 001l'tzutar'•. eos.ta r4 i~ :reae&rcJa as clet1Ded :f.D 

(a) am (c) above abel] 'be al.l.on.1a1e as 1J¥11rect costs .(subJect to pa:r8sraph 

(h) bel.oY), ~clec1. they are &Uocate4 to all 'Work o~· the cont.mctar)~ 
. . . . 

( e l Coats ~ coutnctar' s 1Jlda:pe~zm clertel.crpment, &a clet1De4 ill 

(b) &D4 ( c l above . ( sul»Ject to (h) l»elcnr) 1 &N alla1ra'ble to the extent that 
. . . 

8UCh 4evel.opDmt ia relatecl to ·the. p:o4=t Uma 't~ 1d:d.ch t1w Govermlezm 
. . . 

baa contracts, prov1cle4 the costa &H reasonable 1D amatlllt &D4 are &lloca~ 

as iDdir~t costa to &11 work t4 the coJrtrac~ OD sacll COlltnct proc1uct lima. 

h cases 1dlere a eontractar•a. 'Danlll c~M ~ busiDass dcea_ uot 1DI"'l.ve pro-

411ct1oD 'IOZ'k, the eon ot i~Dt ~ is. a.1.l.owable to the extezrt 

that such 4eveJ.a.p1zlant 1a re1atec1· &D4 aUoca~ as an :f.~ect coat to the :tielcl 
. f 

. r4 effort r4 Go1e:rDDMm~ reaaarcla. &Dill c1avelopllm'G coDtracta. 

(:t) IDdeJu4eDt. resee:rell aD4 c1evel.opDmt costa shall. 1mlu4e &1L 

' . . . 

· amaa~ tf2. ~ abaorptioa ~ tbe1r a;ppropoc1ate &baN r4 1Dd1rect aDi aams.m.a-

~I 

trative eoata; 1Dil.esa the eoDtractar, :f.a accarU.Dce with ita aceoantiZJS 

practice• coD81sten~ app11e41 ~ta sacll eosts othen:l.se. 

(s) Itesearch. u4 ievelop~~~~at· coats (:f.ml.ud.illfl emcnmts c&pita11zed)1 
. . . 

repril.eaa ~ tbe1r zatve, wh:lcll were 1:acczi:re4 1D acco=tiJJS periods pr:tar to 

the a~ ot a particul.a'r coDtract, &H ~ except Dare &Uowa'bla as · 

preccnrtract costa. (see ~ J.;-205.30). 
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(h) The reasoD&blenesa ~ ~turea for independent research 

am.~ shou1.4 be _determi.Md inJ.:tpt of all perti~Jent consideration 

s\lCll as preri.ous co~'tol- researcll az¥1. d.ev'el.opll8at activi 't7 1 cost of past 

progrUs -~ chuges in saie~~Ce u4 tec'lmologr. SUch exp!Dditllres should be 

l' j pursuant to a broad plezmecl p:aogram, which is reasonable in· scope &124 nll 

.. 
'./ 

. . 

~. -SUch expeDditm-ea (~speci~ for d.eve.tapmmrt) show.4 be scrutinized · 
. . . 

1d.t!l great_ cue in· cozmection Ylth ·contn.ctors 11hose ~ is predoml.mm~ or 

nbstant1all7 with the Govermaent. Advuce as:Nements. as described in 

ASPB 15-107 are p&rlicu.Lsrl-7 ~ in this situation. In recopition 

· tb&t con aha.1:i.%28 of the contractor'• iDdepeDieat :reseaztch &Di. d.e'Rl.apDmt 

~ -r provide mt1vat1on ~~ um-e etn.cieDt ac~mplishmnt o-r such 

·program, it is ·de8:t.rabl.e 111 8018 cases ·that the ~bear less ~· ~ 
a.Uocable shan ~ the total. cost of 1;he p:rosra1L 1JDI:1m: these circumstames, 

t.h8 :fol.l.ow1ng are amo:ag the a.pproaches · which ~ be_ ued as the· basis f~ 
. ,· . . .. 

agreem~Jlt: (1) review ~-the eo111iractor's :proposed 1~t :research a.M. 

. ~ program aDd-~ ~- aecept the ~able coats ~ specUic . 

:Pre.1ecta;· (11) ~ement on a Diutli"DD. ~''•r l.:l.ml.tation ~ costa, u. &Uocable 

poztion ~ which wlll _be accepted b.r the . Gova:tXIillitUiaJ. (~) &Ji asreemnt ·to 

aceept. .. the allocable s.bare t4 a ~entsp ot tba contrscta:r•a pl•nned researcll. 

&D4 ~Dt prqp.-_aL 

i5-205.36. R07!lties ami othm· eo.ta for Use ~ Pa'Hnta. 
. . 

· _(~) BQJalties oa a patent or. ~mtion. ~ tba cost of .acqutri:as 

b7 pzrdi&M a patelxt or %i.gb.ts thereto, Dl!ces88Z'7 for the }lropez' pert0%'211Ulee. 

~ the contract a2l4. app.Ucable to coJ:ltn.ct produc~s or_ processes, are &ll.owabl.e 

· uULess: 

- n-
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(1) the Gove:tDiiBnt has a llc·ense or the right to tree use 

~ the patent; 

(11) the patent has beeil adJ'Wlicated. to be 1nval1d1 or has 

beea aibld.matrat1-req detend.Decl to be 1nval1d; 

(111) the patezrt 1s couidered to be UDeDf'orceable; ·or 

. (1v) the patent 1s ez.pired•· 

,' 

(b) · Speci&l. . cce ab.oal4 be exerc1se4 1D determiD1DS reasonableness 
-

where the ~ties 11&7 have bee2l arrived at as a renlt ~less than &l'm1s 

lugt]a 'bu'p:lDillSJ e ·•.: 

(1) royalties paid to persons, 1DCl.1241:og corporations; 

att1l1ate4 111 th the . coutractm:-; 

(t;) royalties paid. to ~tea.. parties, 1DCl.~ns 

corparat:tons1 'll12deJt an agreement eDtered into in 

contemplation that a Govc ument contract would be 

a~ or 

(111) royalties. pa14 l1JK1.e c agreeJEDt entered. into after . · 

the awari. ~ the contract. 

(~) In &JV" case 1DV'Olv1ug a patent f'Ol'lr2rl.\r owued by the contractor., 

the ....nmt ar r~v &1.lowec1 ab.oal4 mt exceed the cost which· woul4 have been 

~ had. ·the contractcxr ret&ime4 title thereto. 
. . 

( "') See ~ 15-1071 rep.riiug · dvuae UDderatuaiJJgs ~ 

15-2!5. 3T . Selllgs Costa. 

(a) .Selll:ns costs arise in the ~keting ~ the· ccmtractor•a· products 

am\ 1DCJ..e coats or sal.as promtion, MgOtiati.on, 11aison between ~ 

representatives am contrac:tor•s persoDDel, &D4 other related activities~ ,~ 

-38-
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('b) Sell1:ag costa are allowa'bl.e to the extent they are reaso~ble 

an4 a;re &U.oc;allle to Govez•maent lNsi:aeaa (but see ASPB 15-107 and 15-205 .1) • 

.w.ocald.l:1 t,- ~ sellius cost.s 1d.ll be determt~~ed _111 the light of reaso!l8ble 

'bemetit to the GovermDent a.ri.sil:IS• _f'rom sw::ll activities· as teclud.cal; consU:ltill81 

a..moutrat1on,· u4 other· ser-ricea ldaich an tor paxposea sud~. as apPL:l.cation 

or adapt&Uoa ~.the coJltractar' s pro4ut• to Gove:a: 1liEti't use. 
.. . \. . 

·. (c) l'lot1r1that&D11DS ('b) ~~ saleaaa•a w qenta' compeDS&tionl 

tees) c~aaiona, perce.taps, ar 'brckens• tee.s,_ ldd.ch. are eellti:apnt u;pon 

_tha an.ri. ~ cozrtzeaCta, are_ ~eo~ 1lhu ~4 tc 'boD& ~-cla .empl.oyeea 

or boD&" ficle esta'bl1she4 cOllllll!lrei&l. ar sellius asuai•• ma1Dta:l.JJecl.~. tbe . 

contractor'~= tl:ut purpo-. r4 secnzriDS 'bui:aesa. 

15-205·38· .·Service aDl ~sta•.·· su.:A costa 1JM:h1de tho~ ar1s1Dg 

~ :ra:i:rul..nt ot &riT _co~ ohl1 pt.toa ~ •: cCmtrutoz. tO pivvicle · 

sezeri.cea·; aw:h aa 1DSt&llaUou, tn.'f.Jii~• · correctiDg clef'ecta in the· products,·~ 

replac1J1C ·detective parts, rielr1Dg .. ref'mKls :l.D the cas• ~ ~m,ule~~- Je.f~e, 
eta·. l&e·.DDt 112Cons1stent 1d.t1:1. the· terms ot the coJ:rtraet, SUCh ~ce aDd 

. . . . . . . 

~ coria are &11~. linrever, _q:t.e. ,ahoW.d. be exercised to &TOicl 

. ~cation or the al.J.alame_ as. aJl elemmt ~'both estilated ~t cost 

.... riak. 

is~205. 39 ··_ · 8enrr&12Ce·. Per~ 

. ·.. .·Cal Sn'erazlce :PB.T, &1.so c~ re:tC"l"eCl to aa clilllld.s.aal. wages, 

1a a "*"•n 1D.. addition to ~ sal.&rl.ea ud. wapa,. 'b7 coutractcxrs to 

vo%bra 'Qoa8 ~= is bei:ag te:nd.u.te4 •. Costa at snerance pat ·an. 
. . . . . . -. . . . . . 

&1.lan.lL1.e o~ to the extellt tb&-t, iii each case; it 1• ~U:lre4 b.r (:1.) la""; 

(11) -078• agiteaeat1 (111) esta'W.she4 pollq that codtutea1 · 

- . . . 
1:a. eft'ect; aa 1Ja.pl1e4 agreement on t11e contiraetar 1 a putt, or (1 ~) c1rc\DIIStaJJCea 
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Qf the particular emp~oyment. 0 .. 
, j J,,, ·~·\, «' ;,~J.:t:;~}' ~. :, ~~J, ?';':' ' ~L 

(b) . Costs·. o:r·.severancf! ~ts are. divided into t~ categories 
~. • .:;:~: ,._, ·:: ; ' ::: ' .\ I.· t r ..,.:· : ·•· ! ' . :- ~ ~- . ' , ' 

as . tollaw: 
•' " I ~ ' ' ' .• __ .k-,_l"-'"--'1/ 

(i) actual nor.mal.turnaver severance ~ts sball be 
"' : . :. ~:~~ .. " ~ ;t)tlr -- " :~_.,... .. ~"li, •'!) ~--:-'··;J'. :!;-~-'' .>~·- ~-} 

. allocated. to aJ.1 :work perfo~ . in the contractor's . 
~-: ...... :r~-,!~.' ~ J"'".· 1:: ~ . _: './:~! . 

:BLant J. o~ ~ where . the· contractor provides for accrual 
J ::..,$.--~~-~-~:(~:~(~. ! ,.-~-~-~-1'1 ~ ~ ,. ~;:.::__ ''-r ?:.~./ 

of pq for normal. severances such. method . will be 
.... ~"': \ ~~ ~ f"' ; I. :~:]:t:.:. . • ' . I ' '; ·t: ·. .ttl-;~- ~ ., •. . -·-. ~-~-"t~· i _.,., .r 

acceptable if" the amount o~ the accrual is reasonable 
··):, ~~.;~ .r ·•"4'·r•·.:t •i:> · ::

1 .;.:. •.•. 'i ·!,,· . !\J.;H)J·.:·. '-· .• ,. 

. !1,. 

1n light of payments act~ made. far nomal 
)li'~ :~_,,.:J .-,·,~\~.:. ~t,_!{ ·~~;:,.'.L I :··;_·:q. .I- :-·._ ~~i~ J"!~· ·•·--~~~-~~·.f,A; ··:· .'II 

s:~ances aver a representative 1>ast period~ and. if 
~1tft: ·'"'' ~ .; ~. ~::-· · · ~~ .. r·i ~".:it· ·.· ... · · .· -

amounts accrued. are allocated. to all work pe:r:f'oxmed 
·-' ~~·~ ,:. ~: -~~~:ft; .. :··' ;~, . ' J:. . ... '· .•. 

. in . the contnc-t.or 1 ~ pl.an.t; and 
• J_ ,1'~ ~ :. - /-... > '·' -·:~ :'; 

(11) 
~- ' .... ,. "'• . ...... ~. '.~,,..,.., ' .......... 

~ or mas~$ s-e;~ ~, .~ -~~~~7h .;a _c~j-ectural/"\. 

nat'urft.. tha.t meas~L of cost by DeSJl.S of an. acerual. 
,. :,~~).:' ' }..: .. :.· ·.··.J:~.'•<'- ,.· ... ijj:~l:t. ·. "'· . 

will nqt. &cl:Wrle.equity to both. ~ies. Thus accrual.s 
' ¥' .. ~. ·:~.;;~ .. .-·.,.·-~· .--~~-~-~--r-:' ~- ~·~·'7' ... · '·h ••.• ~~~~·-~ ... -~--~ •• :· ' 

for this. pur:pose are nQt allowable. Ho'w'ever, the · 
t' , •• : 

Goverlllllf!llt reco~es ·its .obligation to partici:pate; · 
• . . ·"'· . 4' ·~j ,' ... . A~~\. 1,:.- : . : · . · : .. J ~ .r:~ ~ J ' ·~ , .. · .. . 

to t)U: ·extent· of its fair share, in-. ~ s:pecific 
~--~--~,. d.:r-\·.,··.· '':'::~ : ~:.:~,.~~-~~~:·~;:.·.: ... t :·~ ~~-··,J-' : ~ 

~t. Thl.la,· &llawabillty Will be considered an a 

ce.se-b;y-cas•· bas~: in. the ~ent of oce~enc:e. 

·15·205.l.o Special ~ling.Cost~·;': .The t.~· "special .t~l.:Lug" means 
.. t/Y. d';- J ~"~··i. ; .. '.:r·1 ~J, P~( #~:;.;·· .r~ :: .. •·:e:-·=;;1!,'1"\.~r'i. ;.~. 1'\ . ·· • ..!t ; ;i! ·.·~ ~, , · 

. a.1.l. jigs,. dies, .. fixtures, ·molds, patterm!,. special taps, special. gauges, 
, ,:,i·:;J · ~>~ '-tt;L~:r::~· · ,: •.:.·•· :;, . '' · · .. . ·., ',-' l:f:.. · ~ a~ · · 

special test. eq~pment--, O'th.£ special. equipment and lDB.tlUfacturing aids, 
.f~1 r., .l" ·, • f- ,L . ."it' ·>.:·"~ ,~~~ ~·-:;·._'._, ~:·~·{·· .,. 1 .• n '' ;J-!. • ~ (.':! .~:.1~·' :· .... ~'\;.: 1 

• 

md repl.acements thereof', acquired -9r manufactured. by the Qontractor for 
. .: ~t", :~ . J; _,:;;.::, .. l;:.. ,_: ·• ·" · · ' .;. ,_~',;.tit:~~·\:.':' ... }· ... . " . ···M ... . . 

~ dB. tbAf performance of a/ contract, which are ot · such a specialized 
.· \;;.: . · : ·. ~• · Lt~~"' ~ u~ ,;- .~ ' ~~ . :' ~~-~ " ; . It~~· .. ",t:":''r'' · •. .. 

1
' • 

nature that,. without substmtial. modification. or alteration, .. their use 
', ·.· :·'" ''; ";;.,·~\:,~.-~ ~:t;·~~-· ,>:';"'.,; ·.·,'!·,: .. ,,,• ·.; i:t't . i i tf~.l: ~~·;; ... : ' . 
18. _l.imited. to the productiou of such supplies or :parts thereofj or the 

.. ,.· .. 
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as are peculiar to the needs of the Gover.oment. 

The terz. doea not inc1Ude: (1) items of too1:1ng_ or equipment acquired· by 

tlu;J contr~tor prior to-. t~. contract, -or replacements thereof 1 whether 

-or· not al.tere.d or adapted.for ~•-_in the performance of the contrs.ct, 

. ( ii) consuwm] e small tools' or (iii) general or special. machine tools, 

or sillil.ar capital items. The cost ~f speeial toolln.g, when acquired 

for an.d its usefulness is liJnited.to- one or more Gover.nment contra.Cts,. 

is allowable and a bali. be all.ocated . to the specific Government contract 

or .contracts . fQr which acquiredo 

15•205.41 . Taxes. 

{a) . Taxes are charges levi~-~y Federal, State~- or local go'!ern- · 
menta. They do. not 1ncl.ude :t':tn.es and pen8.lties e%-Cept· as-· ot~e provided . 

. herein. In general., t~s ( inel.wU.ng ·State and lqcal.. income·. taxes~ which.. the 

can.tr$:tor· is. required.. to pay and whieh. are. paid or ~ in ~~ce 

with_ ·ge:r.er~ accepted aceQUntin.g _principl.ea are allawabl.e,. _except for: 

( 1) Federal income and._ exe~~ ·profits ta;e.s; 

( i1 1 tau$ ill. ~onneetiQ:l% . with t:Lnsncing.J: r~:t:1:rlancing :or 

reftmd.illg ·.operations (see .ASPR. 15-205 .17) J 

(iii) taxes from:.'Which. exemptions a:re ~e to the 

. .. . . 
based mi. an ~ian. attorded the ·Government except 

'When the eontra¢ting officer .dete.naines that the 

Mm1n1strative.burd~ incident tG obt.a1n1ng_the 

· exemption outweighs the -correspon~ .benefits 

accruing . to. the Government 1 and 

-41-
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. (iv) special as.sessmen.ts on land which. represent ca:pital. /\. 

improvements • 

. (b-) TaxeS otherwise allowable under (a) . above, but upon . which a. 

cl.ai.Dt of illegality or erroneous ssses.sment exists,_ are. allowable; provided 

.that the. contractor prior to payment ot sueh.tuea: 

(i) prom.ptl.y. requests inStructions fraDt the contracting 

. o~1cer concerning. such. taxes; and · 

(ii} · takes all SJ:!tiOll directed.b;y ~ contracting officer~ 

including. cooperation with and·. for t~ benefit of the 

. Government to. (A) determine ~ legality of such 

assessment .or, (:B) secure a refi.md.of such .. taxes. 

Reas~e costs o£ any such action undertaken .. b;y the contractor ~ t~. direc- . 

·tion.or with.the·.concurrenc• of the. contracting. officer are allowabJ..e. · 
('\\ 

Interest and penalties iitcu.rred by a contractor b)" reason of the nonpa.ymeni. 

of aey- tax at the direction of the ~ont~ing ofi'ieer or by reason of th.:: 

fai.1.ure of.· the contracting. officer to assure ·t~ direction. after prompt 

~t therefor, are also &llowabl.e. 

(e1 Arr:f ~fund of t~es:, int~st, or penalties, and azq p~ 

to t~ contractor of interest thereon,. attributable .. to taxes, interest, .. or 

~ties which were allowed as contract .costs, shall.be .credited or paid . 

to. t~. ~· in t~ .manner directed. by the Govermnent, ~ded Em:T · 

int~tact~ paid .. or er~ted.to·a ccmtractor incident to a ref\md 

of tax, il'lterest or pen8.lty shs.ll be paid or credited tG the Government onl.y 

to. t~ extent that such 'interest aceured av'er the per10d.dur1ng which.the 

. contractor had been reimbursed by the Government tor the taxes, interest 

or pell&l.ties. 

-42-
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~5-205 2 43 Trade. B9sinesg. Technic~ and Professional ActivitY Costs. 

·(a) MemberShim •.. n1s categor7 includes cos~a ot memberships 

iD. trade 1 business,. technic~, ·.and professional organizations. Such costs 

~e allowable. . 

(b) Subscriptions. This item includes cost ot subscriPtion& to 

trade,, business, p-oteas~oDal, ar tecimi~al ~riodicala. Such costs are 

allowable • 

(c) Meeting~ and Conferences, This item.includea coat of meals, 

tranaportatic;>n, ·rental of facilities tor meet.iJlga, aDi .costa incidental 

thereto, when· the primar7 ·pn-pos·e ot the. in012l'rence ot such costa is the 

-disseaillation ot technical iDtormation. or at1nn,la:tion of ptoduction. Such 

costa are allowable. 

l5-205s4l·. Training epd $ducational Costs, .. . . 

. (a) Costa ot preparation and main~enance of a program Qf instruc~ 

tion. ~t noncollege level, designed to inCrease the vocational effectiveness 

oLbona tide emP.J.07eea, includilig tra1n1ng materials, textbooks, salaries or 

wag.a7· ef tr aineea (excluding overtilDe compensation which DLiSht arise there-

tro,;.) ~- and· 

l • 
; 

are 8ll.ovable. 
. . (b) 

. -

(i) salarie& of the director·_ot training am statt when the 

tr•1_n1ng program is coJld~c_ted· ·b)" the contractor J or . 

(11) tuition ~- tees when the· tr8.1n1ng is in &D 

institution not operated b,r the contracto.rJ 

Costs ot part-time educat~on, at· an under-graduate ar 

post-graduate college level, rellited to the ~~b reqa.ir~menta ot bona tide 

emplo)"ees, incl\1ding onl.7: 

(i) training materials; 

(ii) textbooks; 

. -43-
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(ili) fees charged by- the educational institution; 

(iv) tuition charged br the ~ducational institution, or. 

in lieu ot· tuition, instructors' salaries and the 

related share 'ot indirect cost ot th~ educational 

· . inati tution to the extent. that· the sum ther eot is · 

not in excess ot the tuitlon which would have 

been paid to the particiP.Lting educatlonal 

institution; and 

( v) straight-tlme compensation ot. e.ach em.plo)"ee tor 

time spent attendiDg classes during. working hours 

.. 

not in excess ot 156 hours per 7ee:r. where circum-· .· ·. 

stances d~ not permit the-.-·oPsra.tion ot. classes <?r 

attendance at classes after· ·regular working hours;. 

. are allowable. 
I 

(c) Costs ot tuition, tees, traiD1ng m&terlala and textbooks 

(but .. not subsistence, aal8r,., or 8.fl1' other emol~nta) in cozmection with 

flilltb. ·scientific. am engineer 1Di educatioa .. at~· a poat-gradua~e (but not 

lmder-graduat.e) .college level.related to the~~~b·requirements ot bona' tide 

em~07eea tor a· total period ~t to exceed one school 7881' tor each . emplo78e 

eo ... ;waWJad, are allowable. In wmsual cuea :whe1'•: required br Jlilitar7 · 
~ • I 

teol:molog 1 the par iod J118.7 be exteDded. 
. . . . 

: .) .... " . · .. (d) MainteD&DCe expense, aJ2d nor~·· dep:'eciation or r~ rental, 

o~ .t:aa·il.ities owned or leased b7 the contractor· for trauiillg. purposes 

are allowable to the extent set forth 111: JSPR 15-205.20; 15-205.9, and. · 
. , . . .: 

15-205.34, respective~. 

(e) Grants to· eduoa~ional or tr•1n1ng institutions, including 

the doD&tion ot tacilitiea or other propertie~, scholarships or fellowships, 

-44-
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are cqnsidered c-ontributions ani are allowab~. 
-~. 

. .. - . " -
. 15;..gp<··44 __ Trenaportation Costs. T.ra.nS}:Crtation coats include· freight, 

extreaa, ·cartage, aDi postage charges relating either to goods p.ll'chased, 

in }Z'Ocess, or .delivered. These costa are allowable. When such costs c~ 

readil7 _be identified with _the items involved, the7 ma:r. be directl7 coated 

u transportation costa ar added to the cost ot such items (see {22) above). 
~ . 

Where identification with the materials received c&JmOt readi17 be made, 

inbo~ transportation costa mq be charged to··the appro~iate illdirect 

co•t accounts it tbe contractor follows a conaiatent, equitabie Jrocedure 

in ~his respect •. OutbouDi freight, it reimburs~le Ullder the terms ot the 

coatract~ shall be treated_ as a direct cost. ·-· 
·. ··-

15-205.45 Travel Costs. 

(a)· Travel coats include costs ot transportation, lodgillg, sub- r~ 

~istence, aXId incidental expeDSes, incurred b7 contl'actor· personnel in a 

~avei stat~ while on ott~cial com~ business~· : 

(b) ·_Travel coste J11&7 be baaed upoll--actual coats inCUl'l'ed, or 
. . . . . . 

OD·· a .. per. diem ar mileage 'ba!~• 1D lieu ot act~ coats, or on a combil:lation 

ot,. the .. two, p:ov~~ed- the mtthod uaed do~s .not_ result in an 11llreasonable 

ohi.r~ .. 
. . ' . . . . 

1. .. ( c: )· 'travel costa incurred in the normal. course ot over-all 
--· .. I 

adm1~,1uatioD of the buSiness a.re allevable azn·· shall be treated &8 in

direai;r.·-coats •-

(d) Travel coats d:irectq attributable· to speaitic contract 
-.·· 

. pertormnce are allowable and JD8.7 be charged to- the con,tract_ in accordance 

with .. tlte principle ot direct costing (See ASPR 15-202). 
. (\ 

(e) Necess817, reasonable costa .. ot ·tam:117 move~nta alld. personnel 
.-' 

mov.,~~t• ot a special or mass nature are allow.able ,_.\subject to allocation 
~.-\· .•. . .. .:· ·, -~~\ . . . . . 

- 45-
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on the ba&liJr ot. work or tiiue period benefited when appr·opttiate. (But see·. 

ASPR. 15-J.cri~) 

. .·· 

j: 
l 

··.·.: .. 
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Part-· 6. - Guidelines for .Appl.ication ·in the Negotiation f'\ 
. and Adm1rri stration. of Fixed-Priee T.ype Contracts 
and in .the Negotiation o:r· Tel"ll1in.ation Settlements 

15-~ Scope or Part. This Part provides guidsnee for the use of 

Parts 21 3, and. 4 -of' this Becticm rf in. the evaluation of costs in pricing 

·Qf negotiated fixed-price type ecmtracts. and s\tbcQl1traets in those 

instances where such evaluation .ia required. to .esta:bl1 sb; prices for such 

contracts and (if) in. the n:egotiatiou .ot tem:lllatialx settlements. 

15-6ol Definition of ~-Price W Contrac:ts.. 'Tb.ed-price type" 

· .cantrac:ts include-, for purpQse of this Part, the_ fo:llawing: 

(i) firm: ~-pric-e ·contracts (ASPR .3•4o3.1) 

(ii} fixed-pri~ ~ontr$Cts Yitll escalation. (ASPR 3~3.2) 

(iii) fixed-price contracts Pl'QTidillg .f-Or. the- redet~nn1nation. 

~ price . (ABPlt 3-l.o3 • 3) 

(1v) fixed-price.. ·ineentiye contracts (ASPR 3-l.o3.4) 

. (v) nQn-t:QSt•reimbursable portion. of' timlf and. materials. 

contracts (ASPR 3-4o5 .1) 

(vi) labor·~ contracts (.ASPR 3-4Q5.2) 

.l5-6o2 .:Basic Considerations. (a) llilder·f~d-p.ri~.type contracts,· 

the ll!gotiated price is tm, basis f.or ·p~ to a .contractor whereas 

allowable. costa. &re t~ basis for reimbursemm:i.t under ··~t.-reilDJ:Nrsement 
\ 

t1P4J.-~S:•·: -~~the po.Ucies· azul procedur~s ~ ASPR ~ion III, 

~ .. a,..·~ grweriWlg.snd shall be tQl..lGwed 1lt the lD!gotiati9lt of t~-:price 

type·· carrtrscts.. Cost Slid acCQtmt;~ c1at& ~provide guides tor. ascerts;tn1ng 

. tair cc;uapea:sation but are. nqt rigid .m-.uure.a Qf" it.· :Qt~ types of .data1 

criteria, or· standards mq turnish ~~ reliable guides. to fair· com-

pensaticm. Th.~ abillt7 tQ ~ standards of business Judgment as distinct · .. f\ 

- 47 -
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frcm:. striet . accounting principLes. is at the heart of a negotiated price 
- . 

. or· settlem-tt. 

(1»} Among. the different t>'P's .of fixed-price. t~ contracts, 

the need. ~or· considerat~ of· .c;~ta. varies consider~ as 1nd1cat.ed 

belO'Wl 

.. ~· 

( 1) Retrosl(!Ctive Pricing: and ·Settlements. In . negotiating 

firllt fixed pric~s .Qr settlements tQ~ work which has been 

. completed at tl;Ie. time of negotiation. (e. g-., final nego .. 

(11) 

tiations under :f'~-priee ~1~ COD:t~ta, redst·er

m1naticm: ·ot prie~ &:rt:er completion. of t~ wrk, or 

negotiation. of a .settlenrent agreement. um1er a can.tra¢. 

tent:mated. ~qr. ~ eonveni~ of the OoV.,ct•m,nt); the 

~ :of·.eoata-.is_· a. majOr fat;tor in ar;ri"{1.tig at. the.·· 

~ of _the pr~e-o~ s,-ttl~t. · ~~~ .even ·in.· 

. these. situatiQilS_, ·the- :t1na:JJy agreed. :pri~ or sett~e-
' . . 

ment ~ represert s.qmethil:tg. other thart t~ sum .tatal. 

· of acceptable· cost~· pl.us profit, sincf!.the. final price 

accepted . b7 ~- party does not necessa:r~ x-efl.ect 

. agr~ent -Cil.·the- ~aluatic;m. of. each ~t of· cost, 

but rather ·a tin&l..,resolution of· &1.1. issues in the 

nesot~tiaa ~ess. 
. . . . . . . 

Forward Pricing.. . !l!le ,eztent to. 'Which. costs infiuence 

forward pri~ing.var.ies .greatly frail case· .. to ease~ In 

. negotiatiauJ ·covering· tu.tm-e work, actual.-cos-ts cazmct 

be 1mown. _and. tl:ie impartanc;e ·of cost estimates depends 

on . the -circumstSD.Ces. ·The contracting. of~cer must 

.. .... 

-48 - . 
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consider &1.l the factors a.ffecting. the reasonableness 

o"t the total proposed priee,. such as the techilica.l, 

production .. or f:Lnam:i&l risk .assumed, the compl.exit:y 

.of w~lt, thAt extent of competitive pricing, an:d t~ · 

contractor 1 s record for efficiency 1 eeOllOlD\( and 

ingenutt;r., as well as · ava'l J @le cost ~stimates. He 

must -be :rre.et· to. ba:rga$1. for a total ~ice which 

eQ.111ta.b.l¥ .distr~butea the. risks bet~ the. contractor 

and.the Govermnent ~provides. incentives for e:tfic:_iencT 

and co~t reduct1au.. In negotiating ·.such·. a pri~, it is 

not possibl.e. to. identi:f)' the treatment of specif1~-- c:ost 
elements .since. tl-. bargain:h:tg .is QU ·. & totaL }'+ice ba:s~. 

~, whil.e . eost. data is .. ofta & Valuable aidj. it w1.ll. nrr~. 
- . 

ecm.trol negotiation of p;"ices for work tQ. ~ performed, .. OJ:- a 

.target price: .. un.der·a ~ive ~antX"SCt. 

·. 15-6o3 Cost P.rinci:eJ.es. am1 Their Us.e •. (aJ · ~; :pur.auant ta -~ l5-6o2, 

ectsta: are- to-. ~- eonsiclA!rf:d .in. ~ negotiatiaa of f:txed-prictf-t~ contrf!iCts ~ 
. . 

the &pp:tOpri&te h.rt· of this· section 'rf. "shall .be. used. as. & guide in the 

i 
.eODJ~tic;a.Yith.other. pert1nerrf; .. cqns-i~icms as. s¢ torth mor« hlly in.· 

ASE'R Sectica m·-· Part. a •. 
. .. . - ·. .· ,. . 

. . 

· : . -· (b} I;&. ret~ive. pricing.r: whenever an oecaaiort. • ~ises 1lt 

. whic!r. .. IJCC.eP'tabllity o-r ·a s~ifie i teDt of cost beec;mres an: issue 1 tM 

appropriate part.-~ thia Section X'l nil. serve as a ~de for the contracting 

. otticer in. his conduct o-r neggtistions. · 

, .... 
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(~) .In. spp~s.tltts Section: rr to _fixed-price .contracts, 

ecmtrscti:irt. offi~rs w:Ul: (1) not be expeeted. to negotiate &greement 

on .• f!ffP!¥. ~cli~clual.e~ of ~stJ S:nd (11) .~· expeeted_t"o use their 

J~ as. t~. the -cle~ ·~ uta:U. in which they ccmaider the indiVidual 

el emmta of· cost 1n. ·arriving .1¢ · t~ir -~uaticm. o~ tQtal cOat,. ~ such 

eY&iusticm .. 18 . appropriate. Kowever,· t~ ~gotiaticm; J:'eeord. should fu1.1.y 

substezrti&te ami Juati:.f)" the reasoning .ltad1ng to.e:rq n~iat~ price. 

= (d} · In a:raex-. t~ permit thff. ~ evalua.ticm: .. of .coat data· 

sulmd.tt-ed.~ cantractors. 'hlr use 1lt .negot~illg prices1 it- DrJq be.~s&l'7 
, 

to.ol;Jtain.breakdowns. or -=count ~ in res~ tG ~ame ·cost items . . . 

p&rtieular~· thes-e wbqq treatment m&T be. dependent . upa1t s:Pee1al.. eircUDt

~ u stated .m .ta pr:fJ:teipi.u. ... CautractqrJs w:Ul.~ ~tect.to. b&. 

_.,. 
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-·· ·-. .. . P.ROPOS.AIS. TO CON!URM .ASPR 
SECTIOlf viii TO ASPR SECTION. XY 

Deletions: 

8-302 

·'1able. o-r ·contents 

Cost Principles ~licable to tlle Settl.ement Qt Certain 

Terminated Reseax-ch and ])evel.opuent Contracts. 

statement of Principles for Consideration _of C~sts. 

Pa.rt·2 

. Pages 82p i . 82l 

8-213. Cost Prillciples Applice.Qle to the. ~t1eD1ellt. ot- Certain 

i'eriainated Research and Devel.opment Contrac~s • 

. (To b~. · repl.aced. by. nev. material.) 

-Pa.rl 3 

Pa~s .823 through. 831 · 

8-302 Statement ot f,rinciplea. for Cons~deration of Coats •. 

Additions:. 

! . 

8-302 

:(To:. be replaced .. by- refe~ee ;to new 8-213~ )·_ 

~abl.e of ··Contents 

. Cost Princ_ipl~ .Applicable to the Settlement. ot. Ter.minated. 

Cont~s •. 

·:.Cost hincipl.es Applicable-to th~- Settlement of '!ermina.ted . 

· Contracts. 

. . 

. . 
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Part 2 

Cost Principles A"eilicable to the Settlement of Terminated 

Contracts.· In· the consideration .of costs iricident to. the. 

negotiation of termination. sett~ements 1 the cost principles 

· and .procedu;res in the aP,pllcable Part of ASP.R; Section .rr, 
. " 

· shall. be used as a guide in conjunction vi th . those set 

forth .below: 

(i) Common· Items. 'l'he cost ot items. reasonabl.y. usable 

on the ·contractor's other ·work shal.J.. not. be cor.t-

sidered acceptable unless the contractor submits 

evidenc~-· that it could not retain. such .items.· at 

cost· without. sustaining a loss. . Iri. deciding . · 

Whether· such items are reasonably usable on. other· 

·work ot the contractor, . the contraCting officer 

should consider the contractor 1 s plans and orders 

for· ctuTent and scheduled production. · Contempo• 

raneous purchases of ·common items. by. the contractor 

shaJ.l.. be regarded as evidence that such items. are 

reasonably .usable on the contractor 1 s other work. 

ArJ::r acceptance of comrlrm it.ems as allocahle to 

tlle ·terminated portion of the· contract should . be· 

limited to the exten.t that the quantities .of. such 

. i tem.s on hand, in transit, and on orde~ are in ex

cess of the reasonabl~ qup.utitative requirements of 

other·work. 

2 
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·(11) .· Costs Continuing After 'l'erminationo If' in a par

. ticular -case~ despite all. reasonable efforts .by 

the contractor, certain. costs cannot be discon

tinued immediately a:rter the· effective date of' 
. -

. tennination, ·such costs· are genera.l.l.y acceptable 

. witliin the limitati~ns set forth~ _ASPR XV, and 

this paragraph 8-213, except. that any such.costs 

aontinuing :after temination. due to. the negligent 

or 'WilruJ. failure. of' the contractor shall be · co~-

: · sidered unacceptable. 

(i~i) :Initial ."Costs, incl.ud.i.D.g .starting .~oad and .pre-

paratory costs, ~ genera.l.l.y a.eceptabl.e. 

(A) Starting :load- ~oats are costs of' a non• 

· recurring nature arising in the earl.y stages of ·pro~ 

duction and not fully absorbed b~ause of' the termination. 

Such., costs may.·inc.lude the cost of' labor and material, 

. and related ov~head. attributab~e to such factors as (I) 

excessive . spoilage resul.ting . from inexperienced labor, 

. (II): icUe. time. and. .. subnormal: production occasioned by 

·._··~eating . and changing methods:_ of proc·essing1 . (III) employee 

tr~ing,. and (IV)-. unf'amil.iari ty or. l.ack · of· exper:f..enc:e ·with 

the :producrt, ma.te~ials ,. manufacturing processes and . tech

niques. 

(B) Preparatory. costs· are costs incurred in pre

paring. to perform the te;minated contract,· incl.uding costs 

3 
TAB B 
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· of initial. plant .. rea:rra.ng~ent and alterations, manage-

· ment and personnel organization1 . production p~a.nnin.g 

·:and similar· activities1 but excluding special machinery 

and equipment and. starting load. costs •. 

· (c) If initial. costs are c~a:1med and ha.ve not 

been. segregated on the contractor's. books, segregation . 

. for settlement purposes shall be ~e ~cost reports 

and. schedules which reflect the· higb. .. unit cost incurr~ 

during. the early stages of the contract. 

{D) When the. settlement proposal is on the ~~ 

ventory basis, initial costs. shoul.d normal.l.y be allocated 

on.the b~is of to~al. ~d items called tor. by the. con

tract il!IJnediate.ly prior to tennination; however; if. the: 

. contract inc~udes end items of a .diverse nature,. some 

other equitable basis ms.y be used, such as machine or 

labor hours. 

(E) When initial costs are included in the 

settlement proposal as a direct charge, such costs shall 

not also be included in overhead. 

(F) · Initial costs attribl.¢ab~e to only one con

. t:ract shall. not be apportioned~ to other · eontracts • .. 
(iv.}> Loss of ~ef'u.l value o-r .. s;pecial. tooling, s;pecial 

machinery and equipnel!t is genera.IJ,y acce;»table: 

. provided (A) such special tooling, . machinery or 

equipment is not reasonably capable of use in the 

TAB B 
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- other -work of the -contractor; (B)- the interest of 

the Government is protected by transfer of title. 

or by other means-deemed appropriate.by the contract

. ing-officer; and (C) the loss of useful. value as. to 

a.ey- one terminated contract ,is l.imited. to that por~ 

· tion of the acquisition. cost .. which bear$.the. same 

ratio to the total acquisition. cost. as the tend.nated 

portio~. of the contract. b,ears to· ~he ·entir~ ter

minated contract and. other Government contrac_ts. for 

·which, the. speqial too~ing, spec_ial. machinery and 

equipment was acquired. 

(¥)- Rental costs under unexpired leases are generall.f 
. . 

acceptab~e Where c.l.ea.rly shoim .to -have been reason-· 

ably. necessary. for the performance ot the. terminated. 

coDttra.ct, less . the r~sidual· value of such .leases, if: 

. (A) the· amount of. such rental claimed does not 

exceed .th~ rea.sJnabl.e use value ·of the property leaseQ. for . 

the period of the contract and such further ·period. as may 

be· reasonable, and 

·.(B) the. c0nt~tor make~·-all .reasonabl.e .efforts 

.·-.. -·~· ... to. terminate, 8sfrl.B;tl, _ fJettle, or. otherwise reduce the cost 

of" such lease. 

There also. may. be incl.uded the ~st of· alterations 

of such l.eased. ]}ropertyf,. provided.. cuch alteratiOns.. ·. 

TABB 
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... · .·, :_ were. necessary. for the performance of the contract, 

and. of reasonable restoration required by the pro-

visions ·or the lease. 

(vi) .' g~ttlement ex;eenses. incl.ud.ing . the following are 

. gener~ acceptable; 

.(.) ac_couilting,: .legal, clerical, and s1m11 ar ·costs 

reasonably nec·essa.ry for (I) the preparatio~ and presenta

tion . to contracting officers of settlement cla.i.l:!n! and 

su.ppQrting Q.ata with.respect to the terminated portion of . 

the ·contract 1 Sll.d ,(II). the. termination and. settlement 9f 

. subContracts; and 

{B) reasonab~e costs tor ·the ~torage., transpoJ:i;a

tion, ~rotection., and dispobition of pro};)e~y acquired 

or produced for the contract. 

(vii) Subcontractor claims 1 including the ·allocable por

.. ·~tian of. -~aims which are common to the contract 

and to other·work of the-contractor are g~er~ 

acceptable • 

6 
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Part 3 

8• 302 · . · ·cost Principi.es · AP1J~cable · to the Settlement of l!'e~a4:ed 

. ,Contracts. Se·e ASP.R: 8-213. 

Reference Changes 

8-3Q3(a) 

8-3o4(b)(i11) 

8-503-5. 

. Page_- 631 - L:1.ne 4 ~ge -parenthetical reference 

8-302(b) (27) to 8-2.1.3 ~vi) • 

. Page· 832 - Line 3 change pa.renthet;ica.J.. .reference 

8-302-(b) · (~3) to- 8-21.3 (111). 

~- 841. - Line 5 change· pa.rent~tical reference 

8-302a (~) (a)(ii) to 8-21.3 .(1.). 

8-701 Cl.ailse par(t)_ - ~- 862 -_Line 3 change -refer~ce· 8-302_.to 

. 8-21.3· 

8 ... 703- ·clause .par( f) - Page 872- Line 3 change ret~rence 8-302· to 

8-21.3 • 

. t 
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15-000 scoPe of Section~ This section contains c~st principles and stand
~~~,, to be applied in the·deter.mination of historical costs; the preparation 
and presentation of cost estimates by contractors; and the review, audit 
and evaluation of cost data in contract negotiation and administration .• 

Part 1·- ApplicabUity · · · . ) 

15-101. Scope of Part. This Part prescribes the circumstances un~-which · .J 
-111 .S .. cost principles shall be used and the mt~e of that use in different· W,_. lA-
'}6_ situations in which costs 1 or an evaluation of costs 1 are a factor .. in the J;~A)Jt" 

~;z..·negotiation and administration of negotiated contracts and sUbcontracts, wvv-
~y 15-101~1 C9J11Prehensive Use. Part 2 is prescribed for use, generally, by 

contractors in providing pricing, repricing and termination settlement 
proposals; by audit· agencies in their advisory capacity of providing 
accounting infomation; and by contracting officers in the evaluation of 
cost infor.mation whenever such intor.mation becomes a factor in pricing 

. ' 
~, . . . 

or tel"Dlination settlements. Specifically, the nature of the use sha.J.l. be 
as follows: 

(a) General Uses. Part 2 .shall be used (i) as the contractu&l 
· basis for cost allowances in cost-reimbursement types of contracts · ·· 
. (including cost-reimbursement type subcontracts thereunder and the cost-
. -l'eiJ!lbursement portion of tim .. e and ma. terials contracts); ( 1i) as the con- d.i-. · 

tractual basis for the .settlem. ent 10f ·tel"Dlinated contracts when settlement tJ:::t . 
is made by determination of the contracting officer pursuant to ASPR · fJ;i .-
8-309; (i11) in the settlement of tel"Dlinated cost-reimbursement contracts ·C. >-
when ·the contractor elects to "voucher out" costs ·pursuant to ASPR 8-509; 
( 1 v) by prospective contractors and contractors in the submission of 
and ~rice· analyses in support of pricing, repricing,, ne verhe=a __ d __ 
and s~ttlement proposals· under tel'millation; and ( -y). ~ the 'Qasis. forfaudi~ 
reports, In connection w1 th ( 1•) 1 ( ii) and ( 11i) 1 Part 2 will be incorpo- : 
rated by reference in the contracts in order tbat the principles may be 
made ~inding upon the Government and upon the contractor. 

~- (b) . Use in Retrospective Pricing and Settlements. In arri~ 
at f~ed prices or. settlements for work which bas been completed or .sub- ... 

· stantially completed at the time of ne8otiation1· as in fiJlal negotiations 
undei fixed-price incentive contracts,· redetemination o·f price after com~ 
pl.etion of . the work, negotiation of fillal negotiated overhead rates 
pursuant to ASPR, Part 7 I Section III", or in negotiated settlements of 
contracts ·terminated tor the--convenience of the Government, Part 2·shall 
serve as the basis for the developnent and evaluation of· cost data, and 
in any event tor the resolution of questions of acceptabUity of costs. 
In such transactions 1 the treatment of costs is a major factor in arriving 
at the amount of.the price·or settlement. Negotiation ·is usually-limited 
to that portion of the price or settlement amount which consists of the 
resolution of costs not specifieal.ly treated in the-cost principles, dis
puted questions as to. reasonableness· ot costs 1 settlement of anticipated 
··close-out expenses and frequently profits. The fi1lally agreed price or. 

. . 
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. $ 
settl.ement represents l.;mething more than the sum total of e.llowable costs;~' 
it reflect!Ja final.resolution of all issues 1n the negotiation process. ' 
It must be recognized that, in negotiation of a price or settlement, the· 
parties agree on a final price· acceptable to each, which price does not 
neeesse.rUy reflect agreement on the evaluation of each element of cost 
thereof. 

(e) Use in Forward Pricing. To the extent that costs are a 
factor in forward pricing, these. principles apply to the development and 
evaluation of cost data. The extent to which· costs infl.uence forward 
pr.icing varies greatly depending upon the circ~stance~of each negotiation. 
Thus, whUe Part 2 will be used to evaluate cokfs~ta~c"l.t will not centro~ 
the negotiation of prices for work to be performed 1li the fu~e, as in 
firm fixed-price negotiations, inter.mediate price revision negotiations 
covering, in whole or important part, wrk which is yet to be performed, 

. or in target price negotiations under incentive contracts.. In negotiations s 
cov~ring. fut~~ .. ~k~~~o!!s~~~~ ~ importance of r 
.cost estimatesL'flar es e ending on theJcircumstaiics Ol each ne tion 

e vernment negotiator must be aware o o he factors which might 
have an effec;t on his judgment as to the reasonableness of the total pro
posed price, such as the technical, production or finanCial· risk assumed, 
complexity of work, competitive pricing, contractor's record tor efficiency,· 
economy and 1ngellil1 ty, as well. as avaUable cost estimates. However, in 
the negotiation, he must be free to bargain so that be can arrive at a 
total price which equitably distributes the risks as between the contractor 
and the Government and provides incentives for ef'~iciency and cost reductior\ 

. 'In arriving at such a price through bargaining, it is not possible to \7 identity the treatment of specific cost . elements since the bargaining is on ~ 
. a total price basis. Such ri e reac ed ·without discussion o cost r 

factors and will not reqUire negotiated r o ut1 · s 
acceptability of indi.vidual elements ot costs. Ne.vertheless, when the 
question ot acceptabUity becomes an issue, Part 2 will serve as a guide 
in the resolution ot the issue. · 

15-101.2 Definition of "Allowable" and "Allowed" in Relation to Negc>tia-. 
tion of Prices, Termil:lation Settlements and Overhead Rates •. The words · 
11alloWa.ble," "allowed, 11 and the like, used in Part 2, and as applicable 
to tiie negotiation of prices, termination settlements and overhead rates, 
mean : .. that the cost principles contained herein will be considered by the 
contractillg officer to the extent apprOpriate as a ·basis tor the evalua
tion· ot the cost factor. It does not mean tbat the negotiation is to be 

·· undertaken and pricing is to .be predicated upon mecbanical rules or 
. mathenatical formulae. 

Part 2- General Principles and Standards. tor Cost Consideration 

~.I S . 15-200 . Scope of Part. This Part contains general prin~iples for the tJZ evaluation or determination of cost in supply, service, and research and 
h,\ dev~:pment contracts and subcontracts with commercial organizations • ..____,__ 

~~~p/-r-· ~rv~ 
x/fr : . ~y;- -2- ~ ~', 
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15-20~ Basic Considerations • 
... 

15-20~.1 Composition of Total Cost. Total cost includes the allowable 
direct and indirect costs allocable t_o the contract, incurred or to be 
incurred, less any allocable credits. 

' . 

15-20~.2 Definition of Allocable Cost. An allocable cost is one which is 
assignable or chargeable to .a contract, product, product line, pr6cess, or . 
class of customer or activity ·in accordance with the relative benefits 
generated or other basis of relationship. Thus, a . cost allocable to a 
Government contract· is one which: 

(a) was incurred specif'icall.y for the contract 1 o 

(b) benefits both the contract and her work r Government and 
other work and can be . distributed to them in reasonao e proportion to the 
benefits received, or 

(c) ;..is necessaey to the over-e.il operation of the business, 
although a· direct relS.t_ionship to any particular product ·or process cannot. 
be shown. . a. . 

.-- Pinan,,' ""1 · ... "' 
(d) Laoes not involveAtransactions related to the capital of the 

business, orffs not otherwis§eic.luded by this Section or other specific 
COntractual provisions e .i:/:v-6 S ; p r tJ• ;;61• 1 d C · J~W D ,.-. · . 

15-201. 3 Factors Determining AllowbUi ty of Cost. Factors to be consid
. 1 ered in dete~ing the allowabUi ty of individual. items of cost include S ll- '( i) reasonableness, ( ii) application of those general.ly accepted accounting 

v principles and p~tices appropriate to .the particular circumstance, (iii) 
· exclusion of particular items of cost as a matter of pUblic policy as ~e- , 

cifically set forth in this section, and (iv) significant ·deviations from~ 
the establ~shed practices of the contractor which wuld substantially 

1 
~ # 

increase allowable cost.. =. . . - ~ 1..· .-t 

15-201.4 Definition of Reasonableness. A cost is reasaonble if~by\~"r · 
nature or amount, it does not exceed that which would be incurre by an · 
ord.UlarUy prudent person in the conduct of competitive business Hence, . 
the question of the reasonab:J.eness of specific costs must be scrutinized 
with '.particular care in connection With companies· or separate diVisions 
thereof w.bich are doing the preponderance of their business with the 
Government and which, therefore, are not subject to competitive restraints. 
What is reaSonable depends upon a variety of -considerations and circum-
stances involying both mture and amount of the cost in a specific case. 

In for.mtng an opinion concerning the ·reasonableness. of a ·given 
cost or expenditure, consideration should be given to:· 

-3-
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~ (a) Whether the cost is of a type generally recognized as (\ 
ord..:1Ilar:r and necessary for the conduct of the business and the performance 
of the contract. 

(b) The restraints or ·requirements imposed by such factors as 
generally accepted sound business practices, arm's length bargaining, 
Federal and state laws and regulations, and contract texms and specifica-
tions. · · 

{c) The action that a prudent business man would take in the 
circumstances. This consideration should include his responsibilities to 
the owners of the business, to empl.oyees, -customers, the Goven:unent, and 
~e public at large. 

15-201.5 Credits. Any income, rebate, allowance or other credit relating 
to any allowable cost earned or expected to be earned durillg the period of 
contract performance shall. be credited to the Govel'J:mlent either as a cost 
reduction or by cash refund, as appropriate. 

15-202 Direct Costs. 
(a) Direct costs are those incu:r:Ted or to be incurred solely for 

the benefit of a single cost objective. Costs incurred or to be incurred .._ 
solely for the benefit of the contract are direct costs of the contract· and 
are to be charged directly thereto. Costs -incurred solely for the benefit 
ot other work of the contractor are direct costs of tbat work and are not 
to be charged to· the contract dil-ectly or through overhead allocation. f'\\ 

. ~, 

(b) This definition must be applied to all items of cost of 
significant amount regardless of the. established accounting practices of 
the contractor unless the contractor demonstrates that the application of 
his current practice achieves substantia.l.ly the same results. Direct cost 
items of minor amount may .be distributed as indirect costs as provided in 
ASPR 15:-203. 

(c). Classification ot. an item as a direct cost is not determined 
by its incorporation in the end product as material or labor. . A direct 
cost is any cost incurred or to be incurred for a single cost objective; 
e. g. i. contract or other work. regarcUesa of the nature of the item. 

/15-203 . Indirect Costs. :, . .· . · · 
. ... ·. . . (a)· Indirect costs are those incurred or to be incurred for more 

than one cost objective and those minor direct cost items considered to be 
·mdirect. costs for reasons of practical! ty. 'lhus, after direct costs have 
been determined and charged directly to the contract or other work as appro
priate, indirect costs remain to be e.llocated to the several classes of work. 

t:.'l 

(b) Indirect costs sba.ll be accrumulated by logical cost groupings 
which are 1n turn distri'buted to the cost objectives. The groupings should 
be determined so as to permit a d:f.stribut 1on weighted in accordance with the 

,f'\\ 
-4-

..... 



_. ~ ., : _.. . - .. : . : ~ ' ~ i. : -:_ . :.·.··.··...:. ..... ' ,.r, .::: • -~ ', ,"• •• •- • •• ·-··.: ... ·.·t .J •• : .... .:. ·.··:. ,l,·.: .. -··.:.· .: .. ·. 

r~son for incurring the cost and the benefit accruing to the cost objec
tives to which distributed. Commonl.y, manufacturing overhead, selling 
expenses",_ and general and administrative· ~enses are separately grouped. 
Similarl.y, ·the particular case may require subdivisions of these groupings; 
e.g., building occupancy costs might be separable fran those of personnel 
administration within the manUfacturing expense group. The number and 
composition of the groupings is affected by practical considera tiona .0 This 

·principle is not to be applied so. rigidl.y as to unduly compl.icate the allo~ 
. cation .where substantially the same results are achieved through l:ess . 
precise methods. 

(c) The individual· cost groupings shall be distributed to the 
several·cost objectives. This necessitates the selection of a distribution 
base common to all cost objectives to which the grouping is to be allocated. 
The base should be so constructed as to weight the allocation of the group
ilig to the cost objective in proportion to the reasons for incurring the 
costs and the benet! ts accuring. The principle for sel.ection stated in · 
this paragraph- is not to be applied so rigidly as to unduly complicate the 
allocation where substantially the same results can be achieved through 
less precise methods. 

(d) The method of allocation of· indirect costs must be base~on· 
the. particular circumstances involved. The method shall. be in accord with 
those generally accepted accounting principles as are applicable in the 0 ° 

circumstances • The contractor's established practices 1 if in accord w1 th 
these genera.lly accepted accounting pr1ncip1es ·as are applicable in the · 
circumstance, shall. be acceptable. However, changed cireumstances .may 
re~re. a reexamination of the methods used by the contractor, especially 
when: · 

( i) any substantial difference occurs between the cost 
patterns· ot work under the contract and other work 
ot the contractor; or · 

(ii) any significant. c~ge occurs in the llature of the 
business, the extent of subcontracting, fixed asset 
improvEment programs, .the inventories, the vol1lme of 
sales and production, manufacturing processes, the 
contractor's products 1 .. or other relevant circumstances. 

(e) The base period for allo~ation of indirect. costs is the 
period during which ·such costs are incurred and acc1Jm.ulated for distribu
tion to. liOrk performed in that period. · The· base period shall be repre
sentative of the period of contract performance and shal.J. be sufficiently 

. long to avoid inequities in the allocation of costs,. but in no event 
longer than one year • ......._ __ _,_ __ 

. 15-204.1 · General. Applications ot the above basic cost principles and 
standards to certain selected items of cost are set forth below. These 
app11cations govern,· whether the particular item of cost is treated by 
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the contractor as direct cost or as indirect cost.· The cost principles ., ~, 
in Part 2 hereof do not cover every element of cost nor every situation 1 \ 

tbS.t might. arise in a particular case. Failure to mention any item of cost 
in Part 2 is not intended to imply that 1 t is either a.J.J.owable or not allow
able. They will be accorded that treatment which by analogy approximates 
the philosopby reflected in Part 2. 

1
&:covered elements which are signifi-

cantly ~ge in relation to the est ed cost of pertomance and which 
are not susceptible for treatment by analogy will be subject to recommenda-
tion of higher authorit'Q · _ . . 

15-204.2 Listing of Costs • .[ ___ c---·'··-- --~~=--- ....... _ ··--
.. (a) Advertising Costs. 

(l) Advertising costs include the cost of advertising m~~a 
and corollary administrative costs. Adve;'tising, media include magazines~ 
newspapers, radio and television programs 1 direct mail.,· trade papers 1 out
door advertising, dealer cards and window displays 1 ccmventions 1 exhibits, 

·---.... .-1. 

free goods and ·samples, and sales li t~18oture. The following advertising ~ _ • 
costs are allowable:._.,.,~ ~"lhd" ~ ~ ~ ~ 4· ~~ ·...-.... 

. . 

$1~(i) advertising in trade and ~echnical journals, ·_ 
provided such advertisillg does :cot offer specific 
products or services for sale but is placed in· 
journals which are valuabl.e for the dissemillation 
of technical ·information within the contractor's f\. 
industry j and 

s'~i) help-w.nted advertising, as set forth in (gg). 

41 (v) 

below, when considered in conjunction with ~ 
. other recruitment costs; 

iristitut1oll8J. advertising; i.e., advertising 
which does not offer specific products for sale, 
but which places the contractor's name before 
the public in order to maintain the. contractor's 
well.• being ·as a commercial entity. ---------

( 2) In connection with this element, ·special care must be 
exercised in determining reascmableness. Reas011£.bleness should be appraised 
in light of: · · 

r ( 1) the pattern of past advertising programs; 

-6- . 
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(iii) 

the presence or absence of competitive 
restraints; 

the contractor 1 s need for such advertising;· 
i.e., since institutional. advertising· is designed 
primaril.y to maintain the contractor 1 s well-being 
as a commercial entity, contractors wose prin
cipal cus~r ,is ,the Govermnent bave relatively 
less need for' iil:sti tut10Dal advertising, and sub
stantial ~enditures tor this type ot advertising 
by such contraetors -would be unreascmable. 

(3) Except as provided in (iii) and {iv) above, all adver
tising Which offers products tor sale is unallowable. 

. (b) Bad Debts. Bad debts, including losses. (whether actual or 
~timated) arising. from uncollectible custom~rs 1 . accom1ts and other claims, 

. related collection costs, and rela.t.ed legal costs are unallowable. 

(c). Bidding Costs. Bidding costs are the costs of preparing 
bids or. proposals. on potential ~vermnent and non-Government contracts or 
proJects, including the develo:pment of ens;tneering and cost data necessary 
to support the . contractor 1 s bids. or proposals. Bidding costs ot the curren.t 
accounting period of both successful and unJuccesstul bids and proposals 
normal.ly sball be treated as i.ndirect ·costs and allocated currently to all . 

. r' ... ~~business ot the contractor, in which event no biddins costs ot past account-
'· r / ing periods sball be al.locable in the current period to the Govermnent con- . 
._, / tract; however 1 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 it found to be reasonable 
and· equitable. · 

(d) Bonding Costs. 

(1) Bondins costs arise when the Govenm1ent requires 
assurance against financial loss by reason of the act or detaul t of the 
contractor. They arise also in instances where the contractor requires 
the assurance in eotmection w1 th the :performance ot the contract·.... Included 
are such bondS as bid, pertomance, P&l'D1ent, advance p~ent, intringe.ment 
and f1del1 ty. 

(2) Costs of bonding required pursuant to the tems of the 
contract are allawable. - · 

( 3) Costs ot bonding required by the contractor in the 
general conduct of his business are allowable to the extent that such 
bonding is in accordance with sotmd.business practice and the rates and 
premiums are reasonable under the circ1JD1Stances. 
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(e) Civil Defense Costs. 

(1) Civil defense costs are those incurred in planning for, 
and the protection of life and property against, the possible effects of 
enemy attack. Reasonable costs of ci vU defense measures (including costs 
in· excess of normal plant protection costs 1 first.-aid training and supplies, 

y fire fighting .training and equipment, posting of additional eXit notices 
(' 111"' and directions,. and other approved ci v1l defense measures) undertaken on 
o the contractor's . premises. pursuant to suggestions or requirements of civil 

defense authorities are allowable when allocated to al1 work of the con
tractor. 

~- ·. · (2) Costs of capital assets acquired for civil defense 
·~~·, Cjll"' purposes shall be depreciated in accordance with (i)~preciatio.!!i'below. 

. .;-

. ~ (3) Contributions to local civU defense t\mds and to 
local. civU defense projects are covered in (h). 

/ (f) Compensat~on for Personal Services. 

(l) Compensation for personal services includes al1 
f. remuneration paid or accrued, 1n whatever form and whether paid immediately 

r deferred, for services rendered by employees to the contractor during: . 
· the period of contract performance. It includes, but is not limited to, 

8J.aries, wages, directors' and executive committee members' tees, bonuses, 

vo to pension, annuity, stock-bonus and profit-sharing plans. Subject to spe- . 
~~I~ a cific ions set forth herein, such costs are allowable~ the extent 
'l~~"y·~ t th c ensation of in employees, in wha ever fom paid, u· 8 reasonable for the sei'Vices ren~re • 

(2) Compensation is reasonable to the extent that the total 
amount paid or accrued, in whatever form, is commensurate with the contrac
tor's established policy which conforms generally to compensation paid by 
other contractors of the same size 1 in the same industry 1 or in the same· 
geographic area for s1m1 1 ar services. · Canpeilsation paid to owners ot 
closely-held corporations 1 to partners .and sole proprietors, to members of 
their. immediate famUies, or to persons who have a commitment to acquire 
a substantial financial interest 1n such enterprise, will be particul.S.rly 
scrutinized to detemine whether the compensation is reasoll8ble in amcnmt 
and aetually is for personal services rather than a distribution of profits. 
In addition, compensation expenses must be particularly scrutinized 1n 

·light ot the presence or absence ot the restraints occurring in the ·conduct 
of com:peti ti ve business. Compensation disallowed as a· deductible expense 
for Federal inceme tax ·purposes, because it is unreasonable in amount, is 
not allowable. 

( 3) ·compensation for services rendered in lieu of salary 
to partners and sole proprietors will be allowed to the extent tbat it is 
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reasonable and does not constitute a distribution of profits, even through 
such allowances are not deductible· expenses tor Federal income tax purposes • 

. ·_ · (4) In addition to the general requirements set forth in 
(l) through (3) above, the following apply tO specific forms of compen
sation: 

: (ii) 

Salaries and Wages.. Includes gross compensa
tion paid to employees in the form ot cash, 
products 1 or services, and may include payroll 
taxes, workmen • s compensation insurance, and the 
cost ot supplemental unemployment benefit ple.ns. 
Deterred wages and salaries are allowable to the 
extent authorized in ( v) below • 

Cash Bonuses and· Incentive Compensation. Cash 
bonuses to employees and incentive compensation 
based on production, ·cost reduction, or efficient 

. management or pertomance, suggestion awards, and 
safety awards, including compensation dependent 
upon or measured by profits, are allowable to ... the 
extent paid or accrued pursuant· to an agreement 
entered. into 1D good faith between the contrac
tor and the employees before the\·services were 
rendered, or ·pursuant to an established.plan. 
consistently followed by the contractor which 
constitutes in effect an tmplicit agreement on 
the part ot the contractor to make such payment. 
Deterred bonuses and in~entive compensation are
allowable to the extent authorized .in ( v) below~ 

(iii) Bonuses and Incentive Compensation Paid in Stock. 

.... 

Bonus and 1Dcent1 ve compensation, as defined ,in 
( 11) above, paid in the stock of the contractor 

·or ot an affiliate,· .are all.owable to the extent 
set forth in .( ii) above (including the incorpo
ration ot the principles of paragraph (v) tor 

· deferred bonuses and incentive compensation), 
subJect .to the following additiollal requirements: 

': . . 

· (A) Valuation placed on the stock shall be the 
fair market value, detemined upon the most 
objective basis· available. 

(B) Accruals tor stock prior to acquisition by 
the employees v11l be subject to ·adjustment 

·according to the possibUities that the ·employees 
· will not acquire such stock and that the accruals 
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(iv) 

will be forfeited. Such costs otherwise allowabl]~ 
are subject to adjustment according to the prin
ciples set forth in (v){F) and (v)(G) below • 

If- zoi.f. -z.u)(+){v) 

Stock Options. The cost of options to the em- . 
ployees to purchase stock of the contractor or of 
an affiliate, whether restricted or unrestricted 
as defined by Section 421 of the Internal Revenue 
Code, shall be allowed to the extent that the 
market value of the stock exceeds the option 
price at the da.te the option is granted. The 
current market value of the stock shall be deter-

. mined according to· the criteria set forth in 
paragraph (iii) above. If the exercise of an 
option is conditioned upon 'tuture contingencies, 
the cost will be amortized rateably over the 
period commencing from the issuance ot the option 
to the earl.iest date (other than death of the 
employee) when the cont:lllgencies can be fulfilled. 
Allowable costa for options that may not be 

· exercised will. be adjusted according to the 
principles set forth in (v)(F) below. 

( v) Deferred Compensation. 

(A) As used herein, deterred compensation ~- .t=\ 
eludes all. remuneration, in whatever form, tor 
se~ces currently rendered, tor which the 
employee is not paid until after the completion 
of the year 111 which the services are rendered, 
except that it does not include normal end of 
accounting period accruals, nor· stock options·. 
It incl.udes contributions to pension, azmui ty, 
stock bonus, and profit sharing plans qualified 
within the meaning of Section 4ol of the Internal 
Revenue Code; .contributions to such plans tbat 

[ not so qualified; and other deferred eompen-

r. ....~ sation.., such as wages and salari.e~ ,. bonuses and 
incentive awards, whether paid in cash.or in . 

. stock. Deterred retirement· compensation may· _ 
include disabil.ity, withdrawal, insurance or 
survivorship benefits. · 

(B) Deterred compensation is allowable to the 
extent that it is for services rendered during 
the contract period; is, together with all other 
campen~ation paid to the employee, reasonable · 
in amount; and is paid pursuant to an agreement 
entered into in good faith between. the contrac-
tor and employees before the services are rendered, 

/'\ 
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or pursuant to an established plan consistently 
followed by the contractor which constitutes, 
in effect, an implicit agreenent on the part of 
the ·contractor to make such payments. 

------

(c) Contributions to a plan that has been · 
approved, pursuant to Section 401 ot the Internal 
Revenue Code, by the Internal Revenue Service, 

~ 'Will be presumed to meet requirements of ( v) (B) 
above. Such amounts are allowable as a cost 
even though they ar~ not currently deductible 
for Federal incOme tax purposes because of the 
limi ta.tions of Section· 404 of the Internal 
Revenue Code, provided such payments are for 
services rendered during the contract period. 

(D) Contributions to a pension or annuity plan· 
by a tax-exempt or nonprofit organization will be 
pres'\lUled to meet requirements of ( v) (B) above if 
such plan, as determined by the Department to 
which audit cognizance is assigned, fulfills the 

~
equirements of a "qualitied" plan according to 

' ectio.n 401 of the Internal Revenue Code and -. 
pplicable Treasury regulations. A dete:rmilla

tiqn by one Department tbat a plan fulfills these 
requirements, in the absence ot ebanged. condi- · · 
tiona, generally will b~ accepted by other 
departments. · 

(E) Contributions to pension, annuity, profit 
~- ' sh6r1ng, and _stock bonus plans which do n_ot meet 
'ivr" the requirements of Section 4ol of the Interrial. 

~
., Revenue Code (.iilcl.uding plans from Wh~ch approval 

ot the Inter.t:lal Revenue Service has been w1 th
drawn effective during the eourse ot performance 

. ot the contract) and other deferred compensation, 
are allowab+e to the extent tbat the total com
pensation paid to the employees involved, in · 
whatever torm, meets the requirements of ( v) (B) 
above.. . . 

.... 

(F) In determining the cost of deterred compen
sation allowable under the contract, appropriate 
adjustments will be made for credits or gains 
arising out ot both normal and abnormal employee 
turnover, or any other contingencies that can 
result in a forfeiture by employees of·such 
deferred compensation. Adjustments will be made 
only :for forfeitures· which directly or indirectly 
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inure to the benefit of the contractors; forfei- .~ 
tures which inure to the benefit of other employe 
covered by a deferred compensation plan with no 
reduction in the contractor's cost will not nor
mally give rise to .adjustment in contract costs. 
Adjustments for nonnal employee turnover will be 
based on the· contractor's experience and on fore
seeable prospects, ·and will be reflected· in the 
amount of cost .currently allowable. Such adjust
ment will be unnecessary to the extent that the 
contractor can demonstrate tbat its contributions 
take into account normal forfeitures. Adjustments 
for·possible future abnormal forfeitures will be 
effected accordtng to the following rules: 

(l) Abnormal forfeitures that are foreseeable· 
and which can be currently evaluated with rea
sonable accuracy, by actuarial or other sound 
computation, will be ref'l.ected by an adjustment 
ot current costs otherwise allowable. 

( 2) Abnormal fortei tures, not w1 thin ( 1) above~ 
may be made the subject of agreement between the 
·Government .and the contractor either as to an · 
equitable adjustment· or a method of detenu1n1ng 

·such adjustment. .~ 

(G) In determining whether deferred compensation 
is for services rendered during the contract 
period, consideration will be given to conditions 

· imposed upon eventual payment to determine whether 
or not such a portion of deferred comp~sation 
pa,ment is for future services. A requirement of 
continued employment does not necessarily indicate 
that the deterred compensation pertains ·in part 
to future services. 

(vi) Fringe Benefits. See ( o J. 

(vii) Overtime, Extra-Pay Shift and Multi-Shitt 
Premiums. See ( y) • . 

(viii) Training and Education Expenses. See ( qq) • 

( ix) Insurance and Indemnification. See (p). 
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(g) Contingency Reserves. 

(l) A contingency is a possible future event or condition 
arising from presently known or unknown causes, the _outcome of which is 
indeterminable at a present tfme. 

(2) In historical costing; i.e., costing as related to past 
events or experience, contingency reserves are not allowable. 

(3) In connection with est~tes of future costs, contin
gencies fall into two categories: · 

(i) Those which may arise from presently known and 
existing conditions, the effects of which are 
foreseeable within reasonable limits of accuracy; 
e.g., anticipated costs of rejects and defective 
work. In situations where they exist, contin
gencies of this category are to be included in 
the est~tes of future cost under the several 
elements ·of cost so as to provide the best 
esttmate of perfo~ce costs. 

(ii) 

-. . ~ 

Those which· may arise from presently known or . 
unknown conditions, the effect of which cannot 
be measured so precisely as to provide equitable 
results to the contractor_ and to the Government; 
e.g., possible inflation, and other general 
business risks. Contingencies of this category 
are to be excluded from cost estimates under the 
several items of cost, but should-be disclosed. 
separately, 1nclud1ng the basis upon which the 
contingency ~s computed in order to facilitate 
the negotiation of appropriate contractual 
coverage.- See, for example, (p), (t) 1 and (mm) • 

. I (h) Contributions and Donations. 

(1) Reasonable contributions and donations to established 
nonprofit charitabie, scientific, and educaticmal organizations are allow

~ ... able provided they (i) may reasonably- be expected to result in future. 
\_,1;. benefits to the· contractor through advancing, directly or indirectly 1 the 
1\ technology ot his industry . or increaaiDg the supply ot trained manpower 

· ~-. available to it, (ii) are in lieu of the cost of similar facUities which 
the contractor would have to proVide, such as employee medical or recrea-
tional facilities, (iii) are expected of· ~he contractor by the community 
and 1 t can reasonably be expected .that the prestige of the contractor in 
the community would sutter through the lack ot such ·contributions., or ( i v) 
contributions to local civil. defense funds, or to local· civU defense pro
jects for use in tbe community in which the contractor operates, are 
allowable. · 
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( 2) The reasonableness of the amount of particular con- ~\ 

tributions. and the aggregate thereof for each fiscal. period must ordinarl.l)- A 
be Judged in the light ot the pattern of past contributions, ps.rticularl.y CA. 
those made· prior ·to the placing of Govenment contracts, and should also /J. ' 
be Judged in the light ot the presence or absence of restraints occurring f. 
in. the conduct ot competitive business. The amotmt of each allowable con-_ J 

tribution must be deductible for purposes ot Federal income tax, but this · 
condition does not, in its~, j~tif':( allowab~ity as a contract cost. v~ 

(1) Depreciation. - ~ 

(l) Depreciation is a charge to current operations which 
distributes the cost of a tangible capital asset, less estimated residual 
value, over the esttmated useful life of the asset in a ~ystematic and 
logical manner. It does not involve a process of valuation. Useful life 
has reference to the ·pros~ective period of economic usefulness in the . 
particular contractor's operations as distinguished· from physieal life~· 

(2) Depreciation on a contractor's pJ.ant, equipnent, and 
other capital_ facUities is an allowable element of contract cost; provided 
that the amount thereof is computed: ·. 

· ( 1) upon the property cost basis used by the contrac- · 
tor tor Federal income tax purposes (see Section 
167 of the Internal Revenue Code of 1954) i or {',\ 

(11) in the case of· nonprofit or tax-exemp~ organiza-· 
tions 1 upon a property cost basis which could 
have been used by the contractor tor Federal 
income tax purposes 1 had sueh organizat'ions been 
subject to the pa-yment of income t&xi and in 
either case 

(iii) by the consistent application to the assets con
cerned of any generally accepted accounting 
method, including those recognized by Section 
167 of the Internal Revenue Code of 1954, as 
follows: 

. (A) · the straight line method, 

· (B) the declining bal.ance method, using a rate 
not. exceeding twice the rate which would have· 
been used had the annual allowance been computed 
under the method described in paragraph (A), 

(C) the sum ·of the years-d18its method, and 

(D) any_ other consistent method productive of an~· 
SJmual allo'Wallce which, when added to. all allowance 
for the period commencing with the use of the 
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property and incl.udiilg· the current year, does not, 
duri.Og the first two-thirds of the useful life of 
the property 1 exceed the total of such al.lowances 
which would have been used had such a.ll.owances 
been computed under the method described in para-
graph (B). . 

( 3) Depreciation should usua.J.ly be allocated to the con
tract 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. · 

( 4) Where a contractor has received a determillation of true 
depreciation f~ an Emergency Facilities Depreciation Board relating to an 
emergency 'facility covered by a certificate of necessity, 'it may elect to 
use either noimal.or true depreciation. However, the method elected must 
be followed consistentJ.y throughout the life of the energency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with. (2) abov:e. Where an election is made 
to. use true depreciation, the amount allowable as depreciation: 

-· . . 

(1) with respect to the emergency per1od.(5 years)· 
shall be computed·in.accordance with the deter-· 
mination of the· Emergency Facilities Depreciation 
Board; and 

( ii) after the end of the emergency period shall be · 
computed by distrib\!ting the remaining und.epre
ciated portion of the cost of the emergency 
facility over.the balance of.its useful life 
(but see (5) below) provided the remaining un
depreciated portion of .such cost shal1 not 
incl.ude any amount of unrecovered true depre-. 
ciation • 

.. · (5} Depreciation on idl.e or excess facUities shall not be 
allowed exeept on such facilities as are reasonably necessary for current 
and :!mmediatel.y prospec~i ve production~ 

\ 

( 6) · No depreciation s~. be all~wed, as such,· or as a 
tal :or use cbarge, on assets ·atill."in use which have been fully depre

ciated when a substant1a.l portion of such depreciation was on a basis that 
r~resented, in effect, a recovery thereof as a charge against defens~ 
contracts· or subcontracts. Otherwise, a mutually agreed upon use charge 
may be allowed. In determining this charge, consideration should be given 
to cost, total estimated useful l.ife at time of negotiation, and effect of 
any increased maintenance charges or decreased efficiency due to age.· 
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(J) oyee Morale, Health end Welfare.costs and Credits. ~. 
Reascmable costs o health and welfare activities, such as house publica
tions, health or first-aid clinics, and employee counseling services, 
incurred, in accordance with . the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, ~loyee morale, and employee perfor.mance, 
are allowabl.e. Such costs shall. be equitably allocated to all work of 
the contractor. Income generated from e:r:ry ot these activities . shall be 
credited to the costs thereof. un].ess such income has been irrevocably set 
over to employee welf'are organizations. 

(k) Enterta.imnent Costs. · Costs of amusement, diversion, social. 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals~ transportation, and gratuities, are UD8l.low.bl.e (but see ( j), ( o}, 
and (ppJ). 

(l) Excess Facility Costs. Costs of maintaining, repairing, 
and housing idle and excess contractor-owned facilities,· except those rea
sonably necessary forcurretitand tmmediately prospective production purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization ·production sball be the subject o~ a separate contract. 

(m) Fines and Penal ties. Costs resulting from Violations of i. 
or failure of the contractor to ccmply with, Federal, State, and local. 
laws and r 6

"'"'
1 etions are. unallowable except when incurred as a result of 

compliance ri'th specific provisions of the contract, or instructions in ~~ 
writing from the contracting officer. 

(n) Food Service and DOrmitory Cbo.ts and Credits.·· Food and dormi
tory services include operating or furnishing facUi ties for cafeterias, 
dining rooms, canteens, lunch wagonS, vending machines, living accommoOations 
or s1m1Jar. types of services for the contractor's employees at or near the 
contractor's facilities. Reasonable l.osses tram operation of such services . 
are allowable, (i) when it is,.the policy of the· contractor to operate such . 
services at a profit or at cost; and (ii) when it is the pol.icy of the con-

' tractor to turn:i.sh such serviaes at a l.oss' or w1 thout cost to the employee; 
provided, however, . that such losses are allocated to all activities served. 
Profits (except profits irrevocably set over to an empl.oyee wel.fare organi-
zation of· the ·contractor in amounts reasonably useful for the benefit of 

.the employees at the site or sites of eontnict perfoi1nancel accruing to the 
· contractor· from the operation of these :services, whether operated by the 
contractor or by a concessionaire, shall. be treated as a credit, and all.o-
cated· to· all. activities served.~ . · 

(o) Fringe Benefits.· Fringe ,benefits are allowances and serv
ices provided by the contractor to its 8mployees as compensation in addi
tion· to regular.wages and salaries. Costs of fringe b~efits, such as pay 
for vacations, holidays, sick leave, mUitary·leave, and employee insurance, 
are allowable to the extent required 'by lav, 'employer-employee agreement' 
or an established policy of ·the contractor. f\ 
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(p) Insurance and Indemnification. 

(1) Insurance.includes (i) 1~surance which the contractor 
is required: to carry under the terms of the contract, and ( ii) any othe~ 
insurance which -the contractor ma:irltains in c~nnection w1 tb the general 
conduct of his business. 

. {2) Indemnification involves a contractual commitment 
between the Govermnent and ~be C()ilt~ctor 1lhereby. the Government agrees 
to secure ·the con~ractor ag~st loss o'r damage falling upon the contrac
tor fro~ same stated responsibility· assumed b,y the contractor or from a 
stated demand of a third party. 

{3) Costs of insurance required and maintained, ~suant to 
tbe contract, are allowable. 

( 4) Costs of other insura.nce maintained by the contractor 
in connection w1 th 'the general conduct of ·his business are allowable sub
ject to the following l~itations: 

( i) typ~s and extent of coverage shall be in accord- . 
ance with sound business practice and the rates 
'·S.na premiums· shall. be reasonable under the cir
cumstances; 

(ii) costs allowed for Business Interruption Insur
ance shall be limited to exclude coverage ot 
prof:i t, interest, and any other items of cost 
mlallowable under this Part; 

·{iii) cost of insurance or of any contributions to 
.anY reserVe covering the risk of loss of or 

. · c1.amage to Government-owned property are allow
able only to the extent that the Government shall 
have required protection by such insurance or 
reservej 

{iv) contributions to a reserve for a self-insurance 
program if the types of coverage, extent of 
coverage,and the rates and premiums would have 

· ·been allowed bad insurance been purchasable to 
_cover the risksi and 

(v) costs of insurance on the lives of officers, 
partners, or proprietors are allowable to the 
extent that (i) the insurance is part of en 
employee plan, specified in ( o), and ( ii) addi
tfonal insurance which represents compensation 
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to the officer, partner or proprietors for serv
ices rendered, within the provisions of (f). 
Premiums for insurance 1n which the contractor 
is the beneficiary directl.y or indirectly are 
not allowable. 

· (5) Actual losses nQt re~bursed by p~r.missible insurance 
· (through an approved sel.f-insurance program or otherwise) are unallowable 

unless expressly proVided for in the contract 1 except 

(i) costs incurred because of losses not covered under 
nominel. deductibie insurance coverage provided in 
keeping with sound bUsiness practice, are allowable. 

( ii) minor losses not covered by insurance, such as 
spoilage, breakage and disappearance of small 
hand tools, which occur ill the ordillary course of 
doing business 1 . are allowable. 

·_ (6) · The Government is obligated to indemnify the contractor. 
for losses sustained onl.y to tile extent expressly provided for in the 
contract. 

( q) Interest and Other Financial Costs. Interest (however repre-
sented), bond discounts,· costs of financing and retioanctng operations, legal 
and professional fees pe.id in connection .with the preparation of the- prospec
tus, costs of preparation and issuance of stock rights, and costs related 
thereto are unallowable.~ept tor interest assessed~ State or local taxing 
autho~ties under the c()nditions set forth in (oo) ffiut see _(x)]. 

( r) Labor Relations . Costs. Costs incurred 1n maintaining satis
factory relations· between the contractor and 1 ts employees 1 inelud1llg costs 
of shop stewards, labor· management committees,·· empl.oyee ·publications 1 end 
other related activities are Sllowable. · 

( s) Losses on Other Contracts. An excess of costs over income 
under any other contract (including the contractor's contributed portion 
under 'cost..:sbaring contracts) 1 whether such other contract is of a suppl.y 1 

researeh and development,· or other natur~, is Unallowable as a cost of 
performance of. the Govermnent 'contract. : · 

.(t) Maintenance and Bepair Costs. 

(l) · Costs necessary tor the upkeep of property (including 
Government property_ \mless otherwise provided tor), which neither add to 
the perr;ne.nent value of the property nor appreciably prolong its intended 
life, but keep it in an efficient operating condition, a" to· be treated · 
as follows: 
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(i) In the event the contractor accrues maintenance ,1\ 
and repair costs based upon a regul.ar program 
tor the maintenance and repair of facilities in· 
accordance with sotmd industrial practice, such 
accruaJ.s are allowable. 

( ii) In the event a contractor does not accrue main-. 
tene.nce and repair costs 1 but charges them as 
incurred, such charges are aJ.lowable to the ex
tent tbat they are rea.Sollable and in line with 

' ' prior experience .of the contractor. 

· · . (2) Expenditures for plant and equipnent which, according 
to generally accepted accounting principles as applied under the contrac- . 
tor's established policy, should be capitalized and subjected to deprecia
tion are allowable only on a depreciation basis. 

( u) Manufacturing end Production Engineering Costs. Costs of 
· manufacturing _and production engineering, including engineering activities 

1n connection -~ th ·the following, are al.lowabl.e: 

'I; I 
(· 

· ( i) current· manufacturing processes such as motion · -~ 
and time study, methods analysis 1 Job analysis 1 -,. 

and tool design and improvement; and · 

(ii) current production problems, such as materials f\\ 
analysis for production sui tabili t7 and c:anponent 
design for purposes of stmplif,ying production. 
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(v) · Hateri.al Costs. 

. .. · (1) This item includes the net costs of such items as ra1-r 
materials, parts, subassemblies, components, and manufacturing supplies, 
whether purchased outside or manufactured by the contractor, and may include 
such collateral items as inbound transportation and intransit insurance. 
In computing material costs consideration will be given to reasonable over
runs, spoilage, or defective -vrork. These costs are allowable subject, hot-revE?r, 
to the provisions of subparagr~ hs (2) t~ough (5) belo"t-T. · 

(2) Costs. of material shal~ be suitably adjusted for 
applicable ·portions of income and other credits, including available· trade· 
discounts; rt3funds, rebates, allo1-mnces, and cash discounts, and credits for 
scrap and salvage and material returned to vendors. Such income and other 

·credits shall either be credited directly to the cost of the material involved 
or be allocated (as credits) to indirect costs. ~Jhere the contractor can 
demonstrate that failure to take cash discounts. was clue to circwnstances be
yond his control, such lost discounts will be all~red. 

·. (3) Reasonable adjustments. arising from difference between 
·periodic physical inventory quantities and related material control records 
l·till be included in arriving at the cost of materials, provided that such.':" 
adjustments· ( i) do not include 11write-downs11 or 11write-ups11 of values, and 
(ii) relate to the period of performance of th~ contract. 

(4) Hhen the mater~ls are purchased s pacifically for and 
identifiable solely with performance under a contract, the actual purchase 
cost thereof should be charged to the contract. In determining cost of 
material issued fror.1 stores, the contractor 1 s usual met nod of inventory 
costing is acceptable if in.accord with generally accepted accounting 
principles for inventory costing. Hhen material in stores at the commence
ment date of a contract have a probable replacement cost. significantly 
different from recorded cost, either party may elect to use the replacement 
cost in lieu of recorded cost in costing issues of such material. \"Jben esti
mates of ma_terial costs to be incurred in the future ,are required, either 
current market price or· anticipated acquisition cost (if reasonably certam 
and de~er:rn.inable) may also be used, but the basis of pricing nust be dis
closed. 

{5) Sa~es or transfers of materials, services, .and supplies 
between· plants, divisions or organizations, under a common control, ordinarily 

.shall be stated on.the basis of cost to the transferrer. However, a 
departure· from this basis is permissible l-rhere {i) the item is. regularly 
manufactured and sold through commercial channels, or {ii) it is the con
tractor 1 s long established practice to price inter-organization transf_ers at 
other than cost for conir..ercial work; provided in addition, that such price is 
not in· excess of the transferrer's sales price to its nost favored customer 
for the· same item in l~e quantity, or ·the same or substantially similar 
items sold by other suppliers. 
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(w) Organization Costs. Expenditures, such as incorporation 0 
fees, attorney's fees, accountants fees, brokers fees, fees to promoters 
and organizers, in connection with (i) organization or reorganization of a 
business, or (ii) raising capit~l, are unallowable (see (q) above). 

(x) other Business Expenses. Included in this item are such 
recurring expenses as registry and transfer charges resulting from changes 
in ownership of securities issued by the contractor, cost of shareholders 1 

meetings, proxy solicitations, preparation and publication of reports to 
shareholders, preparation and submission of required reports and forms to 
taxing and ather regulatory bod:les and incidental costs of directors arxi 
comr.tittee. meetings. The above and similar costs are allowable when allocated 
on an equitable basis to all classes of work. · 

(y) Overtime, Bxtra Pay- Shift and EUlti-shift Premiums. 

(l) This item consists of the premium portion of overtime, 
extra pay shift and multi-shift payments to employees. Preferably such 
premiwns should be separately identified and handled as indirect costs to 
be distributed rateably to all worlc of the contractor. However, where it is 
the normal practice of the contractor to handle these premiums as direct: 
costs, such practice is acceptable if it does not result in the Government 
absorbing a disproportionate share of costs. Similar consideration governs 
their inclusion in or exclusion from the base for overhead distribution. 
The -amount of overtime costs, when allowable, sha.ll be equitable in relation ~
to (i) the amount of such premium costs allocated to non-Government work 1 

\ 

being concurrently performed in the contractor's plant and (ii) the factors . 
which necessitate the incurrence of the costs. 

(2) Overtime, extra pay shii't and multi-shif't premium 
expenses may arise in two distinct ways: (i) by initial agreement between 
the contractor and the contracting officer that the accomplishment of the 
c·ontract schedule requires the use of such premiwn labor to a stated or 
contemplated extent; and (ii) to meet unexpected emergencies arising in 
the course of the contract, not contemplated by the contracting P!rties. 

(,3) Overtime, extra pay shift and r.tulti.;.shift premiums 
are allowable as follows: 

( i) To the extent that the contractor and the con
tracting officer initially agree that such 
premiwnS are nece_ssary· in order to comply with the 
contl'act schedule, such costs are allcn-sble. 

(ii) Hith raspect to situatio~ arising in the course of. 
the contract, such costs are unallovmble if the con
tractor is already obligated to ·meet the stated de
livery schedule without additional compensation 
therefor, as in the firm rued price type contract. 
Such allowance may be made in cost type contracts ~ 
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(2) Factors to be considered iii determining the 
allowability of costs in a particular case include: 

(i) the past pattern of such costs, particularly in 
the years prior to the award of Government con
tracts; 

(ii) 

(iii) 

(iv) 

ti1e impact . of Government contracts on the 
contractor's business (i.e., mat riew problems 
have arisen); 

the nature and scope of managerial services 
expected of the contractor's Ol-Tn organizations; 
and 

whether the proportion of Government work to 
the contractor's total business is such as to 
influence the contractor in favor of incurring 
the cost, particularly where the services 
rendered are not of a continuing nature and have 
little relationship to work under Government 
contracts. 

Retainer f'ees to be allowable must be reasonably supported by evidence 
ot services rendered. 

{J) Costs of' legal, accounting, and consulting services, 
and related costs, incurred in connection with organization and reorganiza
tion, defense of' anti-trust suits, and the prosecution or claims against the 
Government, are unallowable. Costs of legal, accounting, and consulting 
services, and related costs, incurred in connection with patent infringement 
litigation, are unallowable unless otherwise provided f'or in the contract. 

. (ff) Profits and Losses on Disposition of' Plant, Equipment, or 
·other Capital Assets. Profits or losses of' any nature arising from the 
sale or exchange of' plant, equipmem, or. other capital assets, including 
sale or··exchange of either short or long term investments, shall be excluded 
in comi>uting· contract costs (but see {i). (2) as to basis for depr~ciation). 

_,., 

(gg) Recruiting Costs. Costs ::of "help wanted" advertising, 
operating CO$ts of an employment office necessary -to secure and maintain 
an adequate-labor force, costs of operatlng an aptitude and educational 
testing program, travel costs of employees while engaged in recruiting 
personnel, and travel· costs of applicants· f'or interviews for prospective 
employment are allowable. Where the contractor uses employment· agencies, 
costs not in#. excess ·of standard commercial rates for such services are also·. 
allo"torable. Costs of special benefits or emoluments offered to prospective 
employees beyond the standard p:ractices in the industry are unallowable. 
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and in the fixed-price incentive type and the 
price redetermination type contracts until 
the prices becoue fixed with ti:.e approval or 
ratification of the contracting officer. 

( z) Patent Costs. Costs of preparing disclosures, reports, and 
other documents required by tne contract and of searching the art to the 
extent necessary to make such invention disclosures, are allowable. In 
accordance with the clauses of the contract relating to patents, costs 
of preparing documents and any other patent costs, in connection with the 
filing of a t>Stent application by the Government, are allowble. (See als~ 
{ ii) and (jj} below). . . . 

(aa) Pension Pl~ns (see (£)) • 

(bb) Plant Protection Costs. Costs :·of items such as vmges, 
uniforms and equipoent of personnel engaged in plant protection; depreciation 
on plant protection capital assets; and necessary expenses to cCinply·with 
military security requirements are allowable. 

(cc) Plant Rehabilitation Costs. 

(1) Plant rehabilitation costs are those incurred in the' 
restoration of' the contractor 1 s premises to approximately the same condition 
as that which existed i.mr.lediately prior to tile commencer.snt of' the military ~ 
contract wc;>rk, fair wear and tear excepted. 

(2) The costs of the removal of machinery, tools, and 
equipmept, including restoration costs incident thereto, are allowable, 
provided such costs are not recovered, or are not recoverable, under a 
specific contract clause in the contract \.1nder which the costs are claimed, 
or in another Government contract. 

(J) The costs involved in the reinstallation of' pre-exiSting, 
· and the installation of new machinery, tools and equipment are not allowable • 

. -- (dd) Precontract Costs. Precontract costs are those which are 
incurred prior to the effective date of' the contract, are incurred dh'ectly 
pursuaqt to the negotiation for and in anticipation of the award of the 
contract,· under circumstances in which such anticipation is necessary 
to comply with the proposed contract delivery schedule. Such costs are 
allowable to the extent that. they would have been allowable, if incurred after 
the date or the contract. 

(ee) Professional Service Costs - Legal, Accounting, Engineering, 
and Other. 

(1) Costs of professional services rendered by the members 
of a particular profession who are not employees of' the contractor are allow-
able, subject to (2) and (3) below, when reasonable in relation to the servicer\ 
rendered and when not contingent upon recovery of the costs from the Govern-
ment (but see (w)). 
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(hh) Rental Costs (Including Sale and Leaseback of Facilities). 

. . . (1) . Rental costs of land, building1 and equipment and 
· other personal property are allowable if the rates. are reasonable in light 
of such factors as the type, life expectancy, condition, arxl value of the 
£acUities leased, options available, and .other provisions of the rental 
agreement. .. 

~·-

·s.~ . (2) Charges in the nature of rent between plants, ·divisions, 
or organizations un:ler common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance; provided· ~hat no part of such -costs shall 
duplicate any other allowed costs. 

~~~ . (J) Unless otherwise specifically provided in the contract, {·t(· 
rental costs specified ·in sale and leaseback agree.rrsnts, incurred by con- or·> 
tractors through selling plant facilities to investment organizations, such \)"- r.~''/\ 
as insurance companies, or to private investors, and concurrently leasing \ ·i 

.back the same f'acilities 1 are allowable only to the extent that such rentals 
· do not exceed ·normal costs, such as depreciation, taxes, insurance, and main

tenance, borne ·by the lessor,. which would have been incurred had the con-~ 
tractor reta~ed legal title to the facilities. 

· (ii) Research and Development Costs. 
. . 

·. (l) ·Research·and development costs (sometimes referred to 
l as general engineering costs) are divided into tv-o rnajor categories, for the 

purpose of contract costing; (i) general research, also referred to as 

. 
I 

I - ._ ·"""' 

basic research, f'tmdamental research, pure research,·. and blue-sky research; 
ard (ii) related research or development, also referred to as applied 
research, product research, ani product line research • 

. (2) General.research is that type of research which is 
directed toward increase of knowledge in science. In such research, the 
primary aim of the investigator is a fuller knowledge or understanding of 
the subject under study, ·rather than a practical application thereof. 
Costs of: independent general research (that which is not sponsored by 
a contract, grant, or other arrangement) are allowable. Reasonableness 
of the· cost should be determined in light or the pattern of the cost of 

·past programs,. particularly those existirig prior to the placing .or Government 
contracts·. · 

(J) Related research is that type or research m ich is 
directed. toward practical application of ·science. Development is the 
systematic .use ot scientific knowledge directed toward the production of 
useful materials, devices, methods, or processes, exclusive of design, . 
manufacturing, and production engineering (see (l) above). Costs of a 
contractor's independent related research and development ·(that which is 
not sponsored by a contract, gra.nt, or other arrangement) are allowable un::ier 
any production contract to the extent that the resea.rch and development are 
related to the contract product line and the costs are allocated to all 

~I 
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(mm) Severance Rly. 

(1) Severance pay, also commonly referred to as dismissal 
wages, is a payment :in addition to regular salaries and ·t-vages, by con
tractors to workers whose employment is being terminated. Costs of 
severance pay are allowable only to the extent tilat, :in each case, it is 
required by (i) law,· (ii) employer-employee agreement; (iii) established 
policy that constitutes, in effect, an implied agreement on the contractor 1 s 
part, ·or (iv). circumstances of the particular employment. 

, I . 

(2) Co.sts of severance payments are divided into two 
categories as follows: · 

( i) actual normal turnover severance payments shall 
be allocated to all mrk performed in the 
contractor's plant; or, where the contractor 
provides for accrual of pay for normal severances 
such method will be acceptable if the amount, of 
the accrual is reasonable in light of payments 
actually made for normal severances over a 
representative past period, and if' amounts accrued 
are allocated to all work t:erformed in the con-
tractor's plant; and · 

(ii) abnormal· or mass severance pay is of such a 
conjectural nature that measurement of cost by ~. 
means of an accrual will not achieve equity to 
both parties. Thus accruals for this purpose 
are not allowable. However, the Governnsnt 
recogniz~s its obligation to participate, to 
the extent of its fair share, in any specific pay
ment.. Thus, allowability will be considered on 
a case-by-case basis in the event of occurrence. 

(nn) Special Tooling Costs.- !he term· "special tooling11 means 
property of such specialized nature that its use,. without substantial modifi
cation--or alteration, is limited to the· production of the particular supplies 
or the performance of the particular services for which acquired or furnished. 
It includes, but is ·not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and spec~l test equipment. Costs of special 
tooling acquired for performance of the :contract are allowable and shall 
be charged directly thereto. 

(oo) Taxes. 

(1) Taxes are charges levied by Federal, State, or local · 
governments. They do not include fines and penaltie~ except as otherwise 
provided herein. In general., taxes (including State and· local income taxes) 
which the contractor is required to pay and which are paid or accrued in 
accordance with generally accepted accounting principles are allowable, 
except tor: · .~ 
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·· pro~ction work ~f the contractor on the contract product line. Such costs 
~ · j -- ·· are 1\ 8.l.l.owable ·under research and development contracts. 

' . 

( 4) . Independent ~esearch and development projects shall 
absorb their apPropriate share of the indirect costs of the department 
'Where the work is perfoxmed. · 

(5) Re~earch $1ld Q.evelo~ent costs (including amounts 
capitalized), regardle~s of: the~:J" nature~ which were incurred in account
ing periOds prior. tO ·'the award Of a particular COntract 1 ere unallowable • 

(6) . The ;reQ.sc;>nablener;;s of .expenditures for independent 
research fPld ~evelo~ent. must be scrut~:i.z~d with great care in connection 
with contractors .whoa~ liork ia p_re~tly .. or substantially with the 

· Governmept. . ~ere ,·s~h . eXp~<$1 t\Q;"e~ a.t.e, not subject to the restraints of 
commerciaJ.. prodv.c:t pricipg~ .. eontractc?·iB ·may seek the future advantage .that 
foUows a. la;rge res.earcli p~c>8ram. subste.n,~i$Uy f~eed by Govermnent eon
tracts. There ~ust be ~ss~ce tnat ~liese expenditures are made pursuant 
to· a plal.iped · ;rese.arch progr~. whi~Jl is· 'reason~ble · in scope and is well 
Dianaged •. The ·costs should·-not :"exceed those wbieh would be incurred by 

. an "ordinarily prudent penon in ·the ·condUct ot a competitive business. 

(kk) Selling Costs • 

. (1) Selling costs arise in the marketing of the contrae
tQr's products and ineluae cp,ts ot.saies promotion, negotiation, liaison 

. between 'Goverriment representatives ·and contractor's ·personnel, and other 
related activities. 

(2) Such expenses are allowable to the extent that the 
costs are allocable to Government business. 

{3) Salesmen •s or- agents' compensation, fees, commissions, 
percentages, or qtokerage fees wh~ch are cont~gent upon or resulting from 
an a~rd of a contract, ~are alloWe.bie only when paid to· boll8. fide employees 
or est~blisbed commercial or selling agencies maintained by the contractor 
for the ·purpOse of securing business. 

( 11) Servic.e ~d Wa_rranty_ Costs • Such costs include those 
arising f~m fulf~ent ot.any contractual obligation of a contractor to 
provide s.erviees, s.uch· as· .mstallation, ·training, correctiz8 .defects in 
the produc~s, r.eplacing .,_defe.etive. p~~s, making refunds. in the case of 
inadeqUa.te · perfo:nnance ~ etc. When contract terms covering the sale of 
defense products inc~ude·such an obligation Without additional separate 
payment, service ana. warranty · co.sts are allowable. In pricing actions 
which involve estimates of this elem~t ot cost, care should be exercised 
to avoid duplication of the allowance as an element ot both estimated 
product cost and risk. 
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( i) 

(ii) 

· .. 

Federal income and excess profits taxes; 

taxes in connection with financing, refinancing 
or refunding operations (see (q)); · 

(iii) taxes from which exemptions are available to the 
contractor directly-or available to the contractor 
based on an exemption· afforded. the Go~rnment 
except when the contracting officer determines 
that the adminiStrative burden incident to obtain
ing the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allo~ble under (l) above, but which may 
be illegally or erroneously assessed, are allowable; provided that the 
contractor prior to ISyment of such taxes: 

( i) promptly requests instructions from the contracting 
officer concerning such taxes; and ... 

(ii) · takes all ·action directed by the contracting 
officer, including cooperation 'With and for· the 
benefit of the Government, to (A) determine the 
legality of suCh assessment or, (B)·secure a 
refund ot such taxes. 

Reasonable cost of any such action undertaken by the contractor at· the 
direction of· the contracting officer· are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the 

. c;lirection of the contracting officer or by reason of the failure of the 
contracting o££i.cer- to assure timely direction after prompt request therefor, 
are also allowable. · 

. {3) Any refund of taxes, interest, or penalties, and any 
payment to the contractor of interest thereon, attributable to taxes, interest, 
or penalties which were allol~d as contract costs, shall. be credited or Plid 
to· th~ Governmerxli in the manner directed by the Government, .. provided any 
interest actually paid or credited ·to a :contractor incident to a refund ot 
tax, interest ani penalty shall be paid or credited to the Government only 
to t·he extent that such interest accrued over the pa riod during which the 
contractor had been reimbursed by the Government for the taxes, interest, 
and penalties. · 
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(pp). Trade, Business, Technical and Professional Activity Costs. /~ 

_ (1) Hemberships. This category includes costs of 
memberships in tralie, business, technical, ar.d professional organizations. 
Such costs are allowable to the extent reasonable. 

(2) · Subscriptions. This item includes cost of subscriptions 
to trade, business, professional, or technical periodicals. Such costs are 
allowable. 

(3) Meetings and Conferences.- This item includes cost of 
meals, transportation, rental of facilities for meetings, and costs 
incidental thereto, when the primary purpose of the incurrence of such costs 
is the dissemination of technical inforr.Btion or stimulation of production • 

.Such costs are allowable. 

(qq) Training and Educational Costs. 

(l) Costs of preparation and maintenance of a program of 
instruction at noncollege level, designed to increase the vocational effective
ness or bona fide· e~loyees, including training materials, textbooks, 
salaries or l-ragefi~ of trainees during regular working hours, and 

are allowable. 

(i) salaries of the director or training and staff 
when the training }rOgram is conducted by the· 
contractor; or 

(ii) tuition ani fees when the training is in an 
institution not operated by the contractor; 

· (2) Costs of part-time technical, engineering and 
scientific education, at an under-graduate or post-graduate college level, 
related to the job requirements of bona fide employees; including only: 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged· by the educational institution; 

{iv) tuition charged by the educational institution, 
or in lieu of tuition, instructors 1 salaries 
and the related share of indirect cost of the 
educational institution to the extent -that the 
sum thereof is not in excess o£ the tuition 
which rrould have been t:aid to the participating 
educational institution; and 
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are allowable. 

(v) straight-time compensation of each employee for 
time spent attending classes during working hours · 
·not. in excess of 1S6 hours par year where 
circwnstances do not permit the operation of 
classes or attendance at classes after regular 
working hours; 

. · (3) Costs of tuition, fees, training materials and 
· textbooks (but not subsistence, salary, or any other emolwnents) in connec-
tion with full-time scientific and engineering education at a post-graduate 
(but not 'under-graduate) college level related to the job requirements of 
bona fide employees for a total period not to exceed one school year for 
each employee so trained, are allowable. In unusual. cases where required 

· by military technology, the period may be extended. 

(4) Haintenance expense, and normal depreciation or fair 
rental, on facilities owned or leased by the contractor for· training 
purposes are. allowable to the extent set forth in ( t>., (i), and (bh) above, 
respectively. · 

(5) Grants to educational or training institutions, 
including the donation of faciliti~s or other troperties, scholarships 
or fellQ-lshi{s ; are considered contributions (see {h) ·above). 

. (rr) Transportation Costs. Transportation costs include 
freight' express, cartage' and postage charges relating either to goods . 
purchased, ·in process, or delivered. These costs are allowable. When 
such ··costs can readily be identified with the items involved, theY' may 
be direct casted as transportation costs or added to the cost of such 
items (see (v) above) • vlhere identification with the materials received 
cannot readily be made, inbound transportation costs may be charged to the 
appropriate indirect cost accounts· if the contractor follows a consistent, 
equitable procedure. in this respect •. Outbound freight, if reimbursable 
unde~. the terms of .the contract, should be ":reated as a direct cost. 

(ss) Travel. Expenses. 

· ; (l) · Travel costs inclUde cos~ of transportation~ lodging,· 
subsistence~ and incidental expenses 1 ·incurred by contractor persoMel in a 
travel stat~ while on official company business. 

(2) Travel costs are allowable ani may be based upon 
actual costs incurred, or on a per diem or mlleage basis in lieu of actual 
costs, or on a combination of the two 1 provided ti1e method used does not 
·result in an unreasonable charge. · 
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&uw.LU s ra;" on ot the us"'""ess an app ca.., e to he en re usiness are 
allow.ble.-. Such costa· shall be equitably allocated to all work ot the ''-
contractor.. . 

(~) Travel costa directly attributable to specific contract 
performance may be charged to the contract in accordance with the principle 
ot direct costing (ASPR 15-202). . 

(5) Necessary, reasonable ·costs ot family movements and 
personnel movements ot a special or ~s nature are allowable, subject to 
allocation on the basis ot work or time period benefited when appropriate • 

-30-

.... 



.. --;-.-;-;-.--~ .... •. - _-.. ;;;-.--_.-... .-.... ~--·.;; .. ~ ... ~ ,. · ... 

. , 

DRAFT - 18 Feb 1959 

Part 7 - Fixed-Price. Type Contracts 

1S.700 Scope of Part. This Part sets forth the guidelines to be 

used tor the evaluation of costs in negotiated fixed-price type ·co~tracts 

and subcontracts 1 including terminations thereof 1 in those instances where 

such evaluation is required to establish prices tor such contracts. 

"Fixed-price type• contracts include, for purposes ot this Part, the following: 
. 

(i) firm fixed-price contracts (.ASPR .3-40.3.1) 

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

(iii)· fixed-price contracts providing for the redetermination ... 

of. price (.ASPR .3-403 • .3) · 

(iv) fixed-price incentive contracts. (.ASPR .3-40.3.4) 
.. 

{v) non-cost-reimbursable. portion of time and materials 

contracts (ASPR 3-405.1) 

1$-701 Basic Considerations. (a) Under fixed-price type contracts,. 

... the negotiated price is the basis for payment to a .contractor llhereas 

allowable costs are the basis for reimbursement under cost-reimbursement 

type contracts. Accordingly, tl1e policies and procedures. ot ASPR Section 

III, Part 8, are governing and. shall be followed in the negotiation of 
I . . 

fixed.:Fice _t;ype contracts. Cost and ~counting data mq_ provide guides 

for· asce~aining fair compensation but are not rigid measures of it.· 

other types ot data, criteria, or standards may furnish equally reliable 

guides to fair compensation. The ability to apply standards of' business 

judgment as distinct from strict accounting prillciples is at the heart of a 

negotiated price or settlement • 

t!'l. .... . . ------------



. (b). A.moDg the different types of fixed-price type contracts, 

the need ·tor·· consideration of costs varies considerably- as indicated belews 

- ~·· -

(il Retrospective Pricing and Settlements. In negotiating 

firm fixed prices or settlements for work ldlich has been 

completed _at the time ot negotiation (e.g., final negotia

tions under fixed-price incentive contracts, redetermina

tion of price after completion ot the work, or negotiation 
. . 

ot a settlement agreement under a contract terminated 

tor convenience of the Gover~nt), the treatment ot 

costs is·a major factor in arriving at the amount of the 

price or settlement. However,_ even in these situations, 
. . . .. 

the finallY' agreed. price or settlement mq represent : 

something other than the sum tota1 of acceptable costs, (\ 

since the final price accepted by each party does not 

necessar:U,- refiect agreement on the evaluation o:t each 

element of cost, but rather a final resolution of all 

issues in the negotiation process. 

{11) Forward Pricing. The extent to which costs intluence· 

foi-ward pricing varies greatly from case to case. In 

negotiations ·covering future work, actual costs cannot be 

known and the importance.of cost estimates depends on 

the circumstances. The contracting officer. lllllSt consider 

all the factors affecting the reasonableness of the_ 

total proposed price, such as the technical, production 

or financial risk assumed, the complex:i.t7 ot work, the 

extent of competitive pricing, and the contractor's 

record for efficienc,-, econo~ am ingenuity, as well as 

2 
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available cost estizD:ates. He mst be free to bargain 

tar a total price lihich equitably distributes the risks 

between the contractor and the Government and provides 

incentives for efficiency and cost reduction. In 

negotiating such a price, 1 t is not possible to identity 

t.Jle treatment ot specific cost elements _since the bargaining 

is on a total price basis. Thus, Wile cost data is often 

a valuable aid, it will not control negotiation of prices 

for work to be performed. in the future, e.g.,. negotiation 

of a. firm fixed-price contract, an intermediate price 

revision covering, in lihole or iniportant part, work llhicb is 

yet to be performed, or a target price UDder an incentive 

contract. 

1$-702 Cost Principles and Their Use. (a) . When, pursuant to ASPR 1$-701, 

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

Section XV, Part 2, shall be used as a guide in the evaluation ot cost data 

required to establish a fair and.. reasonable price in conjunction with o~er 

pertinent considerations as set __ forth more fully in_ ASPR Section III, Part 8. 

... (b) lNhenever an oecasioD:. arises in whi~h acce~tabilit7. of a· specific 
.. 

item ot. cost becomes an issue, Section IV'~ Part 2, will serve as a guide for the , ' 
. I 

resolution. at the issue. - .. 

- . . 

·_(c) In. appl)'ing Part 2 ot this Section XV to fixed-price contracts, 

contracting officers willa (1) not be required to negotiate agreement on each 

individual element of cost; and (iil be expected to use their judgment as to 

the degree of detail in Wich the7 consider the individual elements of cost in 

arri~ at their evaluation of total cost, lihere such evaluation is appropriate. 

However, the negotiation record should full7 substantiate and justity the 

reasoning leading to anr negotiated price. 
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Part 2 

Cost Principles Applicable to the Settlement of Terminated 

Contracts. In the consideration of costs.incident to the 

negotiB.tion of .termination settl.ements, the cost principles 

and procedures in the appl.icable Part of ASPR1 Section "731 

sball be used as a guide in conjunction with those set 

forth below: 

( i) Common Items. The cost of items reasonably 

·.~· 

usable on the contractor 1 s other work shall 

not be considered acceptable unless the 

contractor submits evidence that it could 

not retain such items at cost without sustaining('\ 

a loss. In deciding whether such items are 

reasonablY usable on other work of the contractor 1 

the contracting officer should consider the 

contractor's plans and orders for current and 

scheduled produc.tion. Contemporaneous purcbases 

of common items by the contractor shall be 

regarded as evidence that such items are 

reasonably usable on the contractor's otha-work. 

Any acceptance of common items as allocable 

·to the tenninated portion of the contract s~ould 

be limited to the extent that the quantities 

of such items on band, in transit, and on order 

are in excess of the reasonable quantitative 

requirements of other work. 

2 
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( ii) Costs continuing after termination. If in a 

particular case, despite all reasonable 

efforts by the contractor, certain costs 

cannot be_ discontinued immediately after the 

effective date of termination, such costs 

a.re generally .. acceptable within the limita

tions set forth in ASPR rl, and this 

paragraph 8-2l3, except that any such costs 

continuing after tennination due to the 

negligent or wilful failure of the contractor 

sball be considered unacc~table. .•: .. 

(iii) Ini tiSJ. Costs 1 including starting load and. 

· preparatory .costs, a.re generally acceptable. 

(A) Sta.rtiilg load costs are costs of a non

recurring na. ture arising 1n the early stages of 

production and ~t tuJ.ly absorbed because of .the 

termination.· Such costs may include the cost of 

· labor and material, and related overhead attributable 

to such facto~s· a.s (I) ex~essive ·spoilage resulting 

from inexperienced ~bor, (II) idle time and subno~ 

product~on· occasioned by testing and changing methods 

of processing, (III) employee training, and 

(IV) unfam.Uiarlty or lack of experience with the 

product, materials, manufacturing processes and 

techniques. 

3 
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(B) Pre:paratory costs are costs incurred in 1~ 
preparing to perfor.m the terminated contract, in-

eluding costs of initial plant rearrangement and 

alterations, management and personnel organization, 

production pla,nn1ng and similar activities, but 

exclild.ing spec:La.l· mac~ery and equipnent and 

starting load costs. 

(C) If initial costs are claimed and ba ve 

not been segregated on the contractor's books, 

segregation for settlement purposes shall be made · 

from cost ·reports and schedules which ref'l.ect the · 

high unit cost incurred during the early stages of 

the contract. 

(D) When the settlement proposal is on 

the inventory basis, initial costs should normally 

be all.ocated on the basis of total end items call.ed 

·-

for by the contract tmmediately prior to termination; 

however, if the contract includes end items of a 

diverse nature, some other equ1t$ble basis may be 

used, such as machine or labor hours. 

(E) When initial. costs are included in the 

settiement proposal. as a direct charge, such costs 

shall not also be included 1n overhead. 

{F) Initial. costs attributable to only one 

contract shall not be apportioned to other contracts. 

4 
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(iv) Loss of useful value of special tooling, 

- special machinery and. equipm.ent is generally 

acceptable: provided (A) such special tooling, 

· machinery' or equipment is not reasonably capable 

of use in the other work of the contractor; 

(B) the interest of the Government is protected 

by transfer ot title or by other means deemed. 

appropriate by the contracting officerj and 

(C) the loss of useful value as to any one 

terminated contract is limited to that portion· 

of the acquisition cost which bears the same::. 

ratio to· the total ~cquisition cost as the 

terminated portion of the contract bears to 

the entire terminated contract and other 

Government contracts for which the special 

. tooling, special machinery and equipment was 

acquired. 

(v) Rental costs ~der unexpired leases are generally 

acceptable where ~learly shown to have been 

reasonably ~ecessar,y for the performance of 

· the term1na.ted contract, less the residual. 

value of such leases, if: 

{A) the amount of such rental. claimed does not· 

exceed the· reasonable use value ot the propert,Y leased 

for the period_ of the contract and such further period 

as may be reasonable, and 

5 
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(B) the contractor makes all reasonable effort 

to terminate, assign, settle, or otherwise reduce 

the cost of such lease. 

There ~so may be included the cost of altera

. tiona of such leased property, proyided ·such 

alterations were necessary for the performance 

of the contract, and of reasonable restoration 

·required by the provisions of the lease. 

(vi) Settleme~t expenses including the following 

are generally acceptable: 
.. 

{A) accounting, legal, clerical, and s1m1J ar.· 

costs reasonabl.y necessary for (I) .the pr~tion an~ 

presentation to contracting officers of settlement 

claims and supporting data with respect to the tenniDated 

portion of the contract, and (II) the tenniDation and 

. settlement of subcontracts j and 

(B) reasonable costs for the· storage, 

transportation, protection, and disposition of property 

acquired or produced for the contract .• 

(vii) Subcontractor . claims, including ·the allocable 

portion of claims which are common to the 

contract and to other work of the contractor 

are genera.lly acceptable. 

6 
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Termina.ted Contracts. See ASRR ~-213. 

Reference Changes · 

8-303{a) Page 831 - Line 4 charige pare~thet1cal referen=e 

8-302(b) (27). to 8-213 (vi). 

8-304(b) (iii) Page.832- Line 3 change parenthetical reference 

8-302(b) (13) to 8-213 (111). 

8-503.5 Page . 84~ - Liile 5 change para.nthet1cal ref~rence . 

8~302a (~)(a){ii) to 8-213 (1). 

8-70~ Clause par( f) .- Page 8~ - Line 3 change reference 8-302 to·~~ 
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l July 1957 

UNDERLYING CONSIDERATIONS IN TBE DEVELOFMENT 
, OF 

A COMPREHENSIVE SET .OF CONTRACT COST PRDlCIPLES 

. OBJECTIVE:· . 
To adopt a uniform set of contract cost principles 1 applicable alike 

to cost deter.mtnations and cost estimates in those situations in which 
costa are a factor in pricing. 

DEFINITION Mm USE: 
A listing and detini tion of .individual elements of cost and statement 

ot conditions of allowabUity or unall.owabUity thereof applicable to ali 
situations in which costs are useful, as follows: 

a. For incorporation by reference to cover reimbursement in cost-type 
contracts and in the determination of formula termination settlements, and 

, r :~-b. For use by .1.. 

~~~~ ii / (l) Contractors in provid.iDg pricing, repricing, and te:rmination 
j~ settlement proposals; 

(2) ·Audit agencies in their advisory capacity of providing 

1 

· acco\mting . information; :: 
( 3) Contracting officers in any evaluation of cost information:~ 

whenever such information becomes a significant factor 1i1 
pricing or termination settlements. 

CONSIDERATIONS: 
a. Cost treatment should be equalized between the several types of 

contracts so that one type of contract will be neither less nor more · 
attractive to a contractor or to the Govermnent, by reason only of the 
cost t:rea.tment. Thus, the selection of contract type can be based upon 
the merits of the negotiation, i.e., the condi tiona surrounding the 
,required product or services and the extent of any contingencies covering 
risks, rather than external intl.uences arising out of cost. treatment. 

b. Risk 1D the form of a contingency principle ought to be recognized 
in tho'e instances iD which there is risk exposure. 

c. The objective o·ught to be fairness and equity 1D the development of· 
"one"; set of cos:t priDcipl.es. We sho~d not deny or restrict allowabllity 
of a coat, otherwise f'air, because dete t1on of reasonableness, in some 
ina~es,.may be difficult. 

d·. We should seek to allow legitimate costs of' doing business to the 
extent· that such allowance is reasonable and is allocable to the contract in 
question. ~is conclus~ requires adoption of a definition of' "reasonab~" 
and "allocable.,, and mr a lic:atlon of' these defirii tiona in the ir"ements of 
co ----- e. Uniformity of' cost treatment and coat result are important objectives. 
However, they· should not be achieved by arbitrary formulae in terms of' allowa;~ 
bility and by unnecessary imposition of. accounting methods and techniques. , 

....... 
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principles and standards set· forth in the.aeveral succeeding Parts of this 

Section in contracting and subcontracting and delineates the nature ot 

such use under different circumStances. 

15-101.1 Use. Part 2 is prescribed tor use as follows: 

(a) It shall be used aa a contractual;_ baaia, by incorporation 

by reference in the contract, tor cletel"JJlil:Jation·· ot: 

(l) Reimbursable costa under cost-reimburseaent type-

COntract a 1 inclUciina COSt•reiJBbursement·. t1!)8 · 

subcontracts thereunder i 

(2) Reimbursable costs under the coat-reimbursement. 

part ot time and materials ·contracts; and 

(3) Coats ot tel"JJlil:Jated contracts ot the type set forth 

.in (l) and (2) above. 

(b) It ·shall be ua~ in fixed-price type. contracts as general 

gu+dance in the negotiation of fair and reasonable prices rather than aa 

•~~' prescribe4 baaia tor determining such _prices. . In thia respect, the 

p0~o1ea- aD4 proced.urea aet torth h ASP1l Section. III, Part 8, are 
• "t .. • #· •• ~' .. 

. · · -~~- ·&IJ&l 8haJ.l be tollovecl. The degree o't uae of the principle• 

1D ~- 2 in tixed•price ·type contracts 1a dependent (i) on the 

.. ..... 
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circuutancea· ot the procurement and (ii) the torm ot fixed-price 0. 

t7,pe- contract, as tollava: 

~ . ' . ~, .. 

-·'· 

.• .. .. -

( l) In tormally advertised contracts, Part 2 ia 

inapplicable. 

(2) In ~ tixe4-prtce type negotiated. contractS, 

where, according to ASPR 3-8o8.3, cost analyaia ·ia 

required, Part 2. ia to be used primaril.y aa a means 

ot determining the necessity tor certain costa, and 

their reasonableneaa and allocability, rather than 

aa a prima.z'7 basia tor arriviDg at a price. J'ol'mUl.&. · 

type pricing, i.e., coats plus profit equala prtc:e, 

is improper and shall not be used. Coata are bu~ -· 

one ot. JDan7 tactora to be used in the negotiation (\ 

ot ~ f1xecl•pr1ce type contracta. 

(3) Part 2 ia not prescribed, by contract, tor use in 

fixed-price in~entive and redeterminable contracts. 

Nevertheless, becauae o'f the maJor ai~ieance at 

costa in the e.atabllahment of pricea under these 

typea ot contracta, the use ot Part 2 in determining 

allowab1l1 ty. of; such coats . must, o'f neceaai t7, be r-~44 '~ 

patternecl atter ite·uae under.coat-reimburaement 

type contracta. However, since incentive and. 

redeterminable contract• are baaica.J.l1' ot the t1xecl-

2 
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price type, the tact that a apecit1c item ot coat 

is set forth aa "unallowable" in Part 2 shall not, 

exCept &8 &et forth in ( 4) below 1 preclude apecial. 

consideration ot such an item when re~eated by the 

contractor on the.baaia that it contributes to the 

pertol'm&llce ot the· co11tract. !hia pa.rasraph ( 3) 

ia equalJ.7 applicable to terminations ot incentive 

and recleterm:iJlab~e contract•. 

(4) Notvit"tancJ1ng (2) and (3) ·above, certaiD itema·.., 

ot costa are 1Dappropriate tor inclusion in· GOYermnent 

coutracta aa allowable itema ot coat,·resarlleaa~ot 

the 't7Pe ot contract •. Therefore, to the· extent· ~ 

cost a~ia ia required 1D fixed-price tne ··contracts, 

the ~ea ot non-~ovabilit71 aet forth· in Part 2 

aa to the tol.J.oviDs items, ahall be appllecl preciaeq 

aa requ!Zed tor coat-reimbursement 't7Pe contracts: 
. . 

~· Federal .Inc~ and Exceaa Profit !axes. 

]!, • Entertainment expenses. 

c.. J'inea all4 Penaltiea. · 

(c)· Coata~ terminatiODII ot ~ t1xetl•price t7l)e 
' . . . . 

contracta,. ad.T~iaed or negotiated shall· be governed ·'b7 Part 21 aubject 

to the. apecial prorlaiona pertain1 ns thereto set forth in .ASPB section X'l, 

Part 5. (THIS WILL REQUI!i PICKIBG UP. J'RCK ~IOll VIII APPLICABLE 

PROVISIOE· PERl'AINING TO TEBMI11A1'IOIS fa STBAIGBT PIXED-PBICE 'l!PE CONlBAC'!S) • 

..... 
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. . ~a.,.,;.IIS,:·s;?21Q N'-·. "1'0--~~ · · 

· Scope of Sectfon~ -This. Section contains general cost prin-

ciples an~ standards tor use_in connection ~~h (i) the determination of 

costs under cost-reimbursement type contracts, (11) the utilization of 

cost data by contracting o~ticers in the negotiation of fair, and reasonable 

prices under the various types of fixed price contracts, and (iii) the . 

preparation and presenf.ationN:/a ~:i~s:;;!es b;r prospective conti-actors, 

contracto~s, and subcontractors. · 
. -

Part 1 - Applicabilit7 

lS-101 Scope of Part. This P~ prescribes the use of the cost 

principles -and standards set forth in the several succeeding Parts · ot this 

Section in contracting and subcon~racting and delineates the nature of . . 

such use under different circumstances. 

lS-101.1 Use. Part 2 is prescribed tor use: --

i . 
, .... . 

. ... . 

(i) As a contractual basis,by incorporation·b,y reference in the· 

c~ntract, tor determination of: 

(A) 
i 

reimbursable costs under ·_cost-reimbursement type con~raots 

including cost-reimbursement. type subcontracts_ thereunder 

· and the cost-reimbursement portion of ·time and materlals 

contract·s J 

(B) costs of ter.minated cost-~eimbursemant contractsJ 

1 TAB C 
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. ··- ·' 

' . 

.·.---:~:-.~-(C) . terminations when the amounts thereof are determined 

unilaterally by the contracting officer in accordance 

·.with ASPR 8-209. 7(a). 

(D) the determination of final overhead rates. 

(ii) By contracting officers in the evaluati.on of cost data in t.OII~VttrJ~N 

w .1'1+ fixed-price inc anti ve and redetenninable type contractf and 

negotiated termination settlement agreements, as follows: 

.-. 

(A) In Retrospective Pricing and Settlements. In negotiating:· 

firm fixed prices or settlements for work ~ch has been . · 

completed or substantially completed at the time of~ 

-.... . ·.:·, ... 
~~-·~.:~:_.~:-·:~:· .. ~-· :· __ ·· : 

. ~ .. · ... · ' 

' . : . ·. ~.:.. . 

. . . 

negotiation (i.e., final negotiations under· fiXed_;pric_~--
. . ·. .. :~~ 

incentive contract, redetermination of price_ after com+,, ..... 
··,, ... ·. 

pletion of the work, or negotiation of a: settlanen~ .·:. -. 

agreement under a_contract terminated for the ·convenience 

of the Government), the treatment of costs: is a major 

factor in arriving at the amount of the price or settle-

ment. Accordingly, ASPR Section XV, Part 2, shall. serve 

as the basis tor evaluation of cost data (but see para

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

price or settlement r~presents something other thari the 
, . · . · . · . · , . ~~ ·v ? 1'\ oF',.,.. - · . . · _ 
ktotal~ ot. ac~eptable cost~ since the final price· 

._·accepted by· each party do~s. ·not necessarily refiect 

agreement on the evaluation of each element of cost, 

but rather a final resolution of al.l . i~sues in the 

· negotiation process • 

2 
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·, .. 
:· :····J ·~:- :' .. 

In Forward Pricing. To· the extent that costs are a. factor~ 

in forward pricing (i.e., an intemediate price revision 

covering, in whole or important part, wrk which is "yet 

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

contract), ASPR Section XV, Part 2, shall be utilized to 

provide general guidance_in the consideration or cost data 

incident to the negotiation of fair and reasonable prices 

rather than as a prescribed basis for deter.mining such 

prices. In this respect, the policies and procedures. 

set forth in ASPR Section III, Part. B, are governing 

and shall. be follo~ed .... The extent to which costs .. __ · 
. . to((wA'-v · . · · . ·. · . 
influence teu&M pricing varies. greatly from case., to . ~-. 

· . 
. - ' 

case. In negotiations covering future work, actual_·_ co8ts ·0 
cannot be known and the importance of cost estimates 

depends on the circumstances. The contracting officer 
I 

must consider all the factors affecting the 'reasonable

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

production or financial risk assumed, the complexity of 

work, the ~ent of competitive pricing, and the 

contractor's record f~r efficiency, econ~ and ingenuity, 

as well as available oost estimates. He must be free 

to bargain for a total price which equitably distributes 

the risks between the contractor and the Government and 

prori.des incentives for efficiency and. cost reduction. · 

('In negotiating such a price, it is not possible to 

~ identify the treatment of specific cost elements since the(\: 

} bargaining is on a total price basis. 

3 
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In view o£ the considerations set forth above, the . 

contracting officer: ·will not be required to apecificalq 

evaluate and explain the treatment accorded each 

individual item of coat in substantiating the juati-

ficati_on _of a price. 

(D) Part 2 is not prescribe~ by this regulation_for 

. 0 · 1\ " ·q_r incorporation in fixed-price ince_nti ve and redeterminable · .r\ ~ 
\}~" "· "A 
~ \ type contracts. While recognizing the significance of 

. _... 
0 t/l 

coats in the establishment of prices under these _types 

of contracts, the use of cost principles _in such.· 

situations must be fiexible_ because the problem is . · 

one of negotiating a fixed 'price rather •than the . 

detennination of allowable or tmallow~ble cost~~--·: _ 

·? (since fixed-price incentive and redete:mdnable ·tyPe 

. \, contracts are. basically ·or the fiXed-price type, 
"-.... . . . 

. ~:-._~ . 

: ~~- - ,. 

···J.-·-. 

nothing in this Part. 2 shall be construed as preventing 

the submission·by contractors of requests for considera-· 

tion of any i tam which is considered by the contractor . 

to contribute ·to performance of the-contract. Such 

requests shall be in_ addition to and· shall be 

. specificall.y' excluded· ,from the development and submission 

·. _.ot· cost data and price analysis contemplated by 

.. ASPR 15-lOl.l(iv) below. Such inf'onnation may- be taken 

into consideration ·by" the Contracting·. Officer in 

detennining the overall price to the extent appropriate 

~o the circumstances of the particular procurement. 
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(iii) By contracting officers in the negotiation of firm fixed-price~ 

type contracts. 

· · · · -A. In negotiating firm fixed-price type contracts, (including 

those containing escalation provisions) and the 

=-~-~-~-- . 

non-cost-reimbursement portion of time and materials 

contracts, the usa ot cost analysis as a pricing aid is 

~ordinarily not necessary. Accordingly, utilization of 

the cost principles set fort~ in this Part 2 is not 

appropriate. In some situations, the various techniques 
t\ j . .. . .· 

·of pricing enumerated in ASPR Section III, Part 8; will· "-.·1:. 

~ . . ~~ 
(ot be adequate. In these instances,. cost estimates ca; . · .. 

. 'be of assistance in the negotiation of a fair ~d reasorbla 

price; however, primary concern is with the le_vd ot · · 

. estimated cost and secondarily with the types .of. costs" ·. 0 
included in the estimates. These cost estimates will 

. usuall.y ·require &valuation primarily- on a cost al~f 
basis, e.g., the reasonableness of the total labor 

estimate giving consideration to total. estimated manhours 

or the reasonableness of the overhead figures on a rate 

basis. In this connection, the general principles set 
. . 

-"forth in ASPR 1.5-201, :1.5.;..202 and l.$-203 should be 
~ ... ·-_·.-: , -

(iv) 

utilized to the maximum degree practicable. 

B.r contracto~s, prospective contractors, and subcontractors, 

as a basis for the development and submission of cost data 

and price analyses to contracting officers for the purpose 

s 
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. . . 

. . 

'· . 

... .:. 
:I 

. , . 

. of negotiating estimated costs under cost-reimbursement type 

·~:-~·;,· .• ~· .. ·contracts or prices under fixed-price type contracts, with 

·the exception of those proposals expected to lead to the 

negotiation of firm fixed-prices where the ·prices are to be 

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

above exception includes fixed-price contracts containing 

escalation provisions and the non-cost-reimbursement portion 

of time and materials contracts. 

(v) By- the Audit Agencies in their advisor,- capacit7 of 
. . . fl"OV•~£ 

proViding ac~ountin~in the situat~ons enumerated in (iv) 

.above. 
·. .· ·..;, 

. ~~ ... 
,!' 

-:· "~ . . ' 
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Part l .- Applicab111 ty 

. 15-lOL.: Scope ot Part. This Part prescribes the use ot the cost 
. - .· 

principlea· &ncl standards set tonh in the several succeeding Parts ot 

this Section 1n contract1Dg and subcontractiDS ~d delineates the nature 

o-r such ·use. under different circumstances. 

1~101.1. Use~ · Part 2 is prescribed tor use: - . 

·. (1) As a contractual basis, by incorporation by reference 1n the 

contract, tor detemination ot: 

(}.) reimbursable . costa under cost-r•imbursement ~ contracts 

inclwUDg coat-remburaement tne subcontracts. thereunder, : 

the coat-re:lmbureement portion o~ tim• &D4 materi.al.s . 
· .. 
~~. . 

contracts ancl coats o~ te%mil:Jated coat-re:lmburaement centracts •. 

(11) With. ~spect to (1) above the deciaiODS set :toi-th in. this. Part· .2 

as .to uaallovab1lit7 have been dictated by a variety ot reasons, 

. 1nclu41Dg the a~strative c11tficulty o~ controlling certain 

expenditures. Accord1nsJ,. 1 nothing 1D this Part 2 abal 1 be 

·. ~onatruecl aa preventins the aubDiasion b7 contractors o~ 
. . 

. . requests tor spec~· conaid8rat1on ot arq expenses tor which 

.. · the contractor wuld DOt otherwise be re:Jmbursed.· Such 

requests shall be in addition to and sha.U. be spec1f1ca.l.l7 

. acludecl traa the devel.oplent and sul:m1ss_1on o~ coat data. 

··· · ID. detem1 n1ng the. tee to be paid, contracti.Ds officers are 

authorized vhere thq consider it aP.Propriate to do so to 

incJ.ude a factor which w111. give recognition to 8t'D:3 legit:lmate 

contractor expenses when such expenses are reaaonabl.e under the 

circumstances o:t particular procurements • 

..... 
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(111). t!lder t1xed price type contracts the ob~ective ia the 

negotiati~ ot a mut~ satistacto17 price or settlement · . 

. rather than the determiDation. ot alJ.owabil~"t7 or unal.lowab1llt7 
' • •i•l. :. • : ' 

ot individual cost itema. Acco~tqgl_)T1 under such :fixed 
' ' ' ' ,.~ ' ·• ;1 

price tY.pe contracts 1 the. pr;tnciplea .in. 1;hia part are .. · 

intended to afford g,meral gui~e oDly to (a) contractors 
• • J• 

in the preparation and sul:lllisaion ot cost representations, 

(b) auc11tora 1D the ~endition ot ad~17 audit repo_rts, 
- ,' . . . 

and (c) contracting officers in their consid.eratiou. ot · 

cost data incident to ~e negotiation of contract. prices. 
' . . 

15-101.2. ".Allow.ble" and "Uaallovable~ 1D Com1ect1on with FiXed Price;.·. 
l - ; ·~· •• 

T;t;pe Contracts. As used 1n ASPR1 &pction XV, Part 21 th• words "a.ilowable,-• . · . 
. .. ... r. . ~· ' . . .. ·· . . . f"\ 

"unallowable," and the like, shall, in cozmection with 8ZJ:1' fixecl-price t,pe · 
... r .. .- ...... .. . 

contract, mean "acceptable," "unacceptable," and tJ:le like. 

····-···. 
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Part 7 - Fixed-Price Type Contracts 

1$-700 Scope of Part. This Part sets forth the. guidelines to be 

used tar· the evaluation ot costs in negotiated fixed-price type con~racts, 

including terminations thereof, in those ins tames ldlere such evaluation 

is required to establish prices for such contracts. "Fixed-price type" 

contracts include, for purposes of thi~ Part, the following: 

( i) firm fixed-price cnntracte (ASPR 3-403 .1) 

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

(iii) fixed-price contracts providing for the redetermination 

of price (ASPR 3-403.3) 

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

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

contracts (ASPR. 3-405.1) 

1$-701 Basic Considerations. (a) Under fixed-price type contracts, . 

prices,~ separate elemenSs of cost. plus profit, are to be negotiated. 

A negotiated price is the basis for payment to a contractor under fixed

price type contracts; allowable costs are the basis tor reimbursement 

under cost-reimbursenent type· CC?ntracts. Accordingly, the _policies ~ 

pr_~edures ot .. ASPR Section III;, Part 8, are governing and shall be r.ollowed 

in: .. the negotiation of fixed-price tY,Pe contracts. 
\ .. 

(b) Ae recognized in ASPR Section III:, Part 8, there are within 
· .. ·.· _. ,· ·. . . .· . . ec. 
·. the·· fixed-price type category- of contracts certain situations, ~, 

incentive and redeterminable contracts, in which costs are a significant 

factor .in the negotiation of prices. In such situations, costs must be 

submitted.by contractors, evaluated by the Government, and used as 

TAB C 
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appropriate in negotiating fair arid reasonable_ prices. However, since r· 
' ·. . 

jhe buicl objective, even in these situ_rtions, is the negotiation of a 

price rather than the determination of allowable and unallOTifable cogts, 

the use of cost principles DDlst be flexible •. 

1$-702 Cost Principles· and Their Use. (a) _When, pursuant to 

AIPR 1'-101, costs are to be consider~ in fixed-price type contracts, 

Section XV, Part 2, shall be used to provide general guidance in the 

consideration ot cost data in conjwx:tion with other pertinent considerations 

as set forth more fully- in .ASPR Section III, Part 8, ~equired to establish . 

a f'air am reasonable price. 

· (b) In using Part 2 ot this Section XV for general guida.npe,. 

contracting officers are not necessaifly- required t~==~,:e~al.ua~-='1· 
each illdividud item of' cost (as is. required tor cost-reimbursement type .. · 

contracts) in establishing a price; nor shall they- be required, in sub-

stantiating or justitying a negotiated price, to explain the treatment 

accorded each such item ot cost. Notwithstanding the above, contracting 

officers are required to tull7 substantiate and justify aqr negotiated 

. \ 
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SECTION XV 

CONTRACT COST PRINCIPLES 

. 15-000 Scope of Section. This Section contains general cost principles 

and standards in connection with (i) the determination of historical costs, 

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

subcontractors, and (iii) the review, audit and evaluation of cost data; in 

the negotiation ~d administration of Government contracts and subcontracts 

thereunder. 

Part 1 - Applicabilit.y 

15-100 Scope ot Part.· This Part prescribes the oir~umstances under which 

the cost princ~ples and standards set forth ·in the several succeeding Parts 

ot this Section shall. be used in contracting and subcontracting and the nature 

of that use. 

_15-101 Applic~bility of Part 2o (a) General. In all contracts described 

in ASPR 15-200• ASPR, Section XV, Part 2. shalla 
. . ' . . 

(1) be incorporated by reference.so as to provide the contractual 

basis tor ascertaining --

(A) reimbUrsable costs under cost-reimbursement type contracts 

and the cost-retmbur~ement portion of time and materials 

contracts, and 

. (B) costs which will be allowed by the contracting officer in 

unilaterally determining the amount due the contractor 

under a fixed-price type contract terinina.ted for the· 

convenience of the Gover-nment or a terminated cost-

retmbursement type contractJ 

·~.. . . 



.. 

·.1' ~ 
v. 1 

,.. .. -----... ......... 

··; . 

(ii) 

Drl\ft 
10 September 19~ 

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. negotiate4 overhead 

rates. requests tor progress payments, and termination 

settlement proposalsJ 

(~) the evaluation of oost information by contracting 

officers in the negoti~tion and administration of 

contracts, whenever such information beccmes a factor 

in p~icing, repricing~ establishing overhead rates. 

disposing of requests for progress payments, or settle-

ment of termination claims by agreementJ 

(C) the-resolution of questions of acceptability of 

specitio it~ms of cost in ret!ospective pricing; 

(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 specific 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 which has been completed or substantially 
. . . . . . 

canpleted at the time of negotiation (e.g., final negotiations under fixe~ 

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

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

'I:' I " .... 
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under a contract terminated for the convenience of the Government)~ the treat-

ment of costs is a major factor in arriving at the amount of the price or settl~ 

ment. Accordingly, ASPR, Section XV, Part 2, shall serve as the basis for 

the development and evaluation of cost data, and in any event for the resolu

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

the finally agreed price or· settlement rep~eaents something more than the~ 

total of acceptable costs, a ince the final price accepted by e aoh party does not 
' I 

necessarily reflect agreement on the evaluation of_each element of cost, but. 

rather a final resolution of all issues in the negotiation process •. 

(c) Use in Forw~·d Prioingo To the extent that costs are a factor in 

forward pricing, ASPR, Section XV, Part 2,- shall apply to· the developmen~- and_ 

evaluation of cost· datact The extent to which costs ·influence forward pricillg 

varies greatly from case to case. In negotiations covering future work, actual 

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

cumstances. The· contracting officer must consider all the factors affecting the 

r~asonableness of the total proposed price, such as the technical, production 

or financial risk assumed~ ~he canplexity of work, the extent of competitiVe 

pricing. and the contractor's record for efficiency, economy and ingenuity, as 

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

which :~qui tabl~ distributes the risks be.tween the contractor- and the Government 
~ . ,. . . 

and prtivides incentives· for efficiency and cost reduction. - In negotiating such 
.• . . 

a price, it is not possible to identify the treatment of specific cost elements 

since the bargaining ;s on a total price basis. Thus, while Part 2 will be used 

to develop and &V$luate cost_ data, it will not control negotiation of prices for 

work to be performed in the future (e.g., negotiation of a firm fixed-price 

3 
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contract an intermediate price revision covering, in whole or important part, 

·work which is yet to be performed, o~ a target price under an incentive contract.· 

Nevertheless,. when the question of acceptability of a specific item of cost 

becomes an issue, Part 2. will serve as a guide for the resolution of the issue. 

(d). "Allowable" and. "Unallowable" in Connection with Fixed-Price 'l]pe 

Contractso As used in ASPR,- Section XY, Part 2, the words "allowable,'' "una·l .. 

lowable," and the like, shall, in cozmection with any fixed-price type contract. 

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

·Part 2 - Principles and·Standards Applicable 
to Supply, Ser7ioa, and Researoh ani 
Develvpment Contracts with Co~rcial 
Organizations · 

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

_provisions ot ASPR 15-101, general principles and standards for the evaluation 
~\ 

and determination ot coats in connection with supply, service, and research and 

development oontraots, other than (i) such contracts with educational or other 

nonp~ofit institutions, (ii) construction contracts and contracts for arohitec~ 

engineering services related to construction, and (iii) facilities contracts and 

clauses in supply or·service contracts providing for the furnishing of facilities. 

15-201 Basic ConsiderationS • 
.. 

15-201.1 Composition ot Total Cost. The total cost ot a·contract is the 

sum ot the allowable direct ~d indirect coats allocable to the contract, in,. 

curred or to_ be iricurred. less·~ allocable credits. In ascertaining what 

constitutes coats, ~ generally accepted method of determining or estimating 

oosts that is equitable under the circumstances may be used, including standard 

costs properly adjusted tor applicable variances. 

~· 
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15-201.2 · Factors Affecting Allowability of Costs. Factors to be considered 

in determining the allawabilit,y of individual items of cost include (1) reason

ableness. (11) allocability, (iii) application of those generally accepted 

s.,· _1 accol.mt_ing principles and practices .:_appropriate to the particular circumstance-s. 

(i v) signii'ioant deviations from :the established practices of the cont-ractor 

which would substantially increase the contract costs, and {v) any limitations or 

exclusions set forth in this Part 2, or-otherwise_ included in the contract as to . ' ..,_ 

types or ~ounts of cost itemso 

15-201.3 Definition of Reascnablanesso A cost is reasonable if, ~ its 
_.._.. .. ._~ ~.--.......-..-a~· ........,. .. -...~--

nature or amount, it does not exceed that w~ioh would be incurred b.y an ordi• 
/ . 

narily prudent.person in the conduct of competitive businesso The question of 
. . . . . . 

the reasonableness of specific costs must be scrUtinized with particul~ care in 

connection with companies or separate divisions thereof which are .not subject to 

competitive restraints because the preponderance o.f' their business is with the 

Gover.ment or because of a:tJ.Y other reasono T"vhat is ~easonable depends upon a 

variety ot considerations and circumstances involving both the nature and amount 

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

consideration shall be given to-a 

(1) whether the cost is of a t,ype generally recognized as ordinary 
; 

and necessary for the conduct of the contractor's. business. and. 

the performance of the contractJ 

(ii) the restraints or requirements ·~posed by such factors as 

generally accepted sound· business practices. arm's length bar-

gaining. _Federal and state laws and regulations. and contract 

terms and specifications) and 

6 
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(iii) the action that a prudent business man would take in the ci~ (~\ 

cumstanoes, considering his responsibilities to the owners of 

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

the public at large. 

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

able or chargeable to a p~icular oost objective, such as a contract,· product, 

product line. process, or class ot customer or activit,y~ ·in accordance with the 

relative benefits received or other equitable relationshipo Thus, a oost is 

allocable to a Government contract if ita 

(1) is incurred specifically for the contr~ctJ 

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

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

able proportion to the ·benefits received) or 

(iii) is neoess~ to the over-all operation of the business, 

although a direct relationship to 8.1JY particular cost objective . 

cannot be shawno 

·15-201.6 Credits. The applicable portion of any actual or anticipated 

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

ceived.by_ or accruing to the contractor, shAll be credited to the Government 

eithSr ~a a_cost reduction or by cash re~d, as appropri~te • 

. 15..;202 .. -Direot Costs. 

(a): A direct cost is ~-cost incurred or to be incurred solely for the 

benefit of a single cost objective. Classification of an item as a direct cost 

is not determined by its incorpo~ation in the end product', as mate_rial or labor. 

Costs incurred or to be incurred solely for the benefit of the contract are direct 
~\ 

6 
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costs of the contract and are to be ·charged di. rectl7 theretoe Costs incurred 

sole}7 f~r the bene.ti t of other work of the contractor are direct costs o:t that 

work and are not to be charged to the contract directq or indirectJ.T~ 

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

s, ··~ amount regardless of the established accoun~ practices ot the contractor 

uz:less the contractor demonstrates that the application ot his current practice 

achieves substantial.l.7 the same results. Direct cost items ot minor amouut ma7 

: ... ·~ be distributed as ~rect costs as provided ill jfjfllt~20'o 

lS-203 Indirect Costs 

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

of more than one cost objective. Minor direct cost items ma:r be considered to be 

indirect costs tor reasons. o t prac~icali t7 ca Atter direct costs have been deter-. 
. . 

mined and charged directl7 to the contr~t or other. ~rk as appropriate, indirect 

· costs are those remaining to be allo~ted to the several classes ot work •. 

(b) . Indirect costs shall be accumulated b7 logicu· cost groupings with 

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

tributed to the cost ·objectives •. Each grouping shou.:'.a be determined so as to 

permit distribution of. the grouping on the basis ot the benefits accruing to the· 

several cost objectives. Commonl.71 manufacturing. overhead, sal 11 ng expenses, and 

. general:,and administrative. expenses are ·sepm-atel7 groupedo · Similarly, the par

ticular~·.~a~ ma,- require subdivisions ot·ithese groUpingsJ e.g., bu:Uling occup_a.n-

07 costs ~1; _be. separable frOm thOse ot persoMel· administration within .the 

manuf'acturing overhead group. The number and composition ot the groupings shoul:H. 

be goyarned: b;: t1l'~ic·al. cons:tdentiOiil! & shC?tdd· bf)·· wch as· not~ \md~ cOizi. 

pl:1aate the- aJ:l.Oeat:ttn where aubst~ti~ the ~ resu1ts are achieved through 

.less precise methods. 

7.-
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(\ 
· (c) Each _co_st grouping shall be distributed to the appropriate cost ob'" 

ti ves. 'lbis necessitates the selection of a distribution base common to all 

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

:r .. ·;;J selected so _as_ to permit allocation of the grouping on the .basis ot the benefits 

·;,: 

. . 

accruing to the several. cost objectives., This principl.S tor selecil on is not to 
. . 

be. applied so rigidly'as to undul.y complicate the allocation where substantially 

the sane resul.ts are achieved through less predise methods. 

(d) The method of allocation of indirect costs must be based on the i-81'• 

ticul.ar circumstm ces involved. The method shall be in accord with those gen-
~ 

orally accepted a ccounting principles which are applicable in the ci.rcumstaDoes. 

The contractor's e~tablished practices, if in accord with such generally accepted 

accounting principles, shall be acceptable. However, the methods used bT the 
. . 

m ntractor mq. require reez;um nation when: 

·-· 

(1) ar17 substantial dl. fference occurs between the cost patterns 

ot work under . the contract "and other work of the cantrflCtor; or 
(ii) arJ7 signiticant change occurs in the nature of .!the bus:l.nesa;, 

the extent of submntracting, fixed asset improvement programs, 
.. . ( . 

the inventories, the volume ot sales and prodUction, manutacturl.ng 

processes, the contractor's products, or other relevant 

circunstm.cea • 

. (e) A base perio4 tor allocation ot indirect costs is the period dl.ring 
. -, - . . . . 

which such t»sts are incurred and acCUmulated for distribution to work perfomed 

in that period. The· base period or periods slial.l be so selected as to represent 

the period of contract performance and shall be sutfl.cielitl7 long to avoid 

. inequities in the allocation of costs, but normal.ly no longer than one year., ('\ 

8 

. .... . 



·· .. -·.:·.: . ..: .. ··. ~:··. ·:.: ... : ; .... ;·,-.:· :-.·- ~ .. ''··•· ............ ' .-,_ ........ · ...... -· -.. ·.·-- ... - . - ._ -;. ~ -· .... -.-- .. ·--·--------~--

·, 
. __ ..) 

. .. 

. . . 

Draft 
10 September 57 
Revised 10/l/.57 

Uhen the contract is performed over an extended period of time, as many 

such base periomwill be used as will be required to represent the period 

of contract performance. 

lS-204 Application of·P.rinciples and Standards. 

lS-204.1 General. 

(a)·· ·costs (including those discussed in ASPR lS-204.2.> shall not be 

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

allocabie (see ASPR 1.5-201~4) 1 and determined to be allowable in view of the 

other factors set forth in ASPR lS-201.2 ~ 

(b) The. extent of a~owability ot the selected i tams ot cost covered 
. . . 

in ASPR lS-204.2 has been stated to apply broadly to marv accounting systems 

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

ness and allocability of certain iteins of cost may be dif'ficult· 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

cusse.d~ and agreed to in advance of the contractor's incurring of such costs 

. Urxieri cost-reimbursement type contracts, fixed-price incentive contracts, aa:l \ . ; . 

fixed..;price contracts subject. to price redetermina.tiori. Any such agreement 

should be. incorporated in cost-reimbUrsement type contracts or made a Part. 
ot the contract fUe 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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usa cMrgas for fully doprecil!ted ossets (.AS.fF. 15-204.2(1)(6: : 

food and dormitory service furnished, lTithout c ust to 

emplo.veos or L1volving siGnificant losses (ASffi lS-204.2(n)); 

(iii) ·deferred rnaintemnce costs (J\SPR l$-20~ .• 2 (t)(l)(ii)); 

(iv) pre-contract costs {i\SPR lS-204.2 (cld)); 

(v) research ~ncl develop::·,ent. costs (ASPR lS-204.2 (ii) (6)); . 

·(vi) royalties (ASPR lS-204.2 {jj)); 

(vii) selling !'nd distribution costs (ASiR 1S-204~2(klc)(2)); and 

(viii) trovel cwsts, ~s related to special or ~Dss parsonnel move-

ment (AS,R 1S-204.2(ss)(S)). 

(c) Select ad items .;;f cost aro considared in A.Si.,R lS-204.2. However, 

.I\5PR l$-204.2 does not cover every element of cost ~nd every situation that 

might "rise in. a ·p~rticu.l.ar c~se. _Fnilure to treat any item of cost in 

ASlR lS-204.2 is not intended to imply th2t it is either nllcn.,ohle or unallot-r ... 

a~-,le. Ui~h respect to ell-items, whether or not specifically covered, deter

mination of ~llowabUity shall be based on the principles ~nd standards. set 

forth in this Part and, l'ihore ~ppropri2te, the tra~tment of simil.nr or relnted 

s~lectec it(J118. 

· lS-204;2. Selected Costs. 

) 

· ~a) . Advert ising Costs. 

_ ~1) Advert is inr costs include· the cost of edvertis ing media ~ rxi 

corollary t-dministrative costs. ·Advert.Lsing madi2 include magazines, ne1-rs• 

~pers., ra~io and- tel~ision progrer:3, direct mail, trade p~pers, outdoor 

advertising, de2ler cards end window displays, conventions, exhibits, free 

goods and samples, end sales literr~e. The following advertising costs are . 

. __; alloweble: 
f\ . 

lO 
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boDds as bid, performance, payment, advance payment, .intringement, and fidelit7 

boms. 

(2) Costs of boDiiDg required pursuant to the terms of the contract . 

are allowable. 

(3) Costs ot bollding required b7 the contractor 1D the general con- , 

duct ot his business are a.ll.owable to the extent· that such bcmding is in 

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

under the circumstances. 

(e) Civu·nete;se CoatE, 

· (1) ° Civ~ defense costs are those incurred 1D plann1Dg tor, and the 

protection ot lite a!ld propert7 against 1 the ) possible effects ot enelrl7 attack. 

ReasoD&ble co.sts of civil defense ~asures (including costs 1D excess ot ziormal 

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

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

approved civU defense measures) UDdertaken on. the contractor's premises pursuant 

to suggestions or requirements ot civil defense authoritits are allowable when _ 

allocated to ~work of the contractor • 

. (2) Costs ot capital assets UDder (1) above 3.l'e al.lowable through 
... 

depreciation 1D accordance with (1) belov. · 
. . 

(3) · For contributiona to lo~ civil.detense tr.mds 8lld projects, see 

(h) below • 

. (t) Compensation ror Personal Stryices. 

(1) General. A• Compeonsation tor personal services includes all 

remuneration paid or accrued, in whatever form 8Jld whether paid immediate~ or 

deferred, tor services rendered b.Y emplo,Jees to the contractor during the period 

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

12 
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(i) adver~.islng in trade and teclmical jour!lals, proVided 
. . 

such advertising does not otter specific products or 

services _tor sale but is placed in jourllals vhich are 

valuable tor the d1ssemillat1on or technical information . 

w1 thin the . contractor 1 s industrr; and · 

(ii) help W&nted advertising, _as set ·rorth in (gg) _below, when 

. c~nsiderad i~ cu~junction with all ether ;ecrui:ing 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 coll~ction costa, and ··related legal costa, are unallow.ble. 

(c) Bidding Costa. Bidding costs- are the coats ot preparing bids or 

proposals on potential Government and non-Goverzmzent contracts or proje~ts,. 
. . 

. including the development ot engineering data and cost data necessar:y to 

support the contractor's bids or proposals. Bidding.costa ot the current 

·accounting .perioq ot both successfUl and WlSUccesstul bids &%1d proposals 

normall.7 · sball be treated as indirect costs ~ allocated currentlr to all 

business ot the contractor, in which evant no bidding costs ot past account

! ng periods sball be allocable in the current period to the Government con

tra<;~; however, the contractori a established practice ma7 be to treat bidding 

cost~ b7 some other recognized method.; Regardless ot the method used, the 
. . . 

results obtained ma7 be accepted oD17 it _t01md to· be reasomble and 

equitable. 

· (d) Bonding Costs. · 

(1) Bonding costs arise when the Government. requires assurance 

against tinaDcial loss to itselt or others b7 reason ot the act or default ot 

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

sim1lar assurance. Included are· such 

11' 
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directors • and executive committee members 1 fees, bonuses, incentive awards, 

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

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

in this paragraph (:r), stich .coe'i;s arc allowable to the extent that the total. 

compensation o:r individual employees is rea~onabla for the sorvices rendered. 

£.• Co~pensation is reasonable to the cxtont that the total amount 

paid or accrued, is. commensurate with. compQnsation paid under the contractor's 

established policy and conforms gunorally to compensation paid by other con-

tractors of th~ same size, in the same industry, or in the same geographic area, 

for s~r services. Compensation will be particularly scrutinized to dotcrmino. 

whether the compensation is reasonable in amount and is for actual pcrso~t · 

sorvices, rather than a distribution of profits, whon paid (i) to owners of. 

closeq··mld corporations, (ii) to partners and solo proprietors, {iii) to 

members of tho immediate families of persons within: {i) and { ii), above, or (iv) 

to persons who aro committed to acquire a substantial financial interest in the 

contractor's enterprise •. In addition,' compensation ·eXpenses must be. particularly 

scrutinized in light of tho presenca or absunco of the. restraints occurring in 

the conduct of competitive business. 

c. Compensation. for services ~endared paid to partners ani sole 

proprietors' in lieu of salary will bo allowud to the extent that it is reason

. ablo and deus not. constitut~ a distribution of profits. 

9.· · In addition to the general. rvquirezoonts sot forth in·! through .E. 

above, cort·ain ·rorms of compensction aro subj.3ct to furth~r requirements as 

specifiud in (2) through (ll) bolow. 

13 
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(2) Salaries and Wages. Salaries. and wages for current services I~ 
include gross canpensation paid to employees· in the form of cash, products, o4-

services 1 and are allowable subject ~o the qualifications of (y) below. 

(3) Cash Bonuses and Al-rards. Cash bonuses, suggestion al-rards, and 

sate.ty awards, based on production; cost reduction, or efficient map.agement or_ 

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

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

before the services were rendered, or pursUant to an established plan followed 
. . ·••J. 

by the contractor so consistently as to iinply, in effect, an agreement to make 

· such payment. 

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

bonuses and incentive ccmpensati~n paid in the stock of the contractor o~ 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 canpensation), 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 

s~ock to the emplqyees shall be subject to adJustment 

according to the possibilities that the ·employees will not 

receive such stock and: their interest in the accruals will 

be forfeited. 

Such costs othe~d.se 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 purcbase_ 

stock of the contractor or of an affiliate are unallowable. 

(6) Profit Sharing Plans. For purposes of these principles, profit 
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sh~ring plans aro divided into two typos, Mmoly, i.mmediate payment p~ns and 

deferred distribution plans. Immediate payment plans inc1udo those which provide 

for payment (of tho profits bo.ing distributad) to tho individual officers and 

employo~s shortly aft_er datarmination: of the amount due to each rather than after 

a . lapse of a stated pe::riod of years or upon thE:; retirement, death or disability 

of'. the individua·l officers and urnp1oyocs. Deferred distribution plans include 

thos\J. which provide for payment (of tho profits being d istributccl) into a sop:.:lrate 

~ bank account; or fund usually undor the control of a trustt;u, fur disbursomont to 

the individual officers and employ~Jos after_ a st~t~d period of yuars or upon their 

retircmt:Jnt, doatl?- or disability. Profit sharing plan costs under plans of' the 

immediate distribution typo ara unallowable. Prof' it sharing plan costs under 

plans providing f?r def~rred distributions will be all~wable, subject to the:: pro-

·. ·-tsions of paragraph (7) below, only in thosG cases. 2pd to the extent tho distri

butions of benefits are to bo ·made upon or alter rctiremont, disability or death. 

of the covorGd officers and employees.· 

(7) D~ferred Compensation. · !• As used heroin, dcfurred compensation in

. eludes all renru.neratton, in whatever form, for· services curr~ntly rendered, for 

which the cmployco is net paid until.after the lapse of a stated pori~i of years or 

the occ~cnca of other ev~nts as provided in the plans, except. that it does not in

clude nor~·l end of accounting period accr~ls~ : It includes (i) contributions to 
. . 

p6tllsion, ~-nnuity, stock ponus, and profit. skring plans, (ii) contributions to ·.dis-
~ . . . . . 

ability, withdrawal; insurance, silniv~rship, and simil:.:lr benefit plans, and (iii) 

other deferred compunsation, wh~thar paid in cash or in stock. 

2,. Deferred ccmpunsation, including profit s.haring plan costs 

allowable unct.::r (6) above,. is allowable to the GXtont that (i) it is for ser

_i.c~s roroured during th~ Cvntroct period; (ii) it is, tog~thGr with. all 
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other compensation paid to the employee, reasonable in ~ount; (iii) it is ped~ 

pursuant to an agreement ente~ed into in good faith between the contractor and,-

employees before the services are rendered, or pursuant to an established plan 

followed by the contractor so consistently as to imply~ in effect, an agreement. 

·l/j to make such payments J and. (iv) for a plan whioh is subject to the Bureau of. 

·~..~·: . 

Internal· Revenue, it falls within· the criteria and standard~ of the Internal 

Rn.,nue Code and the regulations of the Bureau of Internal Revenueo . (But see 

ASPR 15-204.l(b)o-) 

a. In determining the oost of deferred compensation allowable -
under. the. oontraot, appropriate adjustments shall be made for credits or gains 

. arising out of -both normal and· abno~al employe~ turnover_, or any other contin

gencies that oan result in a forfeiture by employees of suoh deterred compen-

sation. Adjustments shall be made only for· forfeitures ~ich directly or in-
(\ 

directly inure to the benefit of the contractor; forfeitures which inure·to th 

benefit of other employees covered by a deferred compensation plan with no 

reduction in the contractor's costs will not normally give. rise to adjustment in 

contract costs • Adjustments for normal employee turnover shall be based on the 

contractor's experience and on foreseeable prospects, and shall be reflected 

in the ~ount of cost currently allowable.· Such adjustments will be unnecessary. 

··to the .iextent that the contractor oan demonstrate that ·its contributions take. 

into ad~ount normal forfeitures. Adjustments for possible future abnormal for

i'ei tures shall be et'feoted. accord:ing to the ·following rule a a· 

(i) abnormal forfeitures tha.t are foreseeable and which can 

be currently evaluated with reasonable accuracy, by 

actuarial or other sound computation. shall be reflected 

by an adjustment of current costs otherwise allowable; and,~ 

(ii) abnormal i'ori'ei tures, not within (i) above, may be made 

the subject o£ agreement between the Government and the 
16 
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contractor either as to an equitable ~djustme;nt or a 

method of dqtcrmining such adjustment. 
. 

d.·. In detdrmining whether doforred compensation is for services 

rendered during th~ co~tract pariod ~r is for future services, consideration · 

shall be given· to conditions imposed upon evontual payment, such C\S, requirumunts 

of c.ontinuec:l emplo~ent, consultation aftur retirement, 'lnd covenants not to com

pete. Simil.Clr consideration should be givan to ·\tha .cost of J:ast service credits 

of pension and annuity plans. 

(8) Fringe Benefits.. Sec (o). 

(9) .Overtime, Extra-Pay Shift and Nulti~ .. Shift Prumiums. Soa (y). 

(lO) Training And Edu~tion Expenses. See . (qq). 

. (ll) ·Insurance and Indemnification. Sea (p). 

(g) Contingencies. 

· (1) A contingency is a possible futuro event ur condition arising 

from presently known or unknown causes, the outcome of which is in::leterminablc 

at a present.time. 

{2) 
/ 

Iri historical costing,· i.e., costing as related to past evants or 

Gxp\::ri\Jnca, contingencies ore not ollowabl~. 

·-- (3) .. In conn~ct i~n with ostinetos of futur~J costs, contingencies fall 

into twb categories: 

(i) · thoso which may arisa from pr~£;sently known and existing 

conditions, the effects of which aro foreseeable within 

reasonable limits of accuracy; e.g., anticip~tc~ costs of 

· rejects and defective work; iri such situations whore they 

exist, contingencies of this category arc t·o be included in· 

the .estimates or futuro cost so as to provide the b~st 

estimate of performance costs, and 
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(ii) those whioh may arise from presently kn~rn or unknown 

conditions, the effect -of which oann~t be measured so 

precisely as to provide equitable results to the con-

tractor and to the GovernmentJ e.g., results of pending 

11 tigation, ·.and other general business risks. Contin-

genoies ·of this category are to be excluded from oost 

estimates under the several items of cost, but should 

be disclosed separately, including the basis upon which 

!\, 

the conti~gency is computed in order to facilitate the 

negotiation of' appropriate contractual coverage (see, tor 

example, {p), (t), and (mm) below)-o 

(h)· Contributions and Donationso Contributions and donations are -: 

unalloW-able. .(\ 

(i) Depreciation. 

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

the cost of a tangible capital. as~et, less esthlated residual value, over the 

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

not involve a process of' valuation. Useful life has reference to the prospective 

period .. of economic usefulness in· the particular contractor's operations as dis--... 
tinguished from phyBical lite. 

. . 

. · .. · .. ·. (2). Normal depreciation on a contractor's plant. equipment, and other 
. . . 

capital facilities is an allowable element of contract costJ provided that the 

amount thereof is cemputedc 

{i) upon the property cost basis used by'the contractor for 

Federal income tax purposes (see Section 167 of the Internal 

Code of l964)J or 
~\ 

Revenue 
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(ii)_ in the case o£ nonprofit or tax-exempt organizations, upon 

a. property cost basis which could· have been used by the 

(iii) 

contractor for Federal income tax purposes, had suQh 

organizations been subject to the payment o£ inoome taxJ 

and in ~i the·r case 

by the consistent application to the assets concerned o£ 

any generally accepted accounting method, and subject to· ··· ·· 

the l~itations of the Internal Revenue Code ot 1954, 

inc 1 uding .. -

(A). the straight line methodJ 

(B) the decliniDg balance aethod, using a rate not_ 

e!Xceeding twice the rate which would have been . 

used had the annual all~anoe been computed under _ 

. the method described in (A) aboveJ 

(c) the sum of the years-digits method;_ ~d 

(D) any other consistent method productive ot an annual 

allowance which. when added to all allowances tor 

the period commencing with the use of the property 

and including the current year, does not, during the 

first. two-thirds of the useful lite of the. property, 

exceed .the tot$.1 of such allowances which would have 

. been used had such allawa.noes been computed under the 

method described in (B) above. 

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

other work as an indirect aost. The amount o£ depreciation allowed in any 

ac~ounting period may. consistent with the basic objectives set forth in (1) 

above, vary with volume of production or use of multi·~shii't operations. 

19 
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{4) In the case o£ emergency facilities covered by oertificatea.of~ 

· __ necessity,, a ·contractor may elect to use normal depreciation without requesting 

a determination ot Htrue depreciationu or may elect to use either normal or 

"true depreciation" af'ter a determ~ation ot "true depreciation". has been made 

:f· 'i by an Elnergency Facilities Depr$ciation Board. . The method elected must be 

followed consistently throughout the lite of the emGrgency tacilityo v~ere 

·~ .. : 

an electio~ is made to use normal depreciati.on, the amount thereof tor both the 

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

with (2) above. ~There an election is made to use "true depreciation," the. 

~ount allowable as depreciation: 

_.: 

(5) 

· (1) with respact to the emergency period (5 years), shall be 

.computed in aocordanoe with the determination of the 

Emergency Facilities Depreciation Board; and 

(ii) .a..tter the end of the emergency period, shall be computed b~ 
·distributing the remaining undepreoiated portion of the oost 

ot the emergency taoili ty over the balance of its useful lite 

(but see~ (6) below} J provided the remaining undepreciated 

portion of suoh cost shall not includa ~ amount of ~ 

recovered "true depreciation." 

De.preoiation on idle or . excess facilities shall not be allowed 

except ~n ~oh taoilities as are reasonably-necessary tor current and immedi

ately prospective production. 

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

contractor's assets which have been tully depreciated when a substantial portion 

ot suoh depreciation was on a basis that represented, in effect, a recovery 

. thereof as a charge against Govermnent contracts or subcontracts. Otherwise • a1~ 
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mutually ~greed upon ~e charge may be allowed. (But see ASPR 15-204.l(b).) 

In dete~ining this charge. consideration should be given to cost, total esti-

mated usei'ul life at time of negotiation, and effect of any increased maintenance 

charges or decreased efficiency due to age. 

(j) · Employee Morale, Health, and Welfare Costs. and Credits. Reasonable 

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

first-aid clinics, recreational activities, and employee co~eling services~ 

incurred. in accordance with the cont~actor's established practice or custom in· 

the industry or _area, for the improvement of working conditions, employer

empla,yee relations, employee morale, and.empla,yee pertor.mance. are allowable. 

Such costs shall be .equitably allocated to 

~· 
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i all work o£. the contractor. Income generated from any ef these activities she0 

be credited to. the oosts thereof unless such income has been irrevocably set over 

to employee welfare o~ganizationse 

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

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

tation, and gratuities, are unallowable (but see (j) and (pp)). 

(1) Excess Facility Costs~ Costs of maintaining, repa1ring, and housing 

idle and excess contractor-owned facilities, e~cept those reasonably necessary 

for current and immediately prospective production purposes, are unallowable. 

The costs of excess plant capacity reserved for defense mobilization production 

shall be the subject of a separate contract. 

(m) Fines and Penalties. Costs resulting from violations ot, or failure 

of the contractor to comply with, Federal, State, and local laws and regulation~ 
. ( \ 

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

provisions ot the contract, or instructions in writing from the contracting · ·. 

office~. 

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

services include operating or furili.shing tacili ties for cafeterias, dining. rooms 1 

canteez;s.-, lunch wagons, vending machines, living accommodations or similar types 

ot ser~ces for the oontraotor•s e~ploye~s at or near the.contractor's facilities\ 

· Reasonable losses from the operation of such services are allowable ii' they are 

allocated to all activities served. ~nere it is the polioy of the contractor to 

operate such services without oost ··to-· the employee.. r9a.s.ona.ble.. oosts of such 

operations are allowable i£ they are allocated to all activities served. {But 

see ASPR l5-204el(b) .) Profits (except profits irrevocably set over to an em-
(\ 

· ployee welfare organization ~£ the contractor in amounts reasonabl~ useful for , 
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the benefit of the employees at the site or sites of contract performance) 
. \ 

accruing to the contractor from the op~ration of these services, whet_her. operated 

by the oontraotor or by a concessicnaire, shall be treated as a credit, and 

allocated to all activities servedo 

(e~ Fringe Benefits. Fringe benefits are allowances and services. pro

vided by the oontraotcr to its employees as.oompensation in addition to regular 

wages and salaries.· Costs of fringe benefits, such as pay ~or vauatid'af1o·ll011• 

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

benefi~~plans, are allowable to the extent required by 1~, employer-employee 

agreement, or an established policy of the contraotoro 

(p) Insuranoe.and Indemnifioationo 

(1) Insurance includes {1) insurance which the contractor is required 

to carry, or which is approved, _under the terms of the oontraot. and (11) any 

other insurance which the contractor maintains in. oozmeotion with the general 

conduct of his business. 

ae Costs of insurance required or approved, and maintained, pur--· 
suant to the oontraotl are allowable. 

b. Costs of other: insurance. maintained by the oontraotor in oon--
nectiou.With the general conduct of his business are allowable subject to the 

tollowi:ng limitations a. 

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

with sound business praotioe and the rates· and premiums 

shall be rea&o nable under the oircumstanoesJ 

(ii) oo~ts allowed. for business interruption or other 

insur~oe shall be limited to exclude coverage of 

profit~ interest, and any other items of cost ~ 

allowable under this PartJ 
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(iii) costs of insurance or of any contributions to EUl.7. reservr(\< 

covering the risk of loss of or damage to Government-owned. 

property are allowable only to ·the extent that the Govermnent 

· shall ha.ve required or approved such costs; 

(iv) contributions to a re.serve for an approved self-insurance. 

program are allowable to the extent that the types ot 

coverags, extent of coverage., and the rates and premiums 

would have been allowed had insurance been purchased to. cover 

the risks; and 

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

proprietors a.re allowable to the extent that the. insurance 

represents additional compensation (see (t) above).· 

~· Actual losses which could have been covered by permissible~ 

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

able unless expressly provided tor in the contract, exceptJ 

(1) costs inc.urred because of losses not covered Ullder nominal. 

deductible insurance coverage provided in keeping with 

sound business practice, are allowable; and 

(ii) minor iosses not covered by insurance, such as spoilage, 

breakage and disappearance of small hand tools, which occur 

in the ordinary course ot doing buainesa, are allowable • 

. (2). lndemnifioation.includes securing the contractor against liabili-

ties to third per·sons and other losses• not compensated by insurance or otherwise. 

The Government is obligated to indemnify- the contractor on~y to the extent ex

pressly provided for in the contract, except as provided in (l)o above • 
.. -. r\ 

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

bond discounts, costs of financing and refinancing operations, legal and pro-
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fessional fees paid in connection with the preparation of prospectuses, costs of 

preparati-on _and issuance ot stoclc rights, and costs related thereto,_· are un .. 

allowable except tor interest assessed by State or local taxing authorities unde1 

the conditions set forth in (oo) below. _(But see (x). l 
(r) Labor Relations Costso Costs incurred in m~ntaining satisfactory . 

relations between the contractor and its employees, inoluding oosts of shop 

stewards, labor management oammittees, employee publications, and other related 

activities,. are allowable. 

(a) Losses on Other Contraotso An excess of ooata over income under ~ 

· other contract .. (including the contractor's contributed portion un_der · ooat-sharin~ 

contracts), whether such other contract is of a supply, research and develoPmentt 

or other nature, is unallowable. 

(t) Maintenance and Repair Costso· 

(1) Costs necessary tor the upkeep of property (including Goverment 

property- unless otherwise_ provided tor), which neither· add to the permanent valuE. 
. . 

ot the property nor ·appreciably prolong its intended lite;. but keep it in an 

efficient. operating condition~ are to_ be treated.as follows (but see ASP.R 15• 

204·.2 (i)) ~ .. 

(1) normal maintenance and repair costs are allowable; 

. (ii) extraordinary main-bmance and r"epair costa are allowable, 

provided such ·are allocated to the periods to which appli

cable tor purposes of determining contract costs. (But 

see ASP.R 15-204.l(b).) 
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(2) · Expend! tures for plant and equipment which. accordi. ng to generally 

accepted accounting principles as applied under the contractor's established 
-

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

l/j on a depre~iation bas is. 

(u) Manufacturing and Production Engineering Costae Costa of manufactur

ing and production engineering. including engineering activities in connection 

with the following. are allawablet 

(i) current manufacturing processes such as motion- and time 

stu~, methods analysis, job analysis, and tool design and 

improvementJ and 

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

production auitabilit.y and component design tor purposes o~ 

__ a :lmplifying pro ductiono 

(v) · Material Coats. 

(1) Material costs include the costa of suoh items as raw materials, · 

parts. subassemblies, components. and manufacturing supplies, whether purchased 

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

as inbound transportation and intranait insurance. ·In computing material costa 

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

(for correction of defective work, see t~ provisions of the contract or proposed 
. ~ .· . . - . 

contract relating to inspection and correotion of detective work). These costs 

· are allowable subject, ·however,. to the provisions ot (2) through (5) below. 

(\\ 
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(2). Costs of material shall be suitably adjusted tor applicable por-

.tians ot income and other credits, including available trade discounts, refunds, 

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

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

credited directly to the cost of the material involved or be allocated (as · 

credits)· to indi~eot costs. However, where.the oontraetor can demonstrate that 

·failure to take cash discounts was due to circumstances bllyond his control, suoh 

lost discount• need not be so creditede 

(3) Reasonable adjustments arising.tram ditterencea between periodio· 

·.physical inventoey quantities and relatec1 material .control recorda will be in• 

cluded in arriving at the cost of materials, provided such adjustments (1) do not 

_include ftwrite-dawnaft or ftwrite-ups" ot values and (ii) relata •to the period of 

~ertormance of the contraot. 

(4) fJhen the materials are pUrchased specifically for and identifiable. 

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

be charged to the contract. It material is issued .t'rom stores, my generallJ' 

recognized method of pricing such material ia acceptable it that method is con

sistently applie.d and the reaul ta are equitable. _vTh.en estimates of material 
,..· 

coats -to .. be incurred in the t\lture · are required. either current market price or 
i 

anticipated acquisition cost (it reasonabll oertai~ and determiilable) may _be 

used~ but the=. buia ot pricing must be disclosed •. 

. (6) Costa ot materials~ services. and supplies sold or transferred be-

tween plants, divisions or organizations. under a common control, ordinarily shall 

be allowable to the extent ot the lower ot cost to the transferor-or current mar

":et price. However·. a departure from this basis is permissible where (i) the 
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• .f ~ 
item is ~egularly manufactured and sold by the contractor through commer~ial / 1 

·ch~els and (ii).i~ is the· contractor's long-established practice to price inter

organization tr8ll.Sfers at other than cost tor. ·aommeroial work; provided that the 

- charge to the contract is not in excess of the trans£eror's sales price to its 

.ilost favored customer for the same item in like quantity, or the current market 

price, whichever is 10\vero 

(w) Organization Costs. Expenditures, such as incorporation tees* at~ 

·~: torneys' tees, accountants·' fees, brokers' tees, tees to promoters and organizers, 

in connection with (i) organization or reorganization ot a business, or (ii) 

·raising capital, are unallowable (see (q) above). 

(x) Other Business ExPenses~ Included in this item are suoh.reourring 

$Xpensea as registry and transfer charges resulting from changes in ownership 

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

proxy solicitations, preparation and .publication of reports to shareholders, prb-.. 

paration and submission ot required reports and .forms to taxing and other regula,.. 

tory bodieSJ and incidental costs of. directors and committee meetings. The above 

and similar costs are allowable when allocated on an equitable basis to all 

classes of worko 

{~}-' Overtime, Extra Pay Shift. and Multi-shift Premiums~ 

; (1) This 1 tem. consists of the premium. portion of overtime, extra pay 

shi.i't and multi-shift p~ents to employees. Preferably such premiums should be 

separately.identitied and handled as indirect costa to be allocated to all work 

of the contractor •. However, where it is the normal practice of the contractor to 

handle these premiums as direct costs, such practice is ac~eptable if it does not 

The same tesult in the Go~rnment absorbing a disproportionate share· of costs. 
~I 

~onsiderations govern their inclusion in·or exclusion from the base for overhea. 
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Such pre~iuma, when allowable, shall be equitably allocated in 

· light of (1) the amount of ·such premium. costs allocated to non-Government work 

being ooncurre_ntly performed in the contractor 1 s plant a.nd (ii) the factors which 

necessitate the incurrence of the costae 

(2) Overtime, extra pay shift ·and multi-shift premium expenses may 

arise in two distinct ways in connection with the contraott (i) by initial 

agreement between the contractor and the contracting officer that ~own condi

tions warrant the use of such premium labor;. and (ii) to meet unexpected condi-

tiona or emergencies arising in the. course of the contract. not contemplated by · 

the contracting .partiese 

(3) The allowability of overtime, extra pq shift and multi-shift 

premiums will be determined as tollowsa 

.~ 

(i) to the extent that the contractor and the oontracti!lg officer 

. initially agree that such premiums. are necessary in vi"' of 

knaw.n conditions, and the contracting officer so authorizes 

in writing, such costs are allowable; aDi · 

(ii) · ·with respect to unexpected condi tiona or emergencies arising 

in the course· of the contract, such costa are -

(A)" unallowable if the contractor is . alread¥ obligated to 

meet the· contract: delivery schedule without additional 

co.mp~nsation ther.eforJ 

(B) allowable to the extent authorized inlvriting by the con-· 

traoting officer, in the case ot cost reimbUrsement type 

contracts; and 

(C) allowable to the extent authorized in writing by the con-. 

tracting officer prior to final. pr ic iDg, in the case . ot' 

fixed-price redeterminable or incentive type contracts. 
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(z) : Patent Costso Costs of preparing disclosures, reports, and other (\. 

documents required. by the oontraot and of searching the art to the extent neces

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

clauses ot the contract relating to patents, costa ot preparing documents and 

~other patent costs •. in connection with the filing of a patent application 

where title is oonve¥ed to the Government, are allawableo (See also (ii) and 

(jj) belo\Vo) 

(aa) Pension Plans. See (1') aboveo 

(bb) Plant Protection Costso Costs of itams such as (i) wages, uniforms, 

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

plant protection capital assets, and (iii) necessary expenses to comply with 

· military security requiremonts, are allowable. 

(co)·· Plant Reoo:n.version Costae ----·----------··- Plant reconversion costs are those incur/~~ 
/ \ 

in the restoration or rehnhilitation of the contractor's facilities to approx~_ 

mately· the same condition r!xl.sting immediately prior to the commencement of the 

military oontraot work, fair wear and tear· excepted •.. Reconversion costs are 

unallowable except for the cost of removing Government property and the restora

tion ·or rehabilitation costs caused by such removal. 

(dd) Precontract Costs. Precontract oosts are those incurred prior to the 

'effective ·date of the contract directly: pursuant to the negotiation and in 

anticipation of the a".Yard of the contract where suoh incurrence is necessary 

-to comply with the .proposed oontraot delivery schedule. Such costs are allowable 

to the extent that they would have been allowable it incurred atter th~ date 

of the contracto (But see ASPR 15-204el{b).) 

(ee) Professional Service Costs - Legal, Accounting, Engineering, and 

Other.· 
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(lY Costs of professional services rendered. by the members of a 

particular profession who are not employees of the contractor are_allawable, 

subject to (2) and (3) below, when reasonable tn relation to the services 

! · ,'J rendered and when not contingent upon reooveey · ot the coats from the Govermnent 

(but see ( w) above) • · 

(2) Factors to be considered in determining the allowabili~ of costa 

in a par-ticular case include 1 

... -

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

-prior to the award of Government oontraota J 

(ii) the impact of Govermnent contracts on the contractor's busi

ness (ieee 1 What new problemS have &riSen) J 

(iii) the nature and scope of' managerial servioea expected of the 

oontra•lt_or' s own organizations;· and 

(iv) whether the proportion of Government work to the contractor's 

total businesi is such as to influence the contractor tn 

f'avor of inourrillg the oost, particularly where·- the ser'- cea 

rendered are not of a continuing nature and have little 

relatioDShip to work under Goverument contracts • 

Retaine_r· tees to -be allowable must be reasonablyo supported by evidence of. services 

' render&da · 

(3) · Costs ot legal, accounting. and consulting services, and related. 
-. 

costs, incurred in connection With organization and reorganization, defense ot 

anti-trust suits, and the prosecution of claims. against the Governmen~~ are 

unallowable. _Costs of legal, aooounting, and consulting ·services, and related 

costa, incurred in connection with patent infringement litigation, are unallowable 

unless otherwise provided for in the oontraot. 
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(i'f) -Profits and Losses on Disposition of Plant, Equipment, or Other Capit~. 

Assets. Profits or losses ot ~ nature arising· from the sale ~r exchange of 

plant, equipment, or other capital assets, including sale or exchange_ of either 

J,· :~1 short or·long term investments, shall be excluded in computing contract costs 

(but see (i) (2) above as to basis for depreciation). 

(gg) Raoruiting; CostB •. Costs of "help wanted" advertising. operating costs 

of an employme~t office necessary to secure and maintain an adequate labor force. 

oosts of operating an aptitude and educational tasting program, travel costs of 

employees while enga~ed in recruiting personnel, and travel costs ot applicants 

for interviews i'or prospective employment are allowable. V~'here the oontrac~or 

uses employment agencies, oosts not in excess of. standard commercial rates tor 

- uoh services are also allowableo Costs of special benefits or emoluments 

offered to prospective employoes beyond the standard practices in the industry 

are unallo\vablt=Je 

(hh) ·Rental Costae (Including Sale and Leaseback of Faoilities)o 

(1) Rental costs of land, building,· and equipment and other personal 

property are allowable if the rates are reasonable ill light ot such factors as 
~· 

~ 
I • 

the type; life expectancy, condition, and value of the facilities leased, options 

available, and other provisions ot the ren~al agreeme~t. Application ot these 

factors involves comparison ot rental ooc:rta with oosts which wouid be allocable 

i£ the facilities were owned by the contractor. 

(2) Charges in the nature ot rent between plants, divisions, or organi

zations under common control are unallawable except to the extent suoh charges do. 

not exceed the normal costs ot ownership, such as depreciation, taxes, insurance.-
(\ 

. -~maintenance; proVided that no part of such costs shall duplicate any other 

allowed costso 
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·(3) . Unless otherwise specifically provided i·n the contract, rental 

costs specified in sale. and leaseback agreements, incurred. by contractors 

through selltng plant facilities to investment organizations. such as insurance 

companies, or to private investors, and concurrently leasing.back the same 

t'·.-~1 facilities, are allowable only to the extent ·that suoh rentals do not e~ceeci . 

.. ' 
"· 

·' 

normal costs, such as depreciation. taxes,· insurance, and.maintenanoe, borne 

by the les~or, which would have been incurred had the contractor retained legal 

title to the facilities • 

(ii) Resea.roh and Development cOsts• 

(1) ·Research and development ·oosts (sometimes referred to as general 

engineering costa) are divided into two major categories for the purpose ~t con

tract costing. - (i) general research, also referred to as basio research, fun~. 

mental research, p~e resaaroh, and blue-s~ research and (ii) related research or 

development, also referred to as applied research, product research, and produC?t . 

line research. 

(2) General research. is that type oi' research which is direoted toward 

increase of knowledge in. science. . In such research~ the primar,y a~ oi' the 

investigator is a fuller knowledge or understanding of the subject under stu~, 

· rather- ·than a practical application thereof. Costs of independent general 

resea.r:oh .. (t~18.t which is not sponsored by a· contract, grant~ or other arrangement) 
. . 

are aliowable• subject to· (6) beloW. Rea.sonableness of the cost should be· deter-

mined in· light oi' the pattern or the. cost of past programs~ particularly those 

existing prior to the placing oi' Government cantr~cts. 

(3) Related research is that type of researohwhioh is directed 

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

scientific knowledge dir.eoted toward the production· of useful materials,_ dev-~Ba., · 

methods, or processes, exclusive of design •. manut'aoturing_._and . .produotion 
' 33 
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engineering (see (1) above). Costs ot a contractor's independent related 

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

.other arrange~ent) ar~ allowable, subject to (6) belaw, under_~ p~oduction co~ 

t'·~ tract to the extent that the research and development are r"lated to the contract 

product line and ~le costs are allocated to all production work of the contractor 

on the contract product lineo Such costs are· unallOwable under research and 

development contracts~ 

(4) Independent research and development projects shall absorb their 

appropriate share of the indirect costs of the department where the work is per~ 

formedo 

(5) Research and development costs (including amounts capitalized), 

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

·the award of a particular contract, are unallowable. 

{6) The reasona.oloness of expend! tures for independent research and 

developm~nt must be scrutin~zed with great oars in connection lvith contractors 

whose work is predominantly ·or substantially with the Goverm.ent. ·~Jhere such 

expenditures. are not subject to the restraints of commercial product pricing~ 

there mu~t be assurance that these expenditures are made pursuant to a planned 
·-

researc~ program which. is reasonable in scope and is well managed. The costs 

should ·not ex~eed those which would. be inOurred by an ordinarily prudent person 

in the canduct of ·a competitive business. (See. ASPa 15-204ol(b).) 

(jj) Royalties and Other Costs tor Use of Patents. 

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

purchase a patent or rights thereto, necessary for the proper performance ot·the 

contract and applicable to contract products or processes, are allowable, unle~~ 

t:'l 
_. .... 
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(i) the Government has a license or the right to tree use 

ot the patentJ 

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

been administratively determined to be i~validJ 

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

(iv) the patent is expired. 

(2} Special oare should be exercised in determining reasonableness· where 

the royalties may havs been arrived at as a result of less than ar.m's length 

bargaining; .e. goa 

.(1) royalties paid. to persons, including corporations, 

affiliated with the contractorJ 

(ii) ·royalties p~id to unaff-iliated parties, including oor..::_ 

· porations, · under an agreement en tared into in contem

plation that a. Go-vernment contract would be awarded; or 

(iii) . royalties paid under an agreement entered into after the 

award of the . contract~ 

(3) Special care should also be exercised with respect to royalties 

paid to unaffiliated parties, including corporations, upon patents the cost of 

which, .. o;r the cost of research and developnent work thereon, were substantially 

. recoveted through Govermnent grants or oh;arges. against Government contracts or 
~ . -

su:bcontracts. 

· · (4) In .. any case involving a patent tor.mer_ly owned by the contractor, 

the amount of royalty allowed should not exceed the cost which would have been 

allowed had the contractor retained title thereto. 

(6) See ASPR 15-204ol(b). 

(kk) Selling Costs. 

(1) Selling costs. arise in the marketing of the contractor t s produot·a 
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and include costs of sales promotion, negotiation, liaison between Government ( 

repre.sentat_ives and contractor's 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 16-204ol(b)). Allocabilit,y 

!.' .. ~.J of selling costs will be· determined in the light of reasonable benefit to the 

·...,.: 

Gover.nment arising from such activities as technical, consulting, demonstration, 

and other services which are for purposes s~h as application or adaptation of 

the ·contractor's products to Govermnent use. 

(3) No~·dthstanding (2) above, salesmen's or agents' compensation~ 

.fees, commissions, percentages, or brokerage tees, which are contingent upon 

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

or bona fide established commercial or selling agencies maintained by the con-

tractor tor the purpose of securing business. . 

(11) Service an~W~r~ty Costso 
. -~\ 

Such costs include those arising from 

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

such as installation, training. correcting defeats in the products, replacing 

de_feoti-ve parts, making refunds in the case of inadeq\la.te performance, etoo 

\fhen not inconsistent with the terms of the contract~ such service and warranty 

costs are allowableo However, cate should be exercised to avoid duplication of ·-. 
the allowance as an element of both estimated product cost and risk. 

(mm} Severance Pay. 

(1) Severance pay. also commonly referred to as dismissal wages~ is 

a P81D1ent in addition to regular salaries and wages~ by contractors to workers 

whose employment is being 'b3rminated. Costs of severance pay are allowable only 

to the extent that, in each case, it is r~quired by (1) .law. (11) employer

employee agreement, ·(iii) established policy that constitutes, in effect, an ~ 

~plied agreement on the contractor's part, or (iv) circumstances of the 

partiou.lar employment. 36 
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Costs of severance payments are divided into two categories as 

(1) actual normal turnover severance p~enta shall be 

allocated to all work performed in the contractor's 

plantJ or, where the contractor provides for accrual 

of pay for normal ·severances such method will be 

acceptable if the amount ot the accrual is reasonable 

in light of payments actually made for normal severances 

over a represe~tative past period; and if amounts aoorued 

are allocated to all work performed in the oontraotor 1a 

plant; and 

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

· nature that measurement or· cost by means of an accrual 

will no't achieve equity to ·both parties • Thus accruals 

for this purpose are not allowable. However~- the Govern

ment recogl'liZes its obligation to participate,- to the 

extent of its fair share, in any specitio payment. Thus~ 

allawability will be considered on a case-by•case basis 

in the event ot occurrence. 

· (nn). Special Tooling Costs. The term "s-pecial toolingn means property _ ·_ 

of suoh- specialized nature that its use, without s-~bstantial modification or 

alteration, is limited to the production ot the particular supplies· or the 

. performance of the particular servi_ces tor which acquired or furnished. It 

includes, but is not limited to, jigs, dies~ fixtures, molds, patterns, special 
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-· 
taps 6 special ga\4ges, and spec ia.l test equipment. ~' The cost of special toolj 

1 

when aoqu.ired for and its usei'ulnes s is limited to one or more Government con-

tracts, is allowable and shall be allocated to the specific Government can-

tract or contracts. 

(oo) Taxes. 

(1) Taxes are charges levied by-Federal, State, or local governments. 

They do not include fines and penalties except as otherwise provided hereino 

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

is required to pay and _which are paid or acorued in accordance with generally 

accepted accounting principles are- allowable, except fort 

~·. 

(i) Federal income and excess profits taxe&J 

(11) taxes in connection with financing# refinancing or 

ref'undilig operations (see (q)}J. 

(iii). t~~es fr~mwhi~h exemptions are available to the con-

tractor directly or available to the contractor based 

on an exemption afforded tho Government except when 

the contraot_ing. officer determines that the adminis

trative burden inoident to obtaining the exemption 

outwe1gh3.the corresponding benefits accruing to the 

Government J . and 

· (iv) speoia_l assessments on lan~ which represent capital. 

improvements. 

(2) Unadjudioated taxes otherwise allowable under (1) above, but 
. . 

which may be illegally or erroneously assessed. are allowable; provided that 

the contractor prior to payment ot such taxest 

(i) promptly requests instructions from the contracting 

otticer concerning such taxes; and 
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(11) · takes all action directed by the contracting · 

officer, including ~ooperation with and for the 

benefit of the Gover.nment, to (A) determdne the 

_legality ot such assessment or, (B) secure a 

refund of such taxes. 

Reasonable costs ot any such o.otion undertaken by the contractor at the direction 

ot the contracting officer are allcwable. Interest and penalties incurred by a 

contractor by reason ot the nonpayment of ~ tax at the direction o£ the con

tracting officer or by reason ot the failure ot the contracting officer to 

assure timely direction after prompt request therefor, are also allowable. 

(3) Any refund of taxes, interest, or penalties, and aey·payme~t to 

the cantractor of. interest thereon, attributable to tL~es, interest• or penalties 

. which were allowed as oontraot coats, shall be oredi ted or paid to. th& Goverment 

in the ma.rmer dl. rected by tha Gover:unent, provi_ded any interest actually paid or 

credite~ to a contractor iucident to a refund of tax, interest or penalt.y shall 

be paid or oreditod to the Govermnent only to the extent _that suoh interest 

a.oorued. over the period during which the oontraotor had been reimbursed by the 

Government tor.the taxes, interest, or penalties0 

(pp) · Trade, Business, Technical and Professional Activity Costso 

(1) Memberships~ This oategoey includes costa of memberships 

' in trade,. busine_ss, technical, and· professional organizations. Suoh oosts are 

allawable.: 

(2) _Subscriptions. This item includes cost ot subscriptions to 

trade, business,_protessional, or technical periodicals. ·Suoh costs are 

allowable. 

(3) Meetings and Conferences. · This item includes cost of meals~ 

transportation, rental ot facilities for meetings~ and costs incidental 
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theret~·· when the primary purpose of the incurrence of such costs is the dias( 

mination o·r technical information or stimulation of prochctiono Such oosts are 

allowable.· 

(qq) Training and Educational Costs. 

(l) Costs of preparation and maintenance of a progr~ of instruc

tion at noncollege level, designed to increase the vocational effectiveness ot 

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 the training program is conducted by the· 

contractor; or 

(ii) tuition· and tees when the tra~ng is in an . ,;. 

in3titution not operated by the coutraotorJ 

are allowable. 

(2) Costs of part-time technical, engineering and acientii'io 

education, at an under-graduate or post-graduate college level, related to the 

job requirements of boria fide employees, including onl~t 

(1) 
-

(11) . 

(iii) 

(iv) 

t:'l 

training materiSlsJ 

textbooksJ 

fees charged by the educational institutioDJ 

tuition charged by the educational institution, or 

in lieu of tuition, instructors' salaries and the 

related share of indirect cost of the educational 

institution to the extent that the sum thereof is· 

not in excess of the tuition which would have 

been paid to the participating educational 

institution) and 
40 
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(v) straight-time compensation of each employee for 

time spent attending classes during working hours 

not in excess of 156 hours per_year where oircum

stanoes do not permit .. the operation of classes or_ 

,attendance at classes attar regular working hoursJ· 

are allowable. 

· (3) Costs ot tuition. tees. training materials and textbooks (but 

not subsistence, salar,y. or any other emoluments) in connection with fulltime 

scientific and engineering education a~ a pos.t-graduate (but not under-graduate) 

college lev!tl related to the job requirements of bona fide employees for a 

total peri~d not to exceed one school year for eaoh employee 80 trained, are 

allowable. In unusual oases where required by Ddlitary technology~ the P.eriod 

may be extended. 

(4). Maintenanoe axpense, and·nQrmal depreciation or fair rental. 

on facilities awned or _leased by the contractor for training purposes are 

allowable to the extent set forth in (t). (i), and (hh) above. respectively-e 

(5) Grants to educational or·training institutions. including 

the donation of. facilities or other properties, sonolarships or fellowships, 

·are c~nsidered contributions {see (h) ab~ve). 

(rr) 
i 

TransportatiOn. Costa •. Transportation costa· inolude freight, 
; 

express •, _cartage, and postage charges. r~lating either to goo.da purchased, in · 

process, or delivered. ·These oosta are allawable. Vihen suoh coats oan readily 

be~identified with the items invol~ed. they may be dreoted oosted as transporta

tion oosts_ or added to the oost of such· items (see . (v) above). · Where identifi

cation with the·materials received cannot readily be made. inbound transportation 
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oosts may be charged to the appropriate indireot cost acoounts if the oontra.t ,: 

follows a. ·consistent, e,quitable· procedure in. this respect. Outbound f'rel.gnt, 

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

direct cos to 

(ss) Travel Costs. 

(1) Travel oosts incl?de costs of transportation, lodging, sub-

sistenoe, and incidental expenses, incurred by CJntractor personnel in a 

travel status while on off.'ioial c~p&n7 business. 

(2) Travel oosts m~ be based upon actual costs incurred, or 

on a per diem-or mileage _basis in lieu of aotual costa, or on a combination ot 
·the two, provided the method used· does not result in an tmreaaonable charge. 

· {3} Travel costs incurred in the normal course of over-all admin-

J. istration of the business and applicable to the ent.ire business are allowable ... ~ 
. . <.,_f""-J 

Such costa shall be equitably allocated to all,work ot the oontraotoro 

(4) Travel costs directly attributable to speoifio contract per-

i'ormanoe are allowable and may be charged to the oontraot in aooordanoe with 

the principle of direot coating (See ASPR 16-202)o 

(5) l'feoeasary, reasonable oosta ot family movements and personnel 

movements ot a special or mass nature are allowable, subject to allocation 

on the basis of work or time period benefited when appropriate. (But see 

ASPR l5-204.l{b) .) 
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