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Contracts a~arded by formal advertising are excluded except in the case of
terminations for the convenience of the government and possibly ~hen prices require
revision because of changes to the contract.

The ne~ Revision makes it clear that "the ability to apply standards of
business judgment as distinct from strict accounting principles is at the heart of
a negotiated price or settlement," and that "cost and accmmting data may provide
gUides for ascertaining fair compensation but are not rigid measures of it." It is
also made clear that the policies and procedures of ASPR Section III - Part 8 are
governing in the negotiation of fixed-price type contracts,

The need for consideration of costs under varying conditions is also dis
cussed in this Revision. In retrospective pricing and settlements, the Revision
states "the treatment of costs is a major factor in arriving at the amount of the
price or the settlement." In the area of for~ard pricing the Revision recognizes
that it is not possible to identify the treatment of specific cost elements since
the bargaining is on a total price basis. Factors such as the technical, produc
tion, or financial risk assumed, the complexity of the ~ork, the extent of competi
tive pricing, and the contractor's record for efficiency, economy, and ingenUity,
as ~ell as available cost estimates are emphasized as being important in consider
ing the reasonableness of a proposed price.

Whenever it becomes necessary to obtain specific data on certain cost
items, particularly those ~hose treatment may be dependent upon special circum
stances, the Revision states "that contractors are expected to be responsive to
reasonable requests for such data."

Applicability to terminations of fixed-price contracts

The ne~ cost principles are to provide guidance in the negotiation of term
ination settlements for the convenience of the government on fixed-price type con
tracts. The cost principles formerly set forth in ASPR 8-302 ~ill not be applicable
to ne~ procuren:ent after JUly 1, 1960 and ~ill be replaced by the ne~ cost princi
pIes in Section XV.

Applicability to subcontracts

A prime contractor, ~hose contract binds him to the ne~ Section x~, ~ill

be required to justify the allo~ability of all costs under cost-reimbursement type
subcontracts of any tier above the first fixed-price subcontract in accordance ~ith

the ne~ Section XV, Part 2 (supply and research subcontracts ~ith commercial orga
nizations), or Part 3 (research subcontracts ~ith educational institutions), or
Part 4 (construction subcontracts). In the case of negotiated fixed-price subcon
tracts, the prime contractor is to use the ne~ cost principles for guidance ~here

an evaluation of costs is required.

Advance Understandings

The new cost principles recognize that criteria for the allo~ability of the selected
items of cost covered in Part 2 apply broadly to many accounting systems in varying con
tract situations. Since reasonableness and allocability of certain items of cost may be
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difficult to determine) contractors are cautioned to seek agreement with the government
in advance of incurrence of special or unusual costs in categories where reasonableness
or allocability are difficult to determine. However, the absence of such an agreement
will not in itself make costs unallowable.

Examples of eight categories of costs are set forth in which advance understandings
may be particularly important. However) each contractor will wish to review the entire
list of costs in Part 2 as well as these specific examples to determine whether advance
understandings are necessary to insure allowabili ty.

With respect to costs that are regularly or customarily incurred) an over-all agree
ment with the three Services may be necessary to insure equitable and uniform treatment.
This is particularly true in the case of indirect costs which may be recovered through
the application of negotiated overhead rates. To date no procedure has been established
for negotiation by the contractor of over-all advance agreements. However) the new prin
ciples do provide that advance agreements may be sought by contracting officers individ
ually or jointly for all defense work of the contractor as appropriate. This provision
has already given rise to the promulgation of different clauses by the various agencies
in connection with the allowability of research and development costs as well as to the
formation of a Tri-Departmental Committee to deal with this matter.

In addition to advance understandings that may be common to all contracts, it may
,- DRr aary to negotiate understandings specific to indiv~dual contracts such as pre
~~~~ct costs and use charges on fully depreciated assets. Advance understandings be

ween prime and subcontractors should also be agreed upon to assure recovery of costs
oy both parties.

General Factors Affecting Allowability of Costs

The general factors affecting allowability of costs remain unchanged from the pre
vious version. These are (i) reasonableness, (ii) allocability, (iii) application of
those generally accepted accounting principles and practices appropriate to the particu
lar circumstances and (iv) any limitations or exclusions set forth in Part 2 or other
wise included in the contract.

In addition to recital of the general factors) reasonableness and allocability are
now defined and basic criteria are set forth for their determination. As a practical
matter these criteria are the same as used in the past) although not previously enum
erated. These are as follows:

Reasonableness - In determining the reasonableness of a given cost, consideration
shall be given to:

(i) whether the cost is of a type generally recognized as ordinary and
necessary for the conduct of the contractor's business or the per
formance of the contract;

........~

(ii )

(iii)

the restraints or requirements imposed by such factors as generally
accepted sound business practices, arm's length bargaining) Federal
and State laws and regulations, and contract terms and specifica
tions;

the action that a prudent business man would take in the circum
stances) considering his responsibilities to the owners of the busi
ness, his employees, his customers, the government and the public
at large; and

---- - ,------- ,~..~.~
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FOREWORD

This pamphlet reproduces a recent letter of the Machinery and
Allied Products Institute to the Assistant Secretary of Defense con
cerning The Pentagon's proposal for application of a so-called "com
prehensive" set of cost principles to all types of defense contracts
and subcontracts.

Defense procurement policy-which would be substantially af
fected by this proposal-has been of primary interest heretofore only
to those directly involved in the process of military buying. This,
we believe, is unfortunate. Recent international developments sug
gest the imperative necessity for a major and long-continuing national
effort to secure our defenses. The success of that effort may be ad
vanced or deterred, in our opinion, according to whether the policy
governing procurement of defense materiel is such as to release or
chain the developmental and productive genius of our system of pri
vate enterprise.

A system of private enterprise is energized by the prospect of profit,
a reward which normally varies directly with the character of per
formance. By further extending the principle of reimbursing govern
ment contractors for actual cost-with profit, if any, added by an al
most inflexible percentage formula-adoption of the proposal here
under discussion might, in our view, have a most serious disincentive

, effect, and in the long run would almost certainly increase the cost to
the government.

This built-in tendency of the proposal brings to mind, moreover,
the already-imposing machinery of governmental profit limitation
in the field of government procurement. This complex of law and
regulations now includes broad authority for contract audit, extensive
use of price redetermination, specific profit limitations on military
aircraft, naval and merchant marine vessels (now temporarily ineffec
tive by reason of renegotiation), and-as the last station in the
gantlet run by the defense contractor-the wholly-arbitrary process
of contract renegotiation. Nowhere, we might add, is this curious
preoccupation with profit limitation better illustrated than in the field
of Atomic Energy Commission procurement.

Defense procurement is, we believe, in every sense a major issue
of public policy, and important questions affecting such policy require
the most careful study by all elements of our society. With this in



mind, the Machinery Institute has thought it desirable to give a broad
public distribution to this statement in the hope that it may enlarge ........
interest in an area too long reserved to the specialist.

Although purely an administrative matter, the proposal which con
stitutes the subject of our statement to the Department of Defense
has such far-reaching implications that we have brought it directly
to the attention of the Preparedness Investigating Subcommittee of
the Senate Armed Services Committee. Our letter of transmittal to
Senator Lyndon Johnson, Chairman of the Subcommittee, is repro
duced as an appendix to this pamphlet. In a gracious note of ac
knowledgment Senator Johnson indicates that he has "directed the
staff of the Preparedness Subcommittee to evaluate this material care
fully in conjunction with [its] over-all investigation."

Very minor editorial changes have been made in the original text
of the basic letter for publication in this form.

_.-



MACHINERY and ALLIED PRODUCTS INSTITUTE

1200 Eighteenth Street, N. W. Washington 6, D. C.

December 16, 1957

Mr. Perkins McGuire
Assistant Secretary of Defense
(Supply and Logistics)
Department of Defense
Washington 25, D. C.

My dear Mr. McGuire:

We appreciate your invitation to comment on the set of contract
cost principles recently proposed for application to "government
contracts and subcontracts thereunder." The Machinery and Allied
Products Institute, representing the capital goods and allied equip
ment industries of the United States, has the deepest interest in this
proposal, representing as it does such an abrupt break with past
procurement practices.

It goes without saying that this is a proposal of the utmost
importance to government as well as to all government contractors
and subcontractors. Moreover, we appreciate particularly the time
liness of this review, coming as it does when Congress and The
Pentagon are considering the need for what may be a substantial
increase in defense spending and the requirement for expeditious
and efficient procurement. This prospect suggests, we believe, a
careful look at all procurement policies and practices and much of
our statement on cost principles may be applied to the broader
context. This is not a question of accounting technique but goes
to the very heart of procurement policy and efficiency.

Your letter of October 14 indicates that procurement officials have
"concluded that it would be more advantageous to have one set of
cost principles which are applicable to all types of contracts with
industry." One is permitted to inquire, we believe, in what way such
cost principles are more advantageous in the public interest.

After the most careful examination of this proposal a broad cross
section of capital goods executives have concluded-and the In
stitute takes the position-that few, if any, advantages are dis
cernible and that the suggestion bristles with possible disadvantages.
Although we shall have more to say on this subject later, we want to
emphasize at this point our special concern with the possible effects
of this proposal's adoption on firm, fixed-price contracting. The
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composite of the views of capital goods industries set out herein
leads us respectfully to urge a reconsideration of your conclusion.

In our comments which follow we have approached the questions
posed by your recent letter-and Mr. Mulit's lettl"r ')f May 28, 1956,
relating to this subject---on three levels:

1. " ,.>: .cussion of certain broad policy questions fundamental
to the conclusion that adoption of a comprehensive set of
cost principles would be advantageous. (Our discussion of
these matters has necessarily involved a review of historical
background and a preliminary and over-all critique of the
proposal here under consideration.)

2. A brief look at the rationale apparently underlying the
suggestion for a comprehensive set of cost principles.

3. A detailed paragraph-by-paragraph review of proposed Sec
tion XV of the Armed Services Procurement Regulation as
forwarded to us by your letter of October 14.

CONSIDERATIONS OF POLICY

In considering a change in basic procurement regulations of such
potentially far-reaching consequences as are involved in this pro
posal, it seems to us appropriate-indeed, essential-to look first at
some fundamental questions. For example, what is the general
policy of defense procurement? Assuming the soundness of such a
policy, will it be well served by adoption of a comprehensive set of
contract cost principles? What consequences may reasonably be
expected to flow from the move here proposed?

Basic Procurement Policy

Last February The Pentagon released Part 8, Section III, of the
Armed Services Procurement Regulation, entitled "Price Negotiation
Policies and Techniques." This important addition to procurement
doctrine declares, "It is the policy of the Department of Defense to
procure supplies and services from responsible sources at fair and
reasonable prices calculated to result in the lowest ultimate over-all
cost to the government." [Underscoring supplied.l This same state
ment of general policy goes on to say that "sound pricing depends
primarily upon the exercise of sound judgment by all personnel con
cerned with procurement."

We think this an excellent statement of broad policy, although
we are constrained to observe in passing that it has been reduced, in
practice, to little more than an expression of pious hope. We think

-.
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the heart of this statement-the proposition that policies observed
and means employed shall conduce toward "the lowest over-all cost
to the government"--deserves repetition and re-emphasis.

At still another point in this recent addition to ASPR one finds
the assertion that "government procurement is primarily concerned
with the reasonableness of a negotiated price and only secondarily
with the eventual cost and profit." [Here, too, we have taken the
liberty of supplying emphasis by underscoring.] And again we say,
fair enough.

Having examined these propositions, which are, we believe, central
to defense procurement philosophy, it seems proper to consider how
the attainment of these objectives may be effected by enlarging the
present catalog of allowable and unallowable costs and by extending
its application to substantially all defense contracts and subcontracts.

Before discussing these matters, however, and as a means of
setting this proposal against an historical backdrop important to its
consideration, we should like briefly to review the circumstances
leading to the suggestion now before us.

Background

This proposal is, as you know, a hardy perennial. It has been
advanced informally for a number of years. Moreover, certain of
the foreseeable effects of its adoption were largely achieved for a
time by publication of a Munitions Board memorandum on Novem
ber 15, 1949, which specified mandatory application of ASPR cost
principles to certain cost-type contracts and permitted their use
"as a working guide" in fixed-price contract negotiations. Because,
in due course, the "guide" became an almost inflexible rule in
practice, the permissive authority for use of cost principles in con
nection with fixed-price contract negotiations was revoked by DOD
Instruction 4105.11, November 23, 1954.

Now this process has come full circle and the proposal is made
that ASPR cost principles "serve as the basis"-under fixed-price
contracts-for: (1) development and submission of cost data and
price analyses, (2) evaluation of cost information by contracting
officers, (3) resolution of questions of acceptability of specific items
of cost in restrospective pricing, and (4) audit reports prepared by
audit agencies in their advisory capacity of providing accounting
information.

The 1954 revocation would appear to indicate that procurement
officials themselves were not entirely satisfied with the earlier author-
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ity. Industry, we know, was decidedly unenthusiastic. Are we now
proposing to re-establish a pattern of procurement practices which
by all evidence--has failed upon trial before? In any event, we
urge a careful review of this proposal's long and uninspiring history.

The views of Congress.-Your letter of October 14 implies that
Congressional committees require a single set of cost principles
applicable to all types of contract with industry. In examining
relevant reports and hearings before interested Congressional com
mittees, we find no evidence of the existence of a legislative mandate
-in precise and definitive form-for a comprehensive set of cost
principles of the character here proposed.

We note in "Hearings Before the Subcommittee of the Committee
on Appropriations, House of Representatives, 84th Congress, Second
Session" on DOD appropriations for 1956, page 10, that the Sub
committee found "serious deficiencies exist with respect to policy
guidance in the basic cost principles applicable to price redetermin
able contracts." This recommendation is restated in the report of
the Survey and Investigations staff of the House Appropriations
Committee in its supplemental inquiry into procurement policies and
practices, its findings having been published under date of January
12, 1957.

First of all, this expression of Congressional concern is limited to
a single type of procurement agreement-the fixed-price redetermin
able contract. Secondly, it is cast in such general terms that it can
in no wise be construed to dictate form and scope of application.

We do not believe Congress intended that existing contract cost
principles (Part 2, Section XV of ASPR) should be lengthened and
their application extended across the whole range of contracting
activity, particularly when this step would, in our judgment, tend to
frustrate certain other broad policies of Congress in this area. We
know, for example, that Congress would concur in your own policy
statement which calls for procurement of necessary materiel of war
at the lowest ultimate cost to the government. And, judging from
the recent hearings before the Missiles Investigation Subcommittee
of the House Armed Services Committee, Congress is in no mood to
encourage the harassment, the haggling and the hairsplitting that are
part and parcel of the cost reimbursement process.

Moreover, there has been increasing criticism from interested
Congressional committees of the extensive use of negotiated procure
ment as distinguished from purchase by formal advertisement and
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sealed bid. In brief, Congress is calling for a substantial reduction
in the negotiation of defense contracts while the instant proposal
would seem to us inevitably to extend the area of negotiation and
certainly to complicate its conduct.

The Armed Services Procurement Act of 1947, as amended, re
states the long-standing preference of Congress for fixed-price con
tracting-and, indeed, in the formally advertised form. This pro
posal, in our judgment, will take defense buying still further away
from announced legislative policy. Moreover, this basic policy of
Congress must, we think, take precedence over any remarks in
Committee hearings on special aspects of military buying.

"Decision Making in Weapons Development."-Although obvi
ously not authorized to release its full text, we have been privileged
to review an advance copy of an article by this title scheduled for
publication in the January-February 1958 issue of the Harvard
Business Review. Its author, Dr. J. Sterling Livingston, whose
experience in and out of government qualifies him to speak authori
tatively on problems of government procurement, has some illuminat
ing comments that are germane to the background discussion of this
proposal.

A quotation from Dr. Livingston's article is particularly apropos.
"Since we are relying on private corporations for the design and
development of new weapons required for our survival, it is urgent
that profit policies be revised at an early date to assure that the incen
tives to undertake weapons research and development work are both
adequate and sound so the work will be carried out efficiently and
economically. There is considerable reason to believe that present
profit policies provide an inadequate incentive for research and devel
opment work and are contributing to waste of scientific, engineering
and production manpower.'"

The author's emphasis on research and development contracting
seems especially instructive. It is in this area that cost-reimburse
ment type contracts are peculiarly appropriate, although we endorse
completely Dr. Livingston's reservations about their use. If cost
contracts have produced these results in an area where their use is
probably unavoidable, why multiply the effect of these ills by extend
ing the underlying principle across the whole range of defense
contracting?

So much for background. Let us tum now to a consideration of

'Livingston, J. Sterling, Harvard Business Review. Graduate School of Busi
ness Administration, Harvard University, Boston, Massachusetts, January
February 1958, in press.
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the over-all effects of the current draft of a comprehensive set of
cost principles.

The Present Proposal

Although certain questions of interpretation remain, the meaning
of the subject draft of Section XV, ASPR, is plain enough: its
provisions are to be incorporated by reference into all contracts;
it will serve to determine acceptability of claimed expense under
cost-type contracts and in termination settlements; and it will serve
as a guide-and, in some cases, a final arbiter-in fixed-price con
tract negotiations.

Adverting now to those statements of broad procurement policy
quoted above, how will they be affected by adoption of these cost
principles?

Lowest ultimate over-all cost to the government.-Acknowl
edging-as we do-the soundness of this over-all objective of pro
curement, just how will it be attained by establishing a comprehensive
set of cost principles applicable alike to cost-reimbursement and
fixed-price contracts?

Unquestionably, there are many procurement situations in which
cost reimbursement is the only practical means of contracting. Yet,
any cost-reimbursement contract has built-in features which tend to
increase the ultimate over-all cost to the government. Such features
include the reduction of competition, the added cost of administra
tion, the impairment of cost-reducing incentives, lessened respon
sibility on the contractor, the problems-and the cost--of extensive 
contract audits, etc.

Despite these shortcomings of the cost-type contract-all of which
are expressly or impliedly recognized by ASPR itself-we are now
confronted with a proposal that cannot fail, in our judgment, to
distribute these disadvantages much more widely by converting
many so-called fixed-price agreements into cost-type contracts, in
fact if not in law. Once a single standard of cost determination is
published, it will become, we predict, an "infallible yardstick" for con
tract administrators and auditors. Its specifications of cost allow
ability will be substituted for that "sound judgment" which this policy
invokes, and the distinction between "cost-type" and "fixed-price"
contracts will-in large measure-have been obliterated.

As we have already observed, we are greatly concerned over the
apparent intention to apply the dead hand of cost reimbursement to
fixed-price contracts, including presumably negotiated purchases of
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standard commercial items of equipment, prices of which are estab
lished competitively in the market place. This is particularly true
of capital goods and allied equipment with which the Machinery and
Allied Products Institute is so familiar.

The exercise of sound judgment.-The proposed regulations de
clare that, in price or termination negotiations, "the finally agreed
price or settlement represents something more than the sum total
of acceptable costs, since the final price accepted by each party
does not necessarily reflect agreement on the evaluation of each
element of cost, but rather a final resolution of all issues in the
negotiation process."

This perfectly proper statement seems, unfortunately, to be in
the nature of an afterthought since the proposed regulation has
theretofore prescribed the use of cost principles "as a basis for the
development and submission of cost data and price analyses, etc."

The inference is clear that contractors should omit from cost
or price analyses those items of expense which proposed cost prin
ciples hold to be unallowable as contract costs or, if so submitted,
that they will be disregarded by contracting officers in negotiating
a price or a termination settlement. As a practical matter we feel
that publication of a comprehensive set of cost principles for general
application "wherever cost is a factor" will lead to major emphasis
upon cost regardless of the facts of the individual case and that the
result almost inevitably will be formula pricing. This means, in
most cases, a complete stultification of the "exercise of sound
judgment" and an increase in ultimate costs to everyone concerned
and especially the government.

Increasing demands for cost analyses.-We are absolutely con
vinced upon the basis of reports from numerous capital goods manu
facturers engaged in government contract or subcontract work that
publication of the comprehensive set of cost principles now pro
posed would result in a proliferation of requests--or demands-for
cost analyses as a preliminary to price negotiations. Such demands
will become routine.

Quite aside from the question of propriety of requesting informa
tion which by its very nature is a business secret in commercial
relationships-and this bears with special force on smaller com
panies, which are characteristic of the capital goods industries-the
multiplication of requests for cost analysis which we foresee raises,
in our judgment, at least two very serious problems. The first is
both an ethical and a practical question. We refer to the situation
where the government serves as transmission agent for confidential
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cost information between individual companies who regularly trans- act commercial business. The inevitable dislocation of normal com-
mercial relationships is compounded in such cases (some of which
have been called to our attention) where the recipient of this in
formation is a commercial competitor of the company originally
preparing the cost analysis.

Second, cost is piled on cost. The company must prepare the
analysis, the contract administrator must evaluate it, and-probably
-an auditor will insist upon examining the underlying books and
records. Does this tend to produce the goods required at "the
lowest ultimate cost to the government?" We doubt it.

Responsibility of the contracting officer.-The increasing demand
for cost analyses and increasing reliance upon a published list of
allowable and unallowable costs can only result in a very substantial
increase in contract audits. Experience would suggest that once
detailed definitions of cost are established as a guide, they become
in practice an inflexible standard, the auditor becomes the enforce
ment agent, and, as we have said on other occasions, procurement
presently becomes the servant of audit.

The contracting officer is fully empowered to negotiate as the sole
agent of the government. Nevertheless--and regardless of his abili
ties-an agent faced with layer upon layer of higher authority and
with the possibility of audit after audit of his conduct is almost
literally forced to rely upon the cozy certainty of a fixed standard.
Across-the-board application of cost principles will largely destroy
his choice of contract selection with the result that the bulk of
government procurement sinks to the dead level of cost reimburse- 
ment-and the ultimate cost to the government is increased.

In sum, we believe that adoption of this comprehensive set of
cost principles will certainly not result in the lowest ultimate cost to
the government, that its publication will lessen substantially the
exercise of sound judgment by contracting officers in procurement
negotiations, and that-unwisely and improperly-it would make
cost, and not price, the primary factor for consideration.

Application of Cost Principles to Different Types of Contracts

Thus far we have dealt with the proposed cost principles as they
might apply to all types of procurement agreements without attempt
ing to distinguish between differing types of government contracts
and the possible effects, as we see them, of an across-the-board appli
cation of such cost principles. Not only do we have strong reserva-
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tions about any use of the present proposal but we have even
stronger reservations concerning the application of any set of cost
principles of this type to firm, fixed-price agreements. Let us now
consider the application of proposed cost principles to different types
of procurement agreements.

Cost-reimbursement contracts.-The reimbursement of costs is a
contractual matter under cost-reimbursement type contracts and we
recognize, of course, that such agreements must include a clause
providing specifically for reimbursement and including or incor
porating by reference some standard such as the present Part 2,
Section XV, of ASPR, to which both parties may refer as a state
ment of contractual rights in this area. This is not to say that we
endorse Part 2, Section XV, of ASPR in its present form insofar
as it denies reimbursement for a variety of legitimate costs of doing
business. However, so long as the application of these cost prin
ciples has been limited to cost-reimbursement type contracts the
contractor has retained the right to choose one of several risk-type
contracts where applicable, with the expectation of making a fair
and reasonable profit if his price is competitive and he performs
efficiently and satisfactorily.

Indeterminate price contracts.-Intermediate between the cost-type
contract and a firm, fixed-price contract are certain combinations of
the two known variously as redeterminable fixed-price contracts, in
centive-type contracts, etc. Without commenting on their numerous
defects their virtue has been that they permit fixing of a final price
on the basis of experience under the contract where costs of pro
duction are relatively uncertain at the time of entering into the
agreement.

Insofar as determination of a final price under such contract
depends upon an analysis of costs in contract performance, they are
like cost-reimbursement contracts; insofar as they shift risk to the
contractor and offer him the incentive of greater profit in recognition
of superior performance and efficiency, they partake of the character
of fixed-price contracts. It is in this very area that Congress has
specifically recommended application of cost principles, and the
proposal now before us would, as we read the document, effectively
convert such agreements into purely cost-type contracts. This, in
our judgment, is not the objective of Congress.

It seems to us that a number of distinct disadvantages--over
and above the natural shortcomings of cost-type contracts to which
we have already referred-may be expected to result from the
application of a single set of cost principles to indeterminate price



contracts in the twilight zone between pure-cost type and firm, fixed
price contracts. The cost reduction incentive of greater profit based
on superior performance will have been largely dissipated. The
allowance or disallowance by rote of individual contract costs will
replace the exercise of sound judgment in price negotiation and, at
one stroke, the effect of such Armed Services Board of Contract
Appeals' decisions as Swartzbaugh, Wichita Engineering, Gar Wood
and others will have been nullified. In short, the benefit, to govern
ment and industry alike, of redeterminable, fixed-price and incentive
type contracts will have been largely destroyed.

The rationale of the Swartzbaugh case is worth recalling in the
present circumstances. As contrasted to cost-reimbursement type
contracts, this case holds that price revisions under a fixed-price
contract with a redetermination clause depend upon negotiation and
compromise rather than a strict cost analysis formula. Swartzbaugh
specifically holds that the now-existing statement of cost principles
is not controlling in price revisions under a fixed-price contract.
The beneficial effects of this landmark decision will, in our opinion,
almost certainly be overturned if the current proposal is adopted.

Firm, fixed-price contracts.-We oppose completely the extension
of cost principles in any form to firm, fixed-price contracts. One
may infer from Paragraph 3-803 of ASPR that the firm, fixed-price
contract is the preferred type of procurement agreement. With this
we agree completely. If the further statement, appearing in Para
graph 3-807 of ASPR, that "government procurement is primarily
concerned with the reasonableness of a negotiated price and only
secondarily with the eventual cost and profit" is to be taken at its
face value, we can see no reason for the application of an inflexible
set of cost principles to firm, fixed-price contracts.

Where competition is lacking or where experience in procurement
of the item in question is absent, a preliminary cost analysis may be
necessary for protection of the government's interest. To admit this,
however, is not to admit that standards used for the determination
of cost allowability under cost-type contracts should serve as the
basis for evaluation of such preliminary analyses. The ultimate
question in such negotiations-as ASPR itself recognizes-is a
reasonable price, and the combination of price elements by which
the contractor arrives at that figure is a matter of judgment.

10 DEFENSE PROCUREMENT
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AN APPROACH TO CONTRACT COST PRINCIPLES

We have attempted thus far in this statement to restrict our
observations to questions of broad policy and to general effects-as
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we see them--of the adoption of a comprehensive set of cost
principles. One thing more remains to be done before we undertake
a detailed review of the draft proposal forwarded to us by your letter
of October 14.

We think it not too late to call attention once again to the incon
sistency between the title and the form and content of this proposal.
In ordinary understanding the word "principle" is defined as "a
fundamental truth; a primary or basic law, doctrine, or the like."
While it is true that contract cost principles now found in ASPR
and the draft here proposed for wider application contain a general
statement of principles consistent with this definition, the fact remains
that both contain an extended list of specific items of cost held by
the regulations in question to be allowable or unallowable.

We think, moreover, no one familiar with the facts would argue
seriously that the specific has not taken precedence over the general
in practice with the result that "cost principles" have become little
more than a precatory recital, and the really effective portion of these
regulations is the simple catalog of allowable or unallowable costs.
We have no reason to believe that a repetition of the regulations in
substantially the same form-and in fact with a very considerable
extension of the listing of specific costs-will have any other results
in practical contract administration.

If it were possible to limit a statement of cost principles to
principles and nothing more, certain of the reservations heretofore
voiced in this statement would disappear. With that in mind we
should like to reiterate our prior suggestions with reference to the
form and nature of an appropriate set of cost principles. These
observations first appeared in our letter of September 13, 1956, to
Mr. Robert C. Lanphier, Jr., and intervening experience convinces
us that-if The Pentagon continues to regard adoption of a broadly
applicable comprehensive set of cost principles as desirable
they would provide a basis for a brief and workable set of cost
principles.

...... Proposed principles.-As a minimum, any comprehensive set of
cost principles should take into account the following:

- 1. A statement of comprehensive cost principles should rest
upon a concept of reasonableness and allocability, rather
than allowability or unallowability.

2. Comprehensive cost principles should recognize that "gen
erally accepted accounting procedures" include a variety of
acceptable methods of expense allocation.

3. Assuming a system of accounts which adheres to "generally
accepted accounting procedures," a comprehensive set of
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cost principles should emphasize the consistency of its appli-
cation by an individual contractor. -

4. The express reimbursability and nonreimbursability of in
dividual items of cost should be omitted completely from a
comprehensive set of cost principles. If protection of the
government's interest requires such precise definition of cost
items, they should be covered by separate ASPR contract
clauses for use in appropriate contracts.

5. Comprehensive cost principles as such should never be in
corporated into a defense contract by reference but should
serve rather as a guide to assure equity as between the
government and the contractor in infinitely varying contract
situations.

6. A comprehensive set of cost principles should recognize all
legitimate costs of doing business.

7. Any revised set of contract cost principles should give full
recognition to doctrines propounded in the decisions of the
Armed Services Board of Contract Appeals. That is to say,
the spirit of such cases as the Swartzbaugh case and the
Wichita Engineering case should be preserved.

SPECIFIC RECOMMENDATIONS

We have approached your invitation to comment on the proposed
comprehensive set of cost principles on three levels: a review of broad
policy, a discussion of cost principles as distinguished from a mere
listing of allowable or unallowable costs, and a paragraph-by-para
graph review of the draft regulation.

In order to be fully responsive to your letter of October 14 we
have set out below comments on the introductory passages of the
draft proposal as well as on many of the specific items of cost dealt
with. We should like to make it clear, however, that our detailed
review of the proposal is in no way to be construed as approval of
an across-the-board application of contract cost principles and
many of the suggestions appearing below serve to extend and support
observations of a more general character heretofore made in this
statement.

We tum now to the specific proposal itself and we are confronted
immediately with many of the same ground rules to which we have
so consistently objected in the past.

The King Canute Complex

There is, for example, a curious attitude on the part of govern
ment procurement officials that might be called "the King Canute

-
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Complex." Canute the Great is said to have rebuked the flattery of
his courtiers by demonstrating that he-powerful as he was--could
not stay the advancing tides. Similarly, we submit, The Pentagon
cannot through administrative fiat abolish a cost of doing business
by declaring that for contract reimbursement purposes such a cost
does not exist.

Apparently, certain elementary truths require restatement. Ours
is a profit economy. Business enterprises prosper, grow, pay taxes,
and continue able to manufacture materiel of war only if their
operations are profitable. To achieve a profit the business first must
realize enough from the sale of its products or services to pay all
its costs of doing business. To the extent that it fails to recover all
its legitimate costs incurred in performing work for a single customer
it is subsidizing that customer.

This is precisely what has gone on for years under cost-reimburse
ment type contracts. Advertising expenses, selling costs, charitable
contributions, research and development expenditures and a long
list of other expenses, as to each of which we shall have more to say
later, are disallowed and, of course, absorbed or passed on to other
customers. It is not sound economics and it is not sound public
policy in the government interest.

Applicability of Proposed Cost Principles

By now it must be clear that we do not favor an across-the-board
application of cost principles to all types of defense contracts and
subcontracts. In brief summation, we repeat that differing types of
contracts require differing approaches in price calculation and cost
determination. The proposal for a single set of cost principles
carries with it an illusion of logic and symmetry-but if all contracts
are to be handled by the same mechanical rules, why have different
types of contracts?

We recommend, therefore, that advertised and firm, fixed-price
contracts and subcontracts be specifically excepted from coverage.

We recommend further that contract administrators be directed
by appropriate language in the subject regulation to apply its provi
sions to redeterminable and incentive type, fixed-price contracts in
the spirit engendered by Part 8, Section III, of ASPR, "Price Nego
tiation Policies and Techniques," and that they be admonished that
use of cost principles is a last and not a first resort in price
negotiations.



We recommend finally that the status of subcontracts under these
regulations be spelled out more clearly.

Use of cost principles in retrospective pricing and settlements.
We note that language of the proposed cost principles makes the
treatment of cost a major factor in arriving at a final price or settle
ment in negotiating firm prices under indeterminate price contracts
or final settlements on termination for the convenience of the govern
ment. It seems to us that this emphasis upon cost is inconsistent
with the theory of negotiating a fixed price and with the spirit of
established Department of Defense price negotiation policies enun
ciated in Part 8, Section III, of ASPR. Cost is but one of several
factors for consideration in the negotiation of fixed prices and by
no means a major one in every case. We urge that this emphasis
upon cost in such negotiations be removed by appropriate amendment
of Subparagraph 15-101(b).

Basic considerations in application of the proposed cost principles.
-In examining the "Definition of Reasonableness" appearing in the
proposed regulations, one is struck immediately by the inconsistency
between the apparent intention that the government shall bear its
fair share of the contractor's cost of doing business and its subse
quent denial of item after item under "Selected Costs." In addition
to this general observation, we have a number of specific recom
mendations to advance.

A cost is said to be reasonable if in its nature or amount "it does
not exceed that which would be incurred by an ordinarily prudent
person in the conduct of competitive business." As now stated this
sentence fails to recognize that the contractor often is required by
the government to pedorm a contract in a way that no ordinarily
prudent person would perform it in the conduct of commercial
business. For obvious reasons speed may be given precedence over
economy. To protect the contractor who finds himself in this posi
tion, we urge that the last part of the first sentence in Subparagraph
15-201.3 be changed to read substantially as follows: "... a prudent
person in the conduct of competitive business or in performing a
contract as required by the government." As a corollary to this
suggestion we recommend that Subparagraph 15-201.3(i) be re
vised in part to read "... for the conduct of the contractor's business
and/or performance of the contract."

By the same token, we assume that the full amount of expenses
incurred by reason of government direction is considered to be
reasonable for purposes of reimbursement. If our assumption is
incorrect, we urge that appropriate language make this clear.

14 DEFENSE PROCUREMENT
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Under "Definition of Allocability," 15-201.4, we recommend that
the word "or" be inserted between Subparagraphs (i) and (ii).

Direct costs.-The language of this Paragraph, 15-202, as well as
that proposed under the succeeding Paragraph, 15-203, appears to
ignore and, perhaps, deny contractors' use of costing systems based
on standard costs and variances. We recommend that a paragraph
specifically authorizing this type of cost accounting be added.

It is noted that the proposed definition of direct costs is to be
applied to all significant items of cost regardless of the established
accounting practices of the contractor unless it can be demonstrated
that application of the contractor's current practice achieves sub
stantially the same results. We suggest that the emphasis in this
paragraph be placed on acceptance of the results of the contractor's
established accounting system subject only to such limitations as may
be required by the test of reasonableness and by special circum
stances.

We believe that the basic definition of direct costs should be
amended by insertion of the following language at the end of the
first sentence: "or group of cost objectives when such costs can
reasonably be allocated on a direct basis."

Indirect costs.-A careful reading of Subparagraph 15-202(b)
can readily lead to the inference that-in order to accommodate its
provisions---changes in generally accepted accounting principles and
practices will be required. We suggest that the language employed
seeks to achieve too great a degree of precision with the result that
it approaches inflexibility. We think the rigidity of this approach
might be appropriately modified by interjection of language some
what on this order: "accumulations of cost, cost groupings and
distribution of indirect costs shall be acceptable if the results are
reasonable and in line with generally accepted accounting principles
and practices."

We suggest that the third sentence of Subparagraph 15-203(c)
be amended to read "the base should be selected so as to permit
allocation of the groupings in accordance with the relative benefits
received or other equitable relationship (see ASPR 15-201.4)."

One further comment is in order on the proposed draft's treat
ment of indirect costs. Subparagraph 15-203(e) implies that the
base period for allocation of indirect costs will, or should be, a year
when contract performance extends over a year-or the production
period, if less than a year. We should point out that overhead costs
are incurred at the same time labor is expended. In our view, if
a contractor's cost system distributes overhead on a monthly basis,
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the government should accept this method and not require alloca-
tions on a yearly basis. Material and labor costs fluctuate depend- -
ing on when they are used, and so does overhead. We recommend
that this subparagraph be amended to authorize acceptance of
monthly overhead fluctuations in the absence of evidence that the
contractor has employed an inequitable means to assess excessive
costs against government contracts.

Selected Costs

Consistent with our prior observations, we do not favor inclusion
of a list of "selected costs" which are held to be reimbursable or
nonreimbursable. At most, nonallocable costs only should be con
sidered where costs are a factor in the determination of prices in
fixed-price negotiations. However, since the draft of comprehensive
cost principles includes a formidable list of specific costs, and in
order to be fully responsive to your request of October 14, we have
included specific comments and recommendations on most of the
costs included. Those comments appear below.

Advertising costs.-As in past versions of this proposal, adver
tising expenses, with the minor exceptions of help-wanted ads and
institutional advertising in trade and technical journals, are declared
to be unallowable. Presumably, the government's consistent refusal
to allow all but minor advertising expenses is grounded upon the
theory that advertising expenditures are unnecessary in order to
obtain government business, or as a matter of general policy it is
inappropriate for the government to recognize these costs. Accept
ance of either of these proposJtions represents, in our view, a very
short-sighted view of the matter.

Tangible as well as intangible benefits accruing to the government
can readily be demonstrated as a result of a firm's ordinary adver
tising expenditures. To begin with, it is well accepted as a legitimate
and reasonable cost of doing business, and its disallowance under
a set of principles adhering to a general test of reasonableness is
palpably absurd. Increased business of the advertiser which enlarges
the scale and the volume of his operations and thus reduces his
costs of production is a direct benefit to the government.

Advertising which informs the public on matters of general inter
est or stimulates interest in the pursuit of careers in science and
engineering, or contributes to the improvement of employee relations,
constitutes another example of such activity which directly or in
directly is beneficial to the government. We note from Subpara-
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graph 15-204(kk) that "selling costs are allowable to the extent
that they are reasonable and are allocable to government business,"
provided the extent of allowability of such costs is agreed to con
tractually in advance (l5-204.1(b». At the very least, general
product advertising should be allowable on the same terms as selling
expenses to the extent properly allocable to government business.

Bad debts.-Bad debts under the terms of the proposed regulations
are made unallowable without qualification. It is true, of course,
that the government pays its bills, but subcontractors and suppliers
may very well incur bad debts in connection with government con
tracts. Since the government normally has title to protect its interest
in the end product, the supplier may be prohibited even from recover
ing its apparatus or materials. Thus we urge that reimbursability
of bad debts should be concerned with proper allocation rather than
with allowability.

Civil defense costs.-The wording of this subparagraph would
seem to represent a clear encroachment upon the prerogatives of
management. It does not seem to us that the contractor's judgment
of necessary civil defense measures should be questioned, if such
costs meet the general test of reasonableness in the circumstances.
We recommend, therefore, that the words "to suggestions or require
ments of civil defense authorities" be deleted from the second sen
tence of Subparagraph (i).

As for the disallowance of all contributions to local civil defense
funds and projects, we disagree most strongly but we shall reserve
our comments on this matter until we take up the broader question
of contributions and donations generally.

Compensation tor personal services.-In general, compensation
for personal services is made allowable to the extent that the total
compensation of individual employees is reasonable for the services
rendered. As now written, the proposed regulations amount to a
determination in advance and with no factual situation in mind that
certain payments are unreasonable. We are inclined to think that
the determination itself is unreasonable.

For example, profit-sharing plans "of the immediate distribution
type" are flatly disallowed by the terms of the proposed regulation.
This can result in absurd inequalities. For example, suppose Com
pany "A" pays its president a straight salary of $28,000 with no
bonus, etc. Company "B" pays its president a salary of $20,000
and under an additional incentive-compensation plan "of the im
mediate distribution type" he realizes an additional $8,000 if a
certain level of company profits is attained. Is it reasonable to



allow the $28,000 figure in the first case and restrict allowance to
$20,000 in the second?

We are aware of the problems confronting the writers of regula
tions in this area and we appreciate the desire of the military services
to prevent abuses. We believe, however, that the general test of
reasonableness of total remuneration is as applicable to this type of
cost as to any other. Profit-sharing plans generally are established
to encourage employees to aid in cost control with a view to an
increase in profits. Obviously, government contracts held by the
employer share in the benefits of the over-all cost savings accom
plished by employees participating in this type of plan.

We urge that, at the very least, the flat disallowance of this
type of compensation be reconsidered and that it be made allowable,
subject to the general test of reasonableness, and that consideration
be given to such factors as the purposes of the plan, its acceptability
to the Internal Revenue Service as a source of tax deduction, com
parison of the employee's total compensation with employees of
other companies similarly situated, etc.

Subparagraph (d) (5) makes the cost of options to employees to
purchase stock of the contractor or an affiliate completely unallow
able. There is, of course, the question as to whether or not any costs
are incurred as a result of a stock-option plan except for direct cost
of the plan's administration. Again we suggest that the cost of
stock options-now a well-recognized and generally accepted method
of individual compensation-be made allowable as one portion of
the over-all compensation paid to the employee subject, of course,
to the overriding test of reasonableness.

Finally, we note that auditors are directed particularly to scrutinize
payments in closely-held businesses which may represent distribu
tions of profit. This we take to be the apparent intent of the caveat
appearing in Subparagraph (f) (b), but item (iv) thereof could be
construed to permit attack on compensation payments even where
arms-length dealing between employer and employee is clearly
evident.

Contributions and donations.-In all candor, we see no basis
whatever for the disallowance of reasonable contributions and dona
tions to charity and education. Business and industry have assumed
a major share of the responsibility for the support of eleemosynary
institutions, such contributions having long been considered a normal
cost of doing business and-if the principal test of allowability or
unallowability is benefit to the government-it seems to us such
expenses must qualify for cost reimbursement.

18 DEFENSE PROCUREMENT
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Obviously, the government benefits directly to the extent that
industry's contribution to charity and education reduces the drain on
the public treasury. Indirectly, but nonetheless powerfully, impor
tant ends of national policy are served by industry's substantial and
long-continued contributions to education at all levels. At a time
when government itself seeks to improve the standard, and increase
the rate, of education of scientists and engineers, to disallow volun
tary contributions toward that end would seem to indicate that one
branch of government is unwilling to support policies espoused by
another.1

As for contributions to local charities and welfare programs, in
dividual corporations have long recognized their responsibilities as
citizens of their communities and have given generously to such
programs. Moreover, state, federal and local governments encourage
such contributions as a matter of public policy. Subject to a per
centage limitation-pegged at such a figure as to make the effect of
such contributions on pricing virtually insignificant-federal revenue
laws recognize the propriety and desirability of such contributions.

We strongly recommend, therefore, that properly allocable portions
of contributions and donations be made allowable items of expense
under the proposed cost principles, subject always, of course, to the
general test of reasonableness applying to the reimbursement of any
cost.

Overtime, extra-pay shift and multi-shift premiums.-Restrictions
on the use of overtime pay are cast in such language as to throw the
burden of proof of necessity on the contractor and to require-in
the absence of a specific contract agreement-advance approval of
the contracting officer. This we submit is a wholly impracticable
requirement. A certain amount of emergency overtime is frequently
necessary and the propriety of ordering overtime work should, in our
opinion, be left to the judgment of the contractor subject to the test
of reasonableness.

We think it unfortunate that overtime work has become synony
mous with waste, excessive cost, etc.; it is, in fact, frequently cheaper
to employ overtime than to hire extra employees. The provisions of
the proposed regulation, in their present form, discourage economies
of this type.

Our comment in this regard may well be conditioned by the fact
that the great bulk of capital goods and allied equipment manu-

1 See attached "Statement of Principles on Education and Utilization of
Technical Manpower" adopted by the Board of Trustees of the Council for
Technological Advancement, MAPI's affiliate organization, October, 1957.



facturers are principally engaged in commercial production and their
products when sold to the government are frequently indistinguish
able from those manufactured for sale in normal commercial chan
nels. In view of this, we suggest that consideration be given to an
amendment of this provision so as to require advance approval of
the contracting officer for the use of overtime only in those plants
the output of which is solely devoted to government contracts.

Plant reconversion costs.-Where the conversion of an industrial
plant to war production makes the cost of reconversion to civilian
production abnormal, we believe the government should consider
reimbursing excess costs involved in the reconversion process. To do
otherwise would seem to us to impose a distinct penalty upon the
contractor for placing his facilities at the service of the government.

We recommend, therefore, that the allowability of plant reconver
sion costs be made a matter of negotiation and contractual agree
ment.

Recruiting costs.-Obviously, no two businesses are identical in
their policies, including recruitment policy. Accordingly, we recom
mend that the last sentence of this proposed paragraph be changed
to read ". . . offered to prospective employees which are in accord
ance with the established policies of a contractor and allowable if
they withstand the test of reasonableness."

Rental costs.-We urge the deletion of Subparagraph (3) appear
ing in this section of the draft regulation. We think it unnecessary
in the light of the test of reasonableness laid down by Subparagraph
(l) . Taken together, the effect of Subparagraphs (l) and (3) as
now written is to penalize companies which have sale or lease-back
arrangements in contrast to companies holding conventional leases.
We think it would be rare indeed to find a conventional lease where
the rental cost was equivalent to normal costs such as depreciation,
taxes, insurance and maintenance expenses attributable to the facili
ties leased. We believe that the general test of reasonableness
appearing in Subparagraph (1) is adequate, and we repeat our sug
gestion that Subparagraph (3) be deleted from the regulation.

Research and development costs.-We are pleased to note that
the Department of Defense has given favorable consideration to
certain of industry's previous comments on this aspect of cost prin
ciples by removing the requirement that contractors must disclose
the purpose and results of independent general and related research
as a condition of cost allowability. We have further suggestions to
make along this line. We recommend that the last sentence of Sub
paragraph (2) be amended by addition of the following: "... but
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this does not mean that it is unreasonable to increase the scope of
past programs." This addition, in our opinion, would eliminate any
possibility of restricting industry's effort in the field of research
and development to the scope of past programs.

We suggest further that the last line of Subparagraph (3), the
import of which is that general research and development expenses
are not allocable to research and development costs, be deleted. In
our judgment, as much benefit accrues to a research and develop
ment contract as accrues to a production contract-to which Rand
D expenses are properly allocable-and we feel that no distinction
should be made as to the allowability of costs.

We recommend that Subparagraph (4) be deleted. Research and
development costs are expenses generally recoverable through general
and administrative rates and should not absorb G and A expense
themselves.

We suggest also that Subparagraph (5) be amended by striking
the words "are unallowable" and substituting therefor ". . . shall
not be allocated to the contract unless allowable for pre-contract
costs."

Selling costs.-This item of cost has been a highly controversial
point over the long period during which your office has attempted
the revision of Part 2, Section XV, of ASPR. The reasonableness
of such expenses and their allocability to government contracts
appears to be the theme of the current language-which we concede
is an improvement over prior drafts-but allowability of selling
expenses remains tied to the test of direct benefit to the government
arising from such activities as technical consulting, demonstration
and other services which are for such purposes as application or
adaptation of the contractor's products to government use.

As in the case of advertising, such expenses are costs of doing
business and are directly related to the continuing growth and vigor
of the business enterprise, and as such contribute materially to the
whole of the company's productive capacity. We think the flat dis
allowance of properly allocable portions of selling expense should be
relaxed and particularly with reference to the production and sale
of standard commercial products to the government. We think this
end may be accomplished by deleting all of the remainder of this
paragraph following the statement, "... to the extent they are reason
able and are allocable to government business."

Severance pay.-We note that the government recognizes its
obligation to participate to the extent of its fair share in any specific
payment of abnormal or mass severance pay. We assume this to



include a share in increased contributions to state unemployment
funds when such increased contributions result from mass layoffs by
reason of contract terminations. If this is not intended, this para
graph should be appropriately amended to take this kind of unusual
expense into account.

Training and educational costs.-It seems to us a strain upon the
test of reasonableness to allow-as the language of this section does
-the costs of tuition, fees, etc., in connection with full-time scientific
and engineering education at the post-graduate level and, at the same
time, to deny payment of subsistence, salary, etc., to the student em
barked upon such a course of study. If the promotion of scientific
and engineering education is now an end of national policy, why
should cost principles be written in this particular so as to frustrate
the achievement of that end? It seems to us that training and educa
tional costs-at least in the fields of science and engineering-should
be fully reimbursable so long as they meet the test of reasonableness
set up in ASPR 15-201.

We have already voiced our views on the disallowance of contribu
tions and donations generally. We must concede that the disallow
ance of grants to educational or training institutions is consistent
with the general disallowance but we are constrained to reassert our
complete inability to understand this position, particularly in view
of the imperative requirement for improvement in the standards of
scientific and engineering education.

Quite aside from the impact on public policy, insofar as it en
courages training of scientists and engineers, training and educational
costs are actual costs and, as in the case of other items mentioned
herein, the government should bear its fair share of such expense.

Transportation costs.-We suggest that all that portion of this
paragraph following the sentence "these costs are allowable" be
deleted. This recommendation is based upon the premise that
management must retain its discretion to cost either directly or in
directly for both incoming and outgoing transportation.
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Conclusion

This concludes our observations and suggestions on the proposed
comprehensive set of contract cost principles. We should like again
to express our appreciation for this opportunity of commenting on
such an important change in basic procurement regulations-indeed,
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as we have pointed out, in basic procurement policy. If we can be
of any further assistance, or if you should desire to discuss these
matters directly with representatives of the Institute, please do not
hesitate to call upon us.

Respectfully,

CHARLES W. STEWART

President



MACHINERY and ALLIED PRODUCTS INSTITUTE -1200 Eighteenth Street, N. W.

Dear Mr. McGuire:

Washington 6, D. C.

December 16, 1957

I should like to add this personal note to the enclosed formal
response of the Machinery and Allied Products Institute to your
request of October 14 for comments on the proposed comprehensive
set of contract cost principles.

We are especially pleased that you are taking a personal interest
in this project, and we hope that your schedule will permit you to
follow closely all of the steps which may be involved in further
consideration of the fundamental policy questions as well as detailed
procedural matters at issue. May we express our hope also that
Secretary of Defense Neil H. McElroy will join you in giving this
project the highest level policy consideration.

It is difficult in dealing with such a complex and extremely im
portant subject to have a written commentary reflect the full extent
of our concern with respect to the comprehensive set of cost prin
ciples submitted to industry for comment. It would be appreciated,
therefore, if at some time you could visit informally with Charles
Derr, MAPI Secretary, who spearheads our work in this field, and
with me so that we might exchange ideas on the subject.

Respectfully,
CHARLES W. STEWART

President

Mr. Perkins McGuire
Assistant Secretary of Defense

(Supply and Logistics)
Department of Defense
Washington 25, D. C.
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MACHINERY and ALLIED PRODUCTS INSTITUTE

1200 Eighteenth Street, N. W.

Honorable Lyndon B. Johnson, USS
Chairman
Preparedness Investigating Subcommittee
Committee on Armed Services
U. S. Senate
Washington 25, D. C.

Washington 6, D. C.

December 17, 1957

My dear Senator Johnson:

We have followed with great interest the inquiry conducted by
the Preparedness Investigating Subcommittee into the status of the
American defense position. My personal interest has been height
ened by the opportunity of reading the full transcript of the first
series of public hearings, and I have carefully followed the record
of the more recent hearings through press dispatches.

It appears that your Subcommittee is attempting to determine in
broadest outline our nation's relative position of preparednes vis-a
vis its potential enemies and to recommend such measures as may
be necessary to secure our national defense. It is clear that your
investigation has gone beyond the general scope of this vast problem
and has inquired into certain of its constituent parts.

Two special problems developed to some extent by certain wit
nesses-as, for example, Dr. J. Sterling Livingston-and by your
distinguished Counsel engage our particular interest. We refer, first
of all, to the policies and methods of defense procurement.

I have no doubt the Subcommittee will agree that even the highest
caliber of decision-making and research in the military field can be
made wholly effective only if the most efficient, streamlined and
economical procurement policies and procedures are employed. By
its very nature the process of defense procurement is mundane and
undramatic and for that reason we feel that it may not receive the
full attention it deserves.

By way of example, may we refer the Subcommittee to a basic
change in procurement policy and practice recently proposed by

Senator Johnson has acknowledged this letter indicating that the Prepared
ness Subcommittee staff has been directed to consider this material in connec
tion with the over-all investigation.
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the Department of Defense. Procurement officials are now consider
ing the application to all forms of defense contracts and subcontracts
of a set of contract cost principles heretofore used solely in connec
tion with the determination of expense allowability under cost-reim
bursement type contracts. The implications of this proposal go
beyond mere technical accounting questions. Its adoption would
represent, in our opinion, a fundamental change in procurement
policy and method and thus would directly and substantially affect
the course of the whole national effort to which your inquiry is
addressed.

We have no wish to argue the merits of the case in this letter.
We do believe, however, that you and your associates on the Sub
committee will be interested in the very serious implications of this
recent proposal by the Department of Defense, the importance of
which is emphasized in the enclosed copy of our pertinent state
ment just filed with procurement officials.

The second of the questions considered in hearings before your
Subcommittee-and to which we have given special attention in
recent months-is that of the education and utilization of scientific
and engineering manpower. The importance which the Machinery
Institute and its affiliate, the Council for Technological Advance
ment, attach to this question is expressed fully in the enclosed State
ment of Principles published by CTA in October. We believe that
your Subcommittee has performed a tremendous public service in
this area, among others, in stressing the need for immediate action
in the improvement of scientific education, particularly at the local
levels and in the primary and secondary curricula.

As our enclosed comment to the Department of Defense reveals,
there is a direct connection between the two problems. That com
ment identifies an almost absurd inconsistency between established
national policy which encourages prompt and drastic improvement
in scientific education and The Pentagon's refusal to recognize as an
ordinary cost of doing business contributions and donations by gov
ernment contractors to colleges and universities as well as certain
normal expenses incident to the advanced education of scientific and
engineering personnel on the staff of firms engaged in defense work.
These points are discussed in more detail at pages 19 and 22 in
the enclosure to this letter.

The correction of problems to which this letter calls attention
requires no legislation and none is suggested. The Department of
Defense is vested with fun authority to deal constructively with
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these matters. Because, however, of their probable impact on the
national defense effort, we respectfully suggest that they are matters
appropriate for further review as a part of your current inquiry.

We have taken the liberty of sending a copy of this communi-
cation to Subcommittee Counsel for record purposes.

Respectfully,

CHARLES W. STEWART

President

cc: Mr. Edwin Weisl, Counsel to the Special Subcommittee
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MAPI GOVERNMENT CONTRACTS PROGRAM

The government contracts program of the Machinery and
Allied Products Institute is divided generally into four
broad fields of activity: (1) analytical bulletins, (2) policy
statements to government agencies, (3) consideration of
specific government contract problems, including nego
tiation, procedures, regulations, etc., and (4) publica
tion of major research studies in the government contracts
field.

Recent examples of the Institute's analytical service in
this field are Bulletins 3497, 3487, and 3470. In addition
to the statement on contract cost principles appearing
herein, the Institute has in recent months advanced a
series of policy recommendations to the Department of
Defense on certain proposed defense contract clauses and
on a proposed change in contract termination regulations.
Special research studies in the government contracts field
are in process and will be announced shortly. _

The work of the Institute in this area has been greatly
assisted by the Joint Subcommittee on Government Con-
tracts of the MAPI Accounting Council and the CTA
Financial Council, the membership of which is shown on
page 29 of this pamphlet.
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OF

REVISED PART 2J SECTION XV (k&'/(L'I LI-'

TAB B

The comments of NSIA, MAPI, RE'll"1A, W:J1, At1J\., C. of C., AlA, American Insti
tute of Accountants, Council of Profit Sharing Industries, and Con~trollers

Institute of luneric2 resulted in numerous revisions of the draft submitted to
them for analysis.

At the outset, certain mejor issues 11i~1 indust~ are historic and have not
been resolved in this draft to the complete satisfaction of industry. While these
issues have been taken up separately in this report, they are mentioned here
bec2use of their importance and long standing differences. They are~ (1)
15-203.4 Selling and Distribution Costs, (2) 15-201.(.2(a) Advertising Costs,
(3) 15-204.3(c) Contributions and Donations, (4) 15-204.3(d) Entertainment
Costs, (5) 15-204.3(g) Interest and Other Financial Costs, and (6) 15-204.3(h)
Losses and Other Contracts.

Industry made the follOWing general observ~tions believed worthy of mention
ing. First, they object to the requirement, in m2ny crses, th~t some costs to be
allowable must be upon authorization by special contr2ct provision or by written
authoriz2tion of the contracting officer, r2.ther than just the 2.pproval of the
contracting officer.

Second, throughout the proposed draft there is interjected a requirement that
-"~he auditor evdu2te the eqUities of thE;: situo.tion, in addition to his usucl

lnction of measuring the reason2bleness of the amount and the proper ~llocability

of the item. Section TV should be limited to indicate types and amounts of cost
which are or are not allowable in cost-type contracts 2nd it should not be made
an audit m<:'nucl for the various sGrvices.

The third obscrv2tion is th~t det~i1ed implementing instructions of tho
dopartments should be prepared prior to tho pUblishing of this section.

The following paragrcphs cont2in whC'.t arc considered to be mo?jor unresolved
issues with industrJ.

15-200 Scope of Part. (Tab A, page 1)

DJDUSTRY POSITION

A statemont should be included to the effect that Section XV is not
applicable to fixod price contracts, including those with price redetermina
tion provisions.

DEFENSE POSITION

The proposal is not acceptable since audit agencies have no altornativ€
at prosent other than to use Section XV as a guido in auditing theso contracts.



~15-20l.2 F~ctors ~ffocting tllowability of Costs. (Tab 1, p~ge 1)

INDUSTRY POSITION

Costs should not be m8~sured b;r the new criterion II (iii) signific<'.nt
devidions from the ost~blishcd practices of tho contrD.ctor which substan
tially increase the contract costs. lI

DEFENSE POSITION

This new criterion is only one of the f2ctors affecting allowability of
costs. This does not take anything away from tho contractor. If the reason
for the devi~tion is justified, costs may still be allowed.

15-203 Indirect Costs. (Tab L, page 2)

INDUSTRY POSITION

Subparagraph l5-203.l(c) is inconsistent with l5-203.l(b) ~nd permits
Government personnel to select tho poriods which must be used.

DEFENSE POSITION

No inconsistency is apparent betweon those subparagraphs. One deals
with the method of allocation and the other with the base period for nllo
cc-..tion.

15-203.4 SoIling and Distribution Costs. (Tc-..b L, p~ge 4)

INDUSTRY POSITION

Selling and distribution expenses are generally a cost which should be
acceptable as allocable to Govor~ment centracts by associating such expendi
tures with an indirect benefit to Government work. Industry contends thrt
the Government stC'nds to benefit by being able to plDce orders for standC'rd
commercial products or specially designed products with companies which,
through exponditures for advertising, sales promotion and selling c-..ctivities,
have capacities to produce efficiently and quickly the requirements of the
Government that otherwise could not be possible without dolays nnd expendi
tures. Industr:r 1-1ould like the allow<:'.ble costs more clearly defined. How
ever, it is noted th2t tho J..morican Institute of 1.ccountants says: "This
tre~tiilent of selling expenses soems entirely satisfactory to ne, and is in
agrc.CYtl0nt with good industrial D.nd contract practice. II

~'ENSE PCSITION

Pure selling expense of tho contr~ctor as such is unallowable for the
rec.son thC'.t it is not nccessr-ry and does not contribute <:>nything to tho
perfJnn.['.nce of the contre-ct. Gener2.11y, 2.nJr type of mcrketing expense i!l.

the ordin.:'.!JT sense is not considered to be necess['~ in contr~ct performance

2



. [end ic net required in d' inr business vith the G:)V~rnr\cnt. HClwc:vcr, it is

. felt th~t c r0~scn~blc demonstr~tion thnt his technical, consulting and
rel't:ld bcncfici':-l se:rvices which are for purp'-:'lses of applic2.tion and
e,d£'.ptntLn'f the· c.:ntr2cctcrs products may justify allcc['tion of Government
contr<:>.cts. ieny further liboraliz£'.tion uould be unjustified.

15-203.5 Gencr2l and kdministr2tive Costs. (Tab i., p~ge 4)

INDUSTRY POSITION

It is not neceSS~Fs to enumcr£'.te f£'.ctors to be considered in determining
whether a methoQ of distributing general and administrative expenses will
produce equite.ble results. The inclusion of such a listing will lead only
to further confusion and ffi£'.y cause overemphasis on the use of the fnctors
enumer2.ted.

DEFENSE POSITION

It is recognized that this paragraph involves a controversial matter and
one which requires the consider2tion of many different points. However, it
is folt that inclusion in this poragro.ph of several illustrC'tive factors
to be given consideration will not only insure that the listed factors are
considered but will t0nd to indicn.te thC'.t there are m<:'.ny f['cets tc the
problem.

15-204.2(2.) Advertising Costs. (Tab~, page 5)

INDUSTRY POSITION

The present limitations on advertising 2.re too restrictive, 2.nd overlook
the fact that any advertising is a normal cost of doing business from which
the Government has derived benefit 2nd as such should bear a portion of the
expenses.

DEFENSE POSITION

Ldvcrtising, generally, is not necGssary in order for industry to con
duct business with the Government. On the other hand, in the modified
version, Government recognition has been accorded th2.t portion of indust~J

advertising which encour~ges dissemin~ticn of technic~ Lnformation within
industry itself through certain medi~, the results of which benefit both
industry <:'.nd the GoverrLrnent, and the Government will sh2To in its portion cf
S2.:ne. One slight concession ffiC'de is the deletion in the third line of sub
parc.gre.ph a. (1) after the word "plnccd" of the phrase, "for the purpose of
offering finencial support to," C',nd substituting the ..lOrd "LYl." The chnnge
was made bec~use of the difficultj; of determining a contractor's intent and
the words were not helpful in deterfluning cost <:'.llcwances.
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15-204.2(k) Maintenance and Repair Costs. (Tab L, page 10)

nmUSTRY POSITION

Industry objects to the restriction in sUbparagraph (2) of recognlZlng
deferred maintenance expenses only by specific contract provision.

DEFENSE POSITION

The requirement of a specific contract provlslon for recognition of this
expense is necessary in order that the Government may exercise some control
over the amount of deferred maintenance expense which may be charged against
cost-reimbursement contracts. The contract provision requirement in no way
lessens the recognition of this expense. Since such expenses could be sub
stantial and the possibility of a dispute would always be present as to the
amount which should be accepted as a contract cost, it seems best thC't this
be covered by a contract provision.

15-204.2(m) Materials Costs (Tab £, page 11)

INDUSTRY POSITION #1

Industry qUestions the requirement in subparagraph (2) of the Goverru~Ent

that cash discount be taken c?s a credit pgainst the cost of materials, their
thcor'J being that ce.sh discount is actually financial income comperoolc to
interest as a financial expense and, since interest is not considered an
allowable cost, cash discount credits should be omitted from consideration.

DEFENSE POSITION #1

The subject of cash discount credit is in an area complotely separ~te

from that of financial expenso or fincillcial income. Classifying cash dis
count 2S fin2nci21 income is fallpcious since realized income cannot arise
through the oper2tion of buying. Net prices are substantially on n cash
basis and therefore represent the most effective costs. It is the net price
which a seller expects to receive, and a buyer expects to pay. The cost of
me.teriels therefore is represented by the totel outla.y of cash or its equiv<,
lent for the purchp.se of the m?terials; if the cash peid out includes a
reduction for allow<mces or credits te.kcn by the contr<'ctcr, the net amount
paid repr~sents the true cost of the material.

INDUSTRY POSITION #2

Write-dovID of inventory value L'1 subparagr2.ph (5) should be allowed as
a contr~ct cost.

DEFENSE POSITION #2

l~lthough this itei,l is not 2. m~.jor objection by industry, the defense
position is tl~t there is littl~, if any, merit to indust~fls contention in
cost-tJ~o contrrcts. Write-down of m~teri~l costs would, of necessity, have
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to ~pply to m~tori~l costs unrelated to ~ Gov~rrunent cost-type contract
and, thorefore, should be absorbed by the business to which the write-down
of ve.lue C'.pplios.

15-204.2(n) Overtime, Extrc-pay Shift, and r1ulti-Shift Premiums. (Tab 1.,
page 12)

INDUSTRY POSITION

Industry wC'nts restriction lifted. "iJith respect to cost of overtime 2nd
shift premi~~ on indirect l~bor. The suggested change in the draft may
remove some of the objectior.. Ls to such cost on direct l~bor ino.ustry wants
no restriction' except as provided by contract terms in accord~nce with the
contractor's practices and procedures, this being a standard opereting pro
cedure for most companies and such provision is often made for such procedures
in union coatracts. This argum.c:;nt docs not in any way <.'.ppc2.r to bind the
Government.

DEFENSE POSITION

Fbr tho contractor to bo required to identify scparotoly shift premium
rnd overtime on his books is a sound pr~ctice and one which requires but
little or no ovcrhced cost to segregate. This has been traditional with the
Government to restrict and control ovcrtiillc and extra p~y shift cost. Not
to do so "Jould invite the contr~ctor to Hork normal hours on commercial work
~nc1 run up 1r.rge amounts of extra pay anc1 overtime cost. ExtrC'. pay cost rnd
overtime premium on indirect lebor is ~llowable on a pro rata basis to com
mercial and Govcrnment provided it is otherwise r8esonable.

15-204.2(0) Patent Costs. (Tab L, page 12)

INDUSTRY POSITION #1

Costs of filing pctent applications by a ccntractor should be allowod
even though the Government may not cbt~in any rights under the petents
becruse, by obt~ining a prtcnt, a contractor avoids the necessity of even
tually boing roquired to p~y a roy~ty to some other person who may obtain
a p~tcnt on tho smne invention.

DEFENSE POSITION #1

This comment wC'.s rejected on the basis th['.t the ccntrrctor gets title
to the p~.tents rnd the prim£lry bencfits therefrom. This would ~l.mount to ['.
windfall to tho contractor if the GovLrnn~nt pcid.

INDUSTRY POSITION ~f2

L.dd to c.llowablc costs lithe defense of pdcnt infringement Iitige.tion. II
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: DEFENSE POSITION #2

Under the i,Ct of J1.me 25, 1910, c.s C'.monded (28 USC lLI-98), cnl;'f the
Governmont c<'n be sued for potent infringement on contr[',ctor's proc:tuction
for the Government. If ~ ccntroctor is suod for p~tent infringenon~, it must
be for its own cOimnercial production. Therefore, there can be no CO\sts to
industry for defense of patent infringement litigation, except SUCll ol.S are
passed on to industr:l b~/ the Govern:nent through the Patent Indemnity c-lause.
To allow such costs would conflict with the purpose of the Patent Indenunity
cla,use.

'15-204.2(r) Professional Service Costs - Legal, Accounting, Engineering,
and Other. (Tab A, page 15)

INDUSTRY POSITION

The cost of successful anti-trust suits brought by the Government and the
cost of successful prosecution of claims against the Government should be
allowable on the premise that these are ordinary, necessary and proper ex
penses of doing business and therefore should be considered allowable.

DEFENSE POSITION

Costs incurred in these connections, whether the results of the actions
are successful or not, are unallovwble. Rei.mbursement of litigation costs
where the Government is a party to the suit is obviously untenable. The
Govermaent cannot financially support the party with which it is en[aged in
legal dispute.

15-204.2(t) Rental Costs (Including Sale and Lcaseback of Facilities) (Tab A,
page 16)

INDUSTRY POSITION

The restriction in subparagraph (3) on amounts of allowable rent for
facilities covered by sale and lease-back agreements is not equitable. As
long as the rents are rea.sonable in the light of the type, condition and
value of the facilities leased, options available and other provisions of
the rental agreement the Government's interests are adequC'.tely protected.
In addition, the Government would be penalizin~ companies who have sale and
lease-back agreements as contrasted with companies holding conventional
leases.

DEFENSE POSITION

Sale and lease-back agreements 2re primarily entered into to provide
additionil working capital, without borrowing funds, or issuing additional
ca.pital stock. l..nother roason could be to obtain tax benefits. To accept
the risk, financing and profit factors included in the rentil of s<:!.le and
leese-back fncilities would be contrc.ry to our position regording interest as
a nonallowable cost. Furthermore, the accelerated amortization usually in
cluded in the rental may represent an unre~sonable contrQct cost.
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15-204.2(u) Resoarch and Developmont Costs (Tab A, page 17)

Industry Position

The draft submitted to industry for comment in April of 1955 providod
for a partial allowanoe of general researoh oosts. Industry unanimously
argued for total allowanoe.

Defense Position

The Materiel Seorotaries' Counoil determinod that suoh oosts would
not bo allowable unless speoifioally provided for in the oontraot. This
aotion is a revorsal of the polioy oxpressed in the draft coordinated with
industry.

15-204.2 (v) Royalties and Other Costs for Usa of Putents (Tab A, page 18)

Industry Position

Industry takes objeotion to tho limitation on the allowability of
royalties where royaltios paid or payable for the right to use patonts
neoessary for the propor performance of a oontraot and where the Government
does not already have a royalty-free liconse to use suoh patents, the
royaltios are allow~ble to the extent expressly provided for elsewhere in
the oontraot or otherwise Quthori&ed by the Contraoting Offioer. Industry
oontends that it should be permitted to manufacture produots under license
agreements whioh they would otherwise have to purohase and that payment for
same should not be subjeot to such limitationse

Defense Position

It is the Defense view that the payment of royalties to oontraotors
under the oircumstanoes desoribed should be ciroumsoribod by oontraot pro
visions or effected under the Contraoting Offioer's oognizanoe. Beoause
feos for use of patents, where the Government does not have a royalty-free
lioense to use same, may often be predicated on the highest ratos the
market will bear, and sinoe payment limitations are difficult to establish
where effective competition does not exist, the Government has established
prooeduros leading to the reduction of royalties where royalty payments in
conneotion with oontraot performance are deemed excessive. The inclusion
of the limitations in the revision permits review of the circumstanoes
surrounding the inourrence of royalty payment costa and assures control by
the Contracting Officer. In addition to the cost feature, reviaw by the
Government oan be effeoted to assure that tho Government does not already
have a royalty-free lioense to use the patent concerned. In summary, Con
tracting Offioers oan determine if the royalty oosts are bona fide and
reasonable.
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15-204.2(w) Severanoe Pay (Tab A~ page 18)

Industry Position

Tho rovisodprovision in subparagraph (2)(ii) relating to contract
costing of mass or abnormal severance pay is impractioal and would be
diffioult Qnd cumb0rsome to apply~ and the cost of severanoe pay~ generally.
should be handled on a basis conforming with acoepted accounting principles
and praotioes and the established policy of a contractor~ rather than policy
which constitutes an implioit agreement on tho contraotor's part. Industry
also feol that perhaps allowability should be provided for on either an
actual or an accrual busis.

Defense Position

The treatment as proposed for mass severanoe pay is the most praotical
and realistio approach to a problem which ooncerns an unprediotable con
tingency. It is felt that a contingenoy reserve for mass severanoe pay is
too conjectural to be considered a oost. The Government should not obligato
itself for more than its pro rata share of severanoe wage payments actually
made~ in aocordance with a polioy reflecting implicit agreement by a con
tractor~ on the basis of its ratio of participation in the contractor's
total businoss during the period of employment of the individual involved.

l5-204.2(y) Taxes (Tab A~ page 19)

Industry Position

Industry generally contonds that this paragraph should be revised to
allow oost of taxes~ interost~ penalties and expenses of contraotor's acts
in resisting assessments or attempting to seoure refunds~ without the im
position of the restrictions presently included in this paragraph as in
certain situations contractors cannot possibly or reasonably oomply with
these requirements.

Defense Position

The restrictions imposed by this paragraph are reasonable in that they
morely require the contraotor to obtain and follow instructions f~om the oon
tracting o~fioer in onses where there is a doubt as to the legality or
correctness of a tax assessment.

15-204.2(z) Trade~ Business~Technical and Professional Aotivity Costs
(Tab A. page 20)

Industry Position

The expenses of holding exhibitions is a required oost of doing busi
ness as normal and essential as expenses incident to meotings ~rt oon
ferences~ and as suoh should be allowable. Further~ the rOV1S10n is unduly
restrictive in that it relates only to expenses inourred at meetings and
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oonferenoos when the primary purpose of the incurrence is the dissemination
of teohnioal inform~tion or information aimed at the stimulution of pro
duction, and does not include expenses of exhibitions incurred for dis
semination of information to the trade, the publio, prospeotive employees,
etc., about the particular business.

Defenso Position

This matter is quite similar to the problem of allowability of adver
tising. Doing business with the Government does not presume that dissemi
nation of information about the business to the trade or publio through
exhibitions is necessary. The Government is agreeable, however, to aocepting
its pro rata share of expenses incurred for the dissemination of teohnioal
information or information aimed at stimulation of production through meet
ings or oonferenoes. The exhibitions referred to by industry are those held
for purposes other than these; therefore, the oosts thereof are oonsidered
unallowable.

15-204.3(0) Contributions and Donations (Tab A, page 21)

Industry Position

The April 1955 draft oiroulated to industry provided for the allowanoe
of oontributions and donations exoept to religious organizations.

Defense Position

The Materiel Seoretaries' Council determined that suoh costs should
be unallowable. Industry has not been advised of this reversal of polioy
by the DOD.

15-204.3(d) Entertainment Costs (Tab A, page 21)

Industry Position

Industry objects to the words "sooial I1Otivities" as it may oreate
oonflict with the provisions of 15-204.2(f) and 15-204.2(z). It further
oontonds that unless there is an overriding publio polioy to the oontrary,
entertainment expenses reasonably allocable to Government contraots should
be recognized, to the extent that it oan be demonstrated that suoh expenses
are ordinary and neoess~ry to the business of a contractor.

Defense Position

Tharo is no oonfliot with this paragraph and parasraphs 15-204.2(t)
and 15-204.2(z). Furthermore, this type of expense is solely for the
benefit of the oontraotor, serves no purpose to Government work and has
been traditionally disallowed. The oontraotor may be plaoed in a fuvored
olass should he be allowed to reooup entertainment expense through Govern
ment oontraots and is oonsidered to be against public polioy.

9
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15-20403 (g) Interest and Other Financial Costs (Tab A. page 22)

Industry Position

Industry contends that interest should be allowablo.

Defense Position

Interest has always been oonsidered as unallowable beoause it repre
sents a distribution of profits to persons who have advanoed capital on a
loan basis. No new reason is advanced why this position should be ohanged.
In this connection, it should be noted that DOD Directive requires interest
to be oharged on advanoe payments.

l5-204.3(h) Losses on Other Contracts. (Tab A. page 22)

Industry Position

Industry, in effeot. requests that the portion of cost-partioipation
oontracts not roimbursed by the Govermnent under that oontract be allowed
as a oost on other contracts.

Defense Position

This proposal is rejected since a contraotor in accepting a cost
partioipating R&D oontract expeots that lator production contraots will be
obtained resulting in profit to oompensate for earlier oosts of partioipation.

15-204.3(k) Profits and Losses on Disposition of Plant, E ui ment or other
Capital Assets. Tab A. page 22

Industry Position

Suoh profits and losses should be allowable to the extent that they
represent adjustments to depreoiation on assets aoquired for Government
business.

Defense Position

nlis contention is agreed to but it is felt that it would be impraotioal,
if not impossible, to distinguish between that portion of a profit or loss
whioh represents an adjustment of depreoiation and that whioh Was oaused by
fluotuations in the general prioe level.

15-204.3(1) Reconversion Costs (Tab A. page 22)

Industry Position

Industry oomments ran the oomplete gamut from general agreement with
the item as drafted to an extreme statement by Auto Manufaoturers Assooiation
that "we oan see no reason for disallowing any oonversion expenses."

It,}



Defense Position

It is a.pparent that industry should seek a birth-to-burial trea'tment of
reoonversion Elxpenses; howover. the oomments furnished no valid reasons for
ohanging the prinoiple. Speoifio provision in the oontraot of those reoon
version expenses whioh ere allowable appears the best method of assuring
fair treatment of the Government's and oontra.otors' interests. All items
not speoifically prOVided for in the initial oontrqot or by modifioation are
not allowable.
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Comments on Proposed Revision
of

SECTION XV, AHHW SERVICES PROCUREHENT REGULATIONS
t1Contract Cost Principles and Standards ll

INTRODUCTION

While Parts 1 and 2 of the proposed Section XV contain certajn
explanatory material, it is believed that some additional remarks con
cerning the background~ philosophy, and characteristics of the staten~nt

will be helpful to those asked to appraise and comment thereon prior to
adoptiono

The three parts attached cover statements of the applicability and
purpose, general principles and standards for the determination of
costs, aln their application in supply and research contracts with com
mercial orgmlizationsQ There will be three additional parts covering
the application of the principles to facilities contracts) construction
contracts, and research and developn\ent contracts wlth educational or
other nonprofit institutions. However, these will be relatively brief
sections concerned primarily with applications which differ from those
stated in Part 3 due to the specialized nature of these types of con
tracts.

BACKGROUND

The history of cost principles utilized in making cost determina
tions under defense contracts reveals a continuing search for a unif~rm,

improved, and consistent body of such principles -- satisfactory alike
to the Government and tho contractor., The World War II period and the
years immediately following saw the birth of several sets; each of
which waS applicable to different departn~nts or different phases of
contract adnlinistrationo

The first of these applicable to World War II contracts was Treasury
Decision 50000 Adopted in 1940, this Decision was promulgated for the
purpose of recapturing excess profits on certain contracts f'or vessols
and aircraft, but in the absence of a more satisfactory statement of
cost principles its use was extended to virtually all cost~type con
tracts entered into by the War Depnrtment (latar the Departm8nts of Ar~
and Air Force) until 1949. Tho Navy Department utilized TcD o 5000 until
1942 when it issued an flEXplanation of Principles for Determination of
Costs Undor Government Contracts" (the so-called "Green Book"). Those
Principles were employed by tho Navy in making cost determinations under
cost-type contracts until 1949. Section x:J, "Contract Cost Principlos,"
ArlTEd Services Procurement Regulations, was adopted by the Dopartment
of Defense in 1949 and is applicable only to cost-type contracts.



Cost principles employed in contract terminations have likewise
varied. Certain cost principlos applicable in the evont of termination
were issued under the authority of the Contract Settlement Act of 1944,
and these were subsequently continued in use upon the; expiration of
that Act. These wore; suporseded by th,3 adoption of Section VIII.l'
"Tormination of Contracts~" ASPR, Part 4 of which contains a statement
of principles applicable to the settlement of fixed-price contracts.
These principles are also applicable to negotiated settlements under
cost-type contracts~

Dospite the apparent wealth of cost principles, the s:i.tu8tion is
still unsatisfnctoryo There is no sot of principles applicablo to tho
negotiation flnd porformance of fixed-price contracts ....- only tc their
tormination. Section XV ~ ASPR, has been used" as a guide only;1 but
ovan this use goes beyond assurances given Goverl1IDGnt contractors at
its adoption and has been a constant source of conflict between can..
trnctors and contracting officors e Sections VIII and XV nre not uni
form in setting forth which costs ari'; allowable or unallovlable!, so
there exists the anomolous sitUBtion of certain costs bei~g unallow2
ble if the contract is comp18ted, but allowable if tormin[\tod~

Furthor, a pattern of "implementing" instructions by directive has
doveloped to the extant that the mere volume of r~los is f0rbidding~

plus the fact that such directivos aro lnconsistant betwuon depnrtlTlcmts,
2nd th0Y not infrequently altor, through ch:.mgo or restriction, the
policy adopted by the Department of Defensog All of these factors
point to the need for and desirability of a single set of ccst prin
ciples to be applicablu uniformly to all typos of contracts and all
phases of the contracting procGSSe

Tho procoss of recovery of excessive profits by renegotiation of
contracts providos~ by statute~ for cost allowances on defunse con
tracts more liberal than provided by Section XV, ASPR~ Tho renegoti
ation regulations state specifically that the Renegoti2tion Board will
not rGcognize cost disnllowances pursuant to Soction XV or other con
tractual provisions in contravention of the Ronegotiation Acto

Moreover, tho statement is froquently made in Government that the
cost principles under the Intern~l RavcmuG Code have no necC:Ssary !1P
plication to defense contract costs JI and no attempt noed be mado to
reconcile them~ Those general inconsistencios betwoen difforent pro
grams of the Government are undcsirableo

Tho philosophy underlying the various sots of contrDct cost prin
ciplos likewise indicated that a chmgo is in order. TrGnsury Decision
5000 in defining allowable cost states: "Tho cost of performing a
particular contract or subcontr1'lct sh:.:111 b0 th<; sum of (1) tho direct
costs .~~ and (2) tho proper portion of any indirect costs 0$0 incident
to 2nd necossary for the performance of the contract or subcontroct.
(Emphnsis supplied) The phrDSG "incident to and necessary for" waS
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interpreted by Govornment auditors, including those of the Gcnurnl
Accounting Office, in such mrumol' 2.S to preclude reimbursement to the
contractor of n share of norffi8l business costs where it could not be
domonstr~tcd by the contractor that the incurrence of the cost waS
quito directly relC',tod to the performance of the contr3ct. The "Gr,;8n
Book" referred to above conta:ins the same restrictive languagoe In
consequence numerous indirect costs are disallowed"

Section XV, ASPR, in defining total cost, uses tho phrnse
"" u inci.dent to the performance of the contracts .. 0 e" in an offort to
got aWay from the restrictive interpretation of TeD" 5000; whi18 Sec
tion VIII, ASPR, uses II 0 lie reasonably necessary to the performanco of
the contract c " However:. th8 cost princip18s contrinad in 8ach of these
Sections include a list of unallowable costs which, in many situations,
vitiates the advantages gained from the ch3nged language~

PHILOSOPHY

In the drafting of this st2tomunt a bold ~pproach waS talcenQ All
known significant prob10!1ls were fr'c'}d and soluti.ons were prop0sod on
the basis of equity and fairness of result -- both to the Govcrnm,mt
and contl'actors o ControverEinl areaS wore not purposely avoidod, evcm
though there waS complete aWareness thnt the proposod solutions would
not entirely s fltisfy everyone~ An honest attempt to achieve l,qUity
Was the guiding principle ~

To h2Vt, avoided thes8 controversial areas would hovo been tho
easy courseo But follOWing it would have meant continuction of the
prt'Jsunt situ,?tion under which the lr>ck of adequate guides CaUSiJS pro..
longed nogotiDtions t questionable costs clflimed .. and excessive r-mditing,
all of which slow down Cind make more costly prOCUI'8ITlent administration"
It is hoped that a sincere and above-board discussion of this proposal,
by representatives of both Government ~nd industry, will result in a
statement which will be understood and accepted by all.

Without general acceptance of a statement of cost principlc;s,
businuss will generally seok to protoct itself in submitting contract
cost dota Idth utter disregard of the principllJs and with 2pplication
of its own cost concepts" This broods the necessity for excessive
contract cuditing and cost 3l12~ysise Chisoling on the pDrt of the
Government begets ahiaeling on thu pnrt of bUE:iness (,l In other words,
the application of the Golden Rule in this arop, is desirable"

CHARbCTERISTICS

Implemcnt~tion It is not intended that the proposed statement
will beimpleroontt~by iSSuance of n large volume of interpretations,
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cases, etc, For ono reason, [IS mentioned above, many presi:mt day con
tracting officers arc faced with a myriad of procuromcmt instructions,
guides" and regulntions. Bosidos boing pr~ctically an impossible task
for the individunl contrecting officor to thoroughl:l acquaint htr,lSelf
with all of thorn, he is inclinod to look for a directive which [lppcnrs
to fit most closely th8 situetion involved, to lihieh he will be oblc to
point as justification for his actiono This he tends to do rnthcr than
using his own bost judgment. This lack of willingnoss of contr~cting

officers to mako their own decisions, in turn, calls for morc dotailud
instructions.. The situations encountered in tho area of detormination
of allocability of costs are so varied thnt thoy dofy sati.sfDctory
standard instructionso

ThuS, Paragraph 15-106 imposes a restriction on the issuDnco of
modifying or oJglmding instructions or intorprotations on a uni18toral
basis, Tho demonstratod noed for such will be servod on a unified
basis by the Secretary of Dofonso~

Tho principles provido for C1 wido dogree of IBthude in applica
tion, This will roquire contracting officers to Gxorcise tho highest
dogrE)c of skill in their work" 'l'hey mm;t have a complete: grCisp;.J not
only of tho principl(:)s and the philosophy behind thorn) but must elso
thoroughly understand the conditions surrounding 0 nch proposud contract,
and each contractor's businesso BGc~mso of th0 abscmco of spocific
instructions or formulae g there can be no substitute for good judgment

~ on the part of contracting officers~ Their objective) as is tho objec
tive in all good contracting, should bo to have thv contrnct roflect n
complete meeting of tho minds of the contractor and tho contracting
officer,

In IDoeting the objective of providing a reasonably comprehensive
and complote basis for roaching a contractuol agreement or undorstand
ing between the parties on contract costs for pricing purposes ~ as
well as providing restrictive safeguards and a basis for ndaption to
all conceivable situations~ a very difficult problom wns faced g Ade
quate detRils and oxplanation are necessary with general guides for
applic[)tion of the; principlcJs to tho many conditions and circumstances
which may be faced e

WllPt the Statemont Isn't ..- Tho propose:d statc,m:;nt should be read
with tho cIeai· Undorstanding that it constitutos only ono section of tho
Lnned ServicGs Procurement Regulations ...- that part confined primarily
to Gstablishing cost princ iples and standards for use whore costs aro
n factor in determining What the Government will pay for contractual
supplios or sorvices. It is not ll1tondod that it provido all the neces
sary guidance, rogulations, and procodurus as to methods of negotintion,
pricing: determination of profit margins~ choice of tho appropriate type
of contract, or 3uditing~ There is to be inferred no desire to encourage

,-
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tho greater us of contract forms other than outright fixed-price con
tracts, or the greater use of cost data in n8goti~ting prices on out
right fixed-price contrncts. In fact, the use of other factors, such
as effective competition or standards establishod on the basis of
pricos of other efficient producers or production in our own plants,
are to be preferred in negotiated firm priceso Criteria to serve these
purposes are contained in other sections of ASPR. other related sec
tions are those concerned with taxes; patents, and Government furnished
property",

The statement should not be looked upon as something which pro..,
vidos 8 formula which contracting officers can apply mechanically and
have th8 price~ or even an aggregate cost figure, appear automatically
as a result. It constitutes a middle-of-the-road approc.ch. It,
attempts to be sufficiently explicit to provide guidance for negotia.
tors 8nd auditors, but must necessarily be broad enough for application
to the oxtremely v~riGd cOlrlitions encountered in the contracting pro
cess" 'rhese varied conditions arise from wide difforences in: the
nature of contractors' businesses and organizations; the degree of'
criticRlness of need for items being procured, supply of production
facilities, and types of contracts used;

Recognizes Generdly Aooopted Accounting Principles -- Basically,
tho statement is founood on generally accopted accounting prlnc~plos

and standards (including cost accounting as woll as general financial
accounting). However, tho reader may be able to cite examples in
which departuros h~ve been made from this basis~ These infrcqup~t

depetrtures were dictated, in some instances, by public or businoss
policy, and in others by long-standing procedont" The unall.owabilit.y
of entertainment, purely for entertaiIllllBnt' s sake; and restrictions on
executive compensation, donations, and advertising are examples of'
such departures ..

Recognizes Normal Business Practice - A significant characteristic
which is apparent throughout the statement is that the principlos will
not ordinarily altur a contractor's normal busL~css practices. In fact,
every effort Shall be made to follow his normal accounting practices"
Safeguards have been provided, however, against nny abuse of this
approach" particularly where defense work constitutes the major port of
a contractor's efforts, in that reasonabloness of costs such as 2dvor··
tising and executive compensation will bo judgod)t where appropriDte, on
the basis of the contractor's pr~ctice prior to the advent of defense
business ~ Likewise 1 ovidenco of arm's length bargaining must be
p:cooent in determining the nllocnbility of such items [IS Gxecutivo
componsntion, bonuses, and property rontals~ UnreasonDble dovietions
from good accrnmting prActices "XC expected to be corroctod by nIl
responsible contrnctors o
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Recognizes the Simultaneous and Consistent Determination of Profit
Allowl'Jnces in Price Determination -- The importance of avoiding dupli
cate allowances in profit mnrgins and costs is stressed, and Gxamples
are given in Paragraph 1$-207. However, no rigid line is drawn, nor
can it be drawn, in the manner in which certain pricing factors shall
be I'lllowed in evory case as between profits and costs •.

Covers Cost Estimating as well as Historical Costs -- Application
of the principles to forward pricing of fixed price contracts requires
recognition of the special problems of cost estimating.· The use of
standard cost methods in this respect is endorsed, although it is
recognized that cruder methods of estimating must be tolerated. Misuse
of historical costs in forward pricing is warned against. An outline
vf the applicability (or uses) of both cost estimates and standard
costs is provided.

Is This a Give-AwtZf -- Some readers may gain the impression,
because tho proposed statement allows costs under certain conditions
which are excluded by the present Section YJI, that the ceiling is off
and cost of our procurement will skyrocket. This is not tho case how
ever.

First, a substantial portion of procurement in recent years has
been under incentive or fixed-price-type contracts containing price
redotermination provisions. It can be safely assumed that part of this
increase has been due to the fact that the rather restrictive cost pro
visions of Section XV do not apply to those types of contracts, and in
practice more liberal cost principles have been applied in pricing such
contracts. In addition to obtaining reimbursement for some of these
costs otherwise unallowable by this means, cost to the Governmont is
o~.en increased because the percentage of profit is usually unjustifia
bly higher on fixed-price contracts containing retroactive price-rede
termination clauses than on cost-type contractS. Thus the advent and
intelligent application of the guidos provided ih the proposed stnte
JIlGnt for appropriate use in fixed-price contracts may even decrease the
cost of procurement by the Government.

Second, one of the most significant concepts of the proposed
statement, designed to result in a fair and reasonable allocation of
costs, is that of "direct costing." Ii clear statement of this long
utilized but rarely stated principIa is one of the features of the
proposed cost principles. If genorally accepted cost accounting prac
tices could be said to have but one underlying principle, that prin
ciple would be direct costing. As stated in paragraph 15-211 "Every
major item of cost (actual or estimated) should be identified with the
unit being costed, whether it be the product, a job order, or a con-

_ tract" when such items of cost do not, in fact., have substantinlly
proportionate applicability to all classes of work.1I
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The militnTy depnrtmcnts hove long recognized this principlu in
procurement regulations and audit instructions. Section XV, tSPR,
(as now published) distinguishes between direct and indirect costs in
accordance with the conventions of generall~- accepted cost accOlmting
practices but also recognizes that "there are nur~e;r.:ll1B items of cost
which are generally classified as indirect costs but which may, in
particular cases, properly' be chargeable directly to the contract,
where the contractor demonstrates that such costs are specifically
related to the contract"l1 (Paragraph 15-202 ..3) It is obvious that all
costs incurred are direct costs in relation to the entire business,
ano tha.t indirect costs arise only because of the cor.1partmenti7ing of
business activities by function, location~. operation, contract j e'cc ~

The greater tho con:.partr:l.entization, the greater the rHlmber ~md am,"Jl1t
of indirect costs, fewer compartments result in fewer indirect costs,
Hence, when costs ~re assigned only to classes of work (i"e~., COnmlGr,·
cial and Government) most of the costs can be charged directly t~ the
benefited class of work, leaving only a few costs incurred for common
objectives to be apportioned.

~'Jhile the principle of direct costing has generally been Y"3cCg

nized for purposes of assigning costs to GOvernment contracts, it has
not been equally rtScogn:!_zed with respect to the assignrnent of eo::ots
directly to other classes of work when such costs were_incurred solely
foY' such other classes. It has, however" be~n recognized indirectl.y"
The list of unallowable costs in the presant Section ~J: ASPR, repre
sents an attempt to get at the problem, but does not succeed because a
more listing of account titles cannot result ill equitable tr(,"atment
under varying circumstances" The mil:i_tary department audit agencies
have endeavored to solve the problem through their concept of lIdoublo
screening of oV8rhQad~1I but this goes only part of the way~

Since it applies eoually to all chsses of ;..rorl<:, the principle of
dir8ct co sting accomplishas directly wha.t other devicos attempted to
do indirectly. It is merely a reccc;nition vi the fundamental principle
of cost accounting" Eeing fundamonte.1, it provides for eouitable treat
~Bnt of all costs under all contracts of any type, including nonciefense
contracts. Further, it may be fairly said that tho proposed cost prin
ciples provide for the allowance of substm!tially all normal business
costs subject to their reasonableness in amount and allocability to trie
Government contract - .. a goal which has long been sought.

STG:\TIFIC: NT POINTS OF I, i?Pr..,:C' TIml

Part 3 of the proposeci cos t principles, entitled 111; pplic ation of
Cost Principlos in Supply and Ees'Jarch Conti.'1.1cts with Commercial Organi
zations, n is dovoted to a parsgrDph by paragr aph pres"mtation of specific
cost elemcuts. The prQsentation differs from the prOs8nt Section XV in
that in the proposal each item of cost is defined, and its treDtmont as



cost data is made flexible in light of the varying circumstances which
may be encountered. Hany of these circ.umstances are discussed by way
of illustration. No rigid line is drawn between elements of cost which
are allowable and those which are unallowable.

Obviously, if the proposal is to be any better than that which it
has been designed to supersede, it must differ from its predecessor in
the treatment of particular cost elements /) The following paragraphs
higl11ight and summarize a few of the more important changes 0 There are
meny clarifications of the treatment of other cost elements.

Materials -- Generally the same as heretofore; i.e., net cost
derived from contractor I s usual materials costing practices. CCJ sig
nificant extension permits charging to Government contracts 2t proveble
replacement cost the quantities of matGrials consumed which were in
inventory or under binding purchase contracts at date of contract.
Once elected, this method must be useo consistently ttereafter. The
basis of pricing intorcompany and interdivisional sales is alse clari...
fied/)

Labor -- Generally the same as heretofore with tho addition of a
substantial paragraph on fringe benofits.

Depr8ciation and Amortization -- Emphasis is placed on economic
factors ll1flucncing deprociation. Bulletin F of the Bureau of Iut~rnal

Revenue is not necessarily provided for as the standard for det0rmina
tion of depreciation~ Cost is to bo tho basis for computation of
depreciation, except that cost may be adjusted on a price index basis
for changing price levels. Once elected, this method must bo followed
consistently thereafter" No rental or use charge on fully depraci2ted
assets is permitt'3d, D;3preciation is allowed on such assets Gxcept
when a substcntial portion of the provision for depr0ciation was made
during periods of Government contract performance. Flexibility in
providing depreciation in relation to production volume is made per
missible without strained rationalizationo

Resuarch and Development -- This is divioed into product and
general l'osoarch" The cost of current proQuct research ;Eay De allo
cated to Government contracts if the contract products benefited from
rosoarch~ General research costs incurred in accordance with con
tractor's 0stablished policies are allocable to all classes of work.
Only the cost of curr0nt research, whc;thsr product or general, will bo
allowed~ Amortization of costs capitalizod in prior accounting poriods
(Whether as patEmts or deforr-Jd resc::arch) is to be oxcludGd, but tho
contractor will not 00 required to capitalizG asset values arising
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from current rosoarch~ This treatrront is considered to bo oquitable
in that tho Government will pg,y its share of current costs of gonerDl
research rogardless of bonefit derived) but in exchange therefor will
not boar any share of the cost of the contractor's past resoarch evon
though its contracts may benefit therofrom, Obtaining pat8nt rights
flowing from such work is provided for insofar as defenso business is
concerned"

Pptents .... ;,mortization of cost of purchased petonts is allo~..r[!ble,

but amortization of cost of developed patonts is not allOl'!abJ.c 0) ~his

treatm.:mt is consistent with tha treatmont of rosoarch and dovolVtJl!lcnt
costs"

SoIling 2nd Distribution Exponses -- Those oxpcnsos aro g,:morclly
allocablo to defense contrac:t.s, but it is in this aroa thct th8 prin
ciple of diroct costLlg is particularly applicable" If salos ani
servicing of products to tho GoYornm.;nt arG accomplished by a sop8t'ato
sal~s and servicing organization, tho diroct cost tl1'3roof should be
allocatod to tho contracts but no othor such c oats for the bonafit of
other classes of work Shall be Bllocatod" Howevor; wher!) the Govorn
flillnt is buying subst~ntially stand2rd commorcial products and no
separato sales organization is maintainod, such costs may bo alloc~tod

to the various classes of sales on whatevor basis may bo appropri2te ..

Advertising -- Costs USually ~llowablo under tho pres0nt Soction
Y:lI continue to Do all,JWable... In addit.ion" tho cost of proG.uct advor
tising is allowablo with certain restrictions; but horo .9lso diroct
costing is important~ Advortising of standard commorcial products
sold to the Government is alloc8blo)- if th,:; quantity is not abnornwlly
large:, based on p qst e:'>qlcrionce.. If [lbn()r~21,~ mmdofensc w:)rk sh,::tl
first absN'.:> the: vlvCl'~:LGipg cost Oi. the t8si8 of pr.v;l' per unit .:.clvor
tising costs,. tht' 30vcj,'nr,18nt c(.)nt:(~lCt, aoscroing tDe r,.;tl!.lJ.ndcr, if an:,r,
normally up to the amoarJ.t. which the contr2~t,)r spont ~rior 'to tho
GoYcrl1I!lGnt contl'act. This samo principle Applies whun ~ho GovormlDnt
is buying nonstandnrd itoms if tho contractor'S nondefense business is
significantly curtailed because of a shift to defonse productlon~

80D.: i:l[1 Cor:ur7.~;si'::':rls .. ~ f,11owanco of this oLim,:mt of cost is p~o

vidcc'l"':3r-:.;I:1:;r:-C:_-:-;'2G.s·C:iit w~th provi3ions rc18t:lY0 to t,~!o covc;na:-rL on
cO:lti:ng:,:n".t fe8s c

Entertainment Expenses -- ThoSC3 are gc:ncrGlly unellowabl,) as boing
contt;~ry-t:: puolic po~:;>.::Y;- CeJ.~tain :Ilinor Gxc,}ptit'ns., ,,;~,ich r-)rlly arc
not entG:.':' :':'clinmcnt) are specified in the p:coposod. .socti::m XI! ..
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Executive Compena8tion -- Changed emphasis places reliance on the
contractoris established practices and arm's length bargaining to result
in an equitable amount in each case. If these factors are present, rea
sonableness of amounts of compensation will normally be assumed. Pension
costs, bonuses, and costs of stock options are considered as supplemen
tary compensation and, therefore, as ~11owable costs, subject to certain
protective restrictions.

Contributions and Donations -- These costs gre allowable if some
benefit may be derived therefrom by the contr2.ctor or his en~loyees or
if the prestige of the contractor would be impaired if he refused to
participate. In either case¥the pattern of contributions prior to the
award of Government contracts is important, and all such costs, to be
allocable to Government contracts, must be deductible for pUl~oses of
Federal income tax payllEnts"

Taxes and Insurance -- Based on the Supreme Court decision, Alabama
vs. King and Boozer, the nature of allowable taxes is clgrified but,
related to Section XI, ASPR, State income taxes are made allowable on
an equitable basis like any other State and local taxes, for which they
are a substitute. Various types of insurance, for which costs are

- allowable, are specifically listed.

Interest on Borrowings -- Interest paid or accrued, regardless of
the nature of the obligation which gives rise to the interest cost, is
not allowable. Profit margins allowed in contract pricing result from
the consideration of many factors, not the least of which is a return
on total capital employed by the contractor whether borrowed or owner
contributed. To allow interest on borrOWings as a cost would involve
a duplication of allowance.
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Issues in Basic Concepts

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

Industry Contention

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

Evaluation

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

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

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

the contractors, the contracting activities and the auditors to~ the

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

manner suitable for incorporation by reference into cost-type contracts

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

sufficiently flexible to cover the problem of the cost consideration in

the pricing of fixed-price type contracts.

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

and procurement elements of the military departments) is unanimous in

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

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

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

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

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

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

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

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

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



Recommendation

Maintain the nature of the document and negotiate with industry on

an appropriate title for the concept.

2. Objective

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

Industry Contention

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

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

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

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

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

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

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

NAM says lIWe recognize the desirability of having a single set of cost

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

factor, provided••• " AIA infers the same thing when it says that it

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

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

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

proposal which provides different treatment of costs for both the nego-

tiation of prices and terndnation settlement.-7 The American Institute

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

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

the conditions and factors which have a bearing on reasonableness,

relevancy, allowabili ty," etc. MAPl, on the other hand, takes the

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

the suggestions bristles with possible disadvantages."

Evaluation

Only MAPl thinks that the objective, even with acceptance of

certain policy changes, is unsatisfactory. There is general admission

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

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

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

niques and Section VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comprehensive set is sound. Continue the

development. See the issue entitled "Application - Contractors should

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

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

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

cost data by contractors to support pricing.

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

business is necessary.

Industrl Contention

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

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

and legitimate costs of doing business. The determination of such

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

cumstances, nor should allowability be conditioned on the ability of

a contractor to previously negotiate special cost allowances into in

dividual contracts. Again the NSIA speaks against the "disali.owance

in \lhole or in part of many elements of costs which are generally

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

be avoided merely because the Government chooses to call them un

allowable and which in non-Government business are normally recovered

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

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

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

ing business. 1I MAPI states that liTo achieve a profit the business

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

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

to recover all its legitimate costs incurred in performing work for

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

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

interest." The Chamber of COIml1erce says that the "comprehensive set

of cost principles should allow ali. legitimate costs of doing business

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

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

cost principles would be a recognition by the Government that all

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

bili ty to the work in question." NAM states that the comprehensive

set objective is sound provided the principles "recognize the coneept

of reasonableness, generally accepted accounting practices and alloca

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

trollers Institute of America says that the proposal is defective

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

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

basic principles of reasonableness, allocability and generally accepted

accounting principles and sta.ndards. II

Evaluation

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

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

that application of the tests of allocability and reasonableness as

the sole criteria for determining allowability is appeaJ.ing. However,

such application for purposes of this statement is not adequate for

two reasons. First, the two terms lIallocable ll and "reasonable,"

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

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

description of their application to certain elements of cost if we

are to achieve any satisfactory degree of uniformity of treatment.

second, there are certain costs Which, (1) as a matter of public

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

(1) IlPublic Polic;>,,". Entertainment expenses have become

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

a selling expense. The code of' ethics of public servants clearly pro

hibits acceptance of' such f'avors. Are we then to condone the practice
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by inference by acceptance of such costs? }le believe the answer is clearly "not'

and mlst be specifically stated.

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

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

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

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

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

activities. This is done in order to prevent duplicate pa\YIIlent (i) when

originally accomplished and (ii) in the pricing of later production. H'e

believe that the results represents substantial equity to contractors who may

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

are incurred.

Recommendation

Based upon conversations with certain industry representatives and the

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

of our treatment of a few costs would remove not only this objection to the

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

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

based upon or measured by profits, (ii) adverti sing, and (iii) contributions

and donations.

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

Industry Contention

Industry contends that, in any event, the IIgains" won in the ASBCA
and the Courts, ought to be made allowable.
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Specifically, MAPI , in critici zing the draft says that "in one

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

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified." It is stated further that "any revised

set of contract cost principles should give full recognition to

doctrines propounded in the decisions of the Armed Services Board of

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

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

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

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

inconsistent with the Court of Claims decision in the Bell Aircraft

Corporation v. U. s. . ..where a Government contractor was allowed to

capitalize losses on experimental contracts and allocate them as

costs to other Government contracts."

Evaluation

We believe that these "gainstlought to be reappraised on an

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

To the extent that this consideration indicates disallowance, they

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

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

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

proper from a policy standpoint is now up for recommendation.

Recommendation

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

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

cost data in support of pricing estimates.

Industry Contention

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

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

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

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

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

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

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

Government may be disinclined to share in such costs. II

Evaluation

We recognize that our proposed provision ~15-l0l(a)(ii){A)-lcannot

be strictly enforced upon contractors, particularly in connection with

precontract negotiations. However, the statement of fact that contractors

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

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

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

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

such costs through expanded audit evaluation of proposals.

Apparently the re~uirement would be much less objectionable if certain

items were not flatly disallowed in every case.

SUpported by this provision in ASPR, we believe that contracting

officers and auditors will be able to obtain the cooperation of contractors
-'--'-~---~-- "---,._-_._---.-------- -~.--

in so making their- submissions..---------,_.•.._~_.~.--"~--~~-----~

If so, auditing can be reduced to a
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Recommendation

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

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

negotiation.

Industry Contention

Industry's objection to the applicability provision which pro
vides that the comprehensive set will serve as a "guide in the re
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue" is usuaJ.ly coupled
with the contention relating to the .ALLOWABTI.ITY OF ALL COSTS.
While the NSIA does the same thing, they do so in a wY which w.l.il
permt the isolation of this provision as a separate issue.

Specifically, NSIA construes the words as implying that "controversial

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

the Government." Accordingly, NSIA suggests this application be deleted.

Evaluation

The general industry position is that the cost factors ought not to

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

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

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

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

leaves the ABBCA and the Courts wi.th the problem of the measurement of costs

in determining settlement of price without a yardstic!c. l-Ie consider the

guidance proper.
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Recommendation

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

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

and termination action, adherence to the position is recommended.

4. "Reasonableness" and "allocabil1ty" are adequate standards for the
determination of costs.

a. Reasonableness as a standard.

Industry Contention

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

Specifically, AlA says that reasonableness is important, but they

suggest the d.eletion of the proposed definition without offering a

substitute. EIA, in suggesting the delet1cn.cf the "competitive

restraints" test says that this test "will require both the Contracting

Officer a.nd audit personnel to make economic determinations outside the

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

good contracting policy" ••• to superimpose upon Lthe contractor's

judgmentJ •.• "criteria involving retroactive review of individual

business judgments with respect to the incurrence of costs." AMA says

that "organizations must function through the judgments and discretion

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

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

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

definition of reasonableness provided with minor mod.ifications. NAM
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says that the requirement for special contract coverage 1I1imits manage-

ment's preogative to make sound business decisions by requiring prior

approval to incur legitimate business expenses.

Evaluation

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

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

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

event that such monitoring causes disallowances which will be interpreted

by contractors to be an lIusurpation" of mnagement prerogative, resolution

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

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

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

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

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

should be benefitted.

Recommendation

The concept is sound and should be maintained.

b. Allocability as a standard.

Industry Contention

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

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

nize that 'generally accepted accounting procedures' include a variety

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

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

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

generally accepted accounting method of determining costs that is

eq,uitable under the circumstances may be used••• 11

Evaluation

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

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

for certain business purposes such as published statements or taxes,

does not require the degree of refinement that is appropria.te for our

costing purposes. Our proposal merely points out the various methods

of allocation which should be considered in distributing expenses for

contract cost purposes depending upon the circumstances. EIA seemed to

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

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

ceptable methods of allocating earnings and expenses to segments of

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

and second, the establishment of acceptable accounting methods for

identifying and reporting items of income and expenditures, and those

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

of operations."

Throughout we ha.ve provided for the greatest latitude by such pro

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

such generally accepted accounting principles, shall be acceptable" and

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

unduly complicate the allocation where substantially the same results

are achieved through less precise methods. It

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

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

tising, are not allocable to Government contracts.

Recommendation

That this approach be continued.

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

Indu~try Contention

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

Specifically, N3IA states that "Unif'ormity of LcostJ treatment. , •

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

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

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

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

it is stated that the new test of acceptability, i.e" "companies with

a preI>onderance of' Government business are not subject to competitive

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

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

allowability of' costs must be agreed to in advance" and recommends

deletion of the requirement. HAM feels that the negotiating language

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

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

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

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

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

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

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

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

cost by contractual coverage where special or peculiar circumstances

justify it."

Evaluation

Some of the comments apparently arose through a mistaken impression

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

unallowable. This is erroneous. Absolute uniformity of cost treatment

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

proposals relating to the tests of reasonableness and generally accepted

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

uniformity of treatment and cost result. The negotiation technique

complained about was included in the draft to cause specific consider

ation of the traditionally difficult costs which are potentially unal

lowable becuase of the high probability of unreasonableness or nonal

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

ableness of cost is one which is specifically considered and negotiated

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

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

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

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

agreed upon.

Recommendation

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

Industry Contention

The selection of an accounting system is a management prerog
ative. If' the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistentlY applied, it must suff'ice for governmental costing
pU!'J?oses. It is theref'ore improper that particular accounting
standards be included in the comprehensive set.

Specifically, NSIA says, "It would require drastic revisions in

existing and accepted accounting systems of' contractors. 1/ AlA says that

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

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

whatever basis fits a company's Particular requirements f'or the realistic

reporting of operating results to stockholders, the Securities and Ex-

change Connnission, and. others. ~I AMA states that we should recognize

"the existence and ;Erima facie propriety of the selected contractor1s

established accounting system." (Underscoring added.)

Evaluation

Generally accepted accounting principles are broad. standards for the

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

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

may be maintained in accordance with such principles, fulfilling the

requirements of management, the stockholders, taxing authorities, and

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

contract to the extent required for cost reimbursement or to support

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

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

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

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

may be required also. The dra.:ft recognizes this fact.

As an example of' the inadequacy of' "generally accepted accounting

principles and pra.ctices" for Government contract costing purposes, we

might cite the treatment of depreciation on fully depreciated assets.

Ordinarily such depreciation could not be charged as a cost under

generally accepted accounting principles. However, to achieve equity

in reimbursing the contractor for use of h:hS:;;a.ssets in this category

in any procurement program, we permit a. lluse charge" l.'nder certain cir

cumstances, which is the equivalent of depreciation.

Within this very flexible fr~ework of generally accepted accounting

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

and equity of treatment of different contracters and to eliminate as

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

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

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

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

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

practice in the dealings of our thousands of procurement and audit

personnel with the many Defense contractors.

It is interesting to note that response of the American Institute

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

Recommendation

That this general approach be continued.
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Issues in Basic Concepts
(in Brief)

'>

.,"ofO/lI!l:.

,.,-...

Industry Cor:!untions

1. The nature of t"t:le proposal is more
of "cost pOlic:i.es" than "Cost Prin
ciples". It i'3 contended that the
document should be recast into the
format of "Principles".

2. Three problems are presented re
latirJg to the 1I0bjectives of the
Comprehensive Set:

a. The basic soundness of the
objective of uniformity of cost
treatment in the several uses
and under the several pertinent
types of contracts is q,uestioned.

b. The allowance of ALL COSTS
which are "normal costs of con
ducting business" is necessary.

c. All "gains" won in the
ASBCA and the Courts should be
allowed without reappraisal.

3. Four problems were presented re
lating to the Application of the
Comprehensive Set:

a. It is not proper to require
contractors to use the principles
in support of the presentation of
pricing estimates.

b. The proposal seriously
affects the sound pricing and
termination philosophy and
practices included in Part 8,
Section III and Section VIII,
ASPR.

c. If pricing ty audit is to
be avoided, the authority of con
tracting officers in the use of
cost data in the pricing of fixed
price type contracts should be
made clear.

Evaluation and Recommendations

Both Government and industry re~uire

the type of document which the draft
represents. If consistency between
name and the nature of document is nec
essary, change the name.

Industry generally thinks that with
some modifications the concept is
sound. MAPI dissents, but in this
matter should not prevail.

All costs are not per se reasonable or
allocable against Gov't business. In
addition public policy and duplicate
recovery situations req,uire disallow
ance in some respects .

The "gains" ought to be reappraised
from a policy viewpoint as the other
elements of cost.

Although it is likely that prospective
contractors cannot be forced to so
utilize the principles, their use will
decrease audit burden, and will expe
dite negotiation.

There was no intent to modify the
sound pricing policies. If the basic
direction does not so provide, suitable
mutually acceptable words ought to be
found.

ASPR, Part 8, Section III which the
Industry finds satisfactory now in
cludes this provision.

TAB A



d. The application of the com
prehensive set in the resolution
of cost issues is improper in that
it may imply that controversial
issues may not be negotiated but
will be unilaterally settled by
the Government.

4. It is contended that "reasonable
ness" and "allocability" are
adequate standards for the deter
mination of cost. ITAllocabilitylf
is determined by the contractor's
normal accounting system if in
accordance with "generally ac
cepted accounting principles. IT
As a consequence it is question
able that the requirement for
negotiation of certain of the
cost elements is sound. These
matters are discussed in the
following order:

a. Reasonableness as a "
standard.

b. Allocability as a standard.

c. Soundness of the require
ment for negotiation in the deter
mination of the cost treatment,
particularly reasonableness and
allocability is questioned.

d. Contractors' accounting
systems should be controlling if
in accord with ITGenerally ac
cepted accounting principles."

A yardstick for the measurement of ~;i;!'

costs in the settlement of issues is
necessary. The standard set is~ecom

mended for this purpose.

IfReasonableness~' requires both defini
tion and application in the cost
elements.

"Allocability", also, requires defini
tion and application in the cost
elements.

We believe that the nego+.iation re": ';:"~

quirement of some costs under some cir
cumstances is sound. Benefit should
flow to the contractor by reason of
such agreements.

"Generally accepted accounting prin
ciples" do not necessarily yield
costs related to a product or con
tract to the extent required for cost
reimbursement or to support pricing
judgments. Therefore, accounting
standards must be established which
will provide this information.



Issues in Items of Cost
(in Brief)

Industrz Contention

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

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

- lowability of some bad debts.

3. Compensation for personal
services. All techni'lues for
compensation of individuals for
services rendered ought to be
allowable if the total compen
sation is reasonable for services
rendered. Specifically) the
cost of stock options and cem
pensation which may be dependent
on or are measured by profits)
are costs and should be made
allowable.

4. Contributions and Donations.
Contributions are a part of
the industrial 1,ay of life a,nd
failure to contribute to local,
state and national charitable
causes impairs the effectiveness
of the contractor.

Evaluation and Recommendation

Both product and institutional type
advertising are designed to influence
the general public and should be so
allocated. We should allow the costs
of carrying out the contract. Recom
mendation: modify the principle to
allow advertising for scarce material)
second hand materials, subcontracting)
and the like.

If there are bad debt situations grow
ing out of Government business, they
are not significant. Recommendation:
Continue to disallow all bad debts.

We agree that the tecl1;I"ique for pay
ing reasonable compens:::l.tion should
not affect its allowability. We
recommend that cost of stock options
and compensation dependent upon or
measured by profits be made allowable.

We concur and recommend allowability
of reasonable contributions and
donations.

5· Interest and other Financial
Costs. Borrowings are also con
tended to be a part of the indus
trial way of life and the cost
thereof ought to be allowable.

This problem has been thoroughly
studied and the conclusion reached
that interest should not be allolo1ed as
a cost but that the degree of capital
requirements for carrying out the



Government's purposes should continue
to be taken into consideration in the
negotiation of the fee or price. Recom
mendation: include this concept in the
principles.

· . 6. Overtime, etc. Industry is critical
of the draft which reflected the
policy existing at the time the
draft was written. We have since
modified the policy.

Since we have found it desirable to
modify the policy basis upon which the
draft was written, we recommend that the
principles be recast to conform to the
new policy.

7· Plant Reconversion Costs. Recon
version from defense work to civil
ian work may be so costly as to
make it inequitable to require such
reconversion to be paid for by the
new production. It is suggested
that allowability should be stated
in such a way as to not preclude
payment therefor by the Government.

Make-ready expense ought to be allocated
against the ensuing production. Recom
mendation: that additional reconversion'
costs be not allowed.

8. Rental Costs. Industry objects to
the limitations of costs to "normal
costs of ownership" of (i) inter
plant rentals} and (ii) facilities
under sale and lease-back arrange
ments, contending that the general
rule ought to be "open market"
rental worth of the property.

We must remove the incentive for a con
tractor to increase the cost of the
Government by his own action. The
limitation of costs to the "normal
cost of ownership accomplishes this
purpose. Recommendation: Allow only
the "normal cost of ownership" in the
two situations described.

10. Traini and Educational Costs.
Industry objects to i the limit
ation of 2 hours a week for classes
during working hours, (ii) allow
ance of only tuition, etc.,(but
not salary and subsistence) at post
graduate levels, and (iii) unal
lowability of grants.

Applied research has for its purpose the
development of improvement of particular
hardware. As such, it is appropriate
that the cost thereof be borne by the
product line involved and since the cost
should be absorbed through sales of the
product line, it should not be allocated
against other research projects specifi
cally awarded to the contractor. Recom
mend: no change.

The entire program was developed by the
procurement, manpower and research i n
terests of OASD and the military depart
ments as a reasonable program under
today's conditiona. Recommend; no
change in the principle.

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

9·



Issues in Basic Concepts

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

Indu3try Ccntention

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

Evaluation

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

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

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

the contractors, the contracting activities and the auditors to KNOW the

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

manner suitable for incorporation by reference into cost-type contracts

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

sufficiently fleXible to cover the problem of the cost consideration in

the pricing of fixed-price type contracts.

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

and procurement elements of the military departments) is unanimous in

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

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

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

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

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

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

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

could be: f1Contract Principles and Rules tI, "Contract Costs", 't:osts in

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

TAB 8



Recommendation

Mllntain the nature of the document and negotiate with industry on

an appropriate title for the concept.

2. Objective

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

Industry Contention

Industry (except MAPI) states generally that the objective of
one set of cost principles is sound for use, however, only in "cost
related areas. II While there is a diversity of view as to what the
cost related areas are, there is general agreement that it is im
proper to use the set for the purpose of the submission of cost esti
mates by contractors to support pricing. (See paragraph 3.a. en
titled IIApplication - Contractors should not be bound by the prin
ciples in submitting cost data in support of pricing estimates. 1I

)

There is some feeling also that the entire firm-fixed price area is
not a cost-related area.

Specifically, NSIA says the lIuniformity of treatment of contractors,

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

a desirable goaL.. However, II ..• llAMA, calls it a commendable project ll
•

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

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

principles for cost-type and fixed price contracts alike, provided.•• II

NAM says IIWe recognize the desirability of having a single set of cost

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

factor, provided••• 11 AIA infers the same thing when it says that it

IIhas no objection to the establishment of a set of cost principles which

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

contracts and which ••• 11 ["Notwithstanding, the AIA provides an actual

proposal which provides different treatment of costs for both the nego

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

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

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

the cO:'lditions and factors which have a bearing on reasonableness,

rele'V"ancy, allowabili ty," etc. MAPI , on the other hand, takes the

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

the suggestions bristles with possible disadvantages."

Evaluation

Only MAPI thinks that the objective, even with acceptance of

certain policy changes, is unsatisfactory. There is general admission

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

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

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

--- niques and Section VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comprehensive set is sound. Continue the

development. See the issue entitled "Application - Contractors should

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

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

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

cost data by contractors to support pricing.

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

business is necessary.

Industry Contention

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

on t~e Government's willingness to recognize and accept all normal

and legitimate costs of doing business. The determination of such

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

cumstances, nor should allowability be conditioned on the ability of

a contractor to preViously negotiate special cost allowances into in

dividual contracts. Again the NSIA speaks against the "disallowance

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

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

be avoided merely because the Government chooses to call them un

allowable and which in non-Government business are normally recovered

in the market place in the price of the article sold. II /!sMA says that,

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

pay a f'air and proportionate share of all the normal costs of conduct

ing business." MAPI states that liTo achieve a profit the business

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

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

to recover all its legitimate costs incurred in performing work for

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

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

interest. II The Chamber of Commerce says that the "comprehensive set

of cost principles should allow all legitimate costs of doing business

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

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

cost principles would be a recognition by the Government that all

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

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

set objective is sound provided the principles lIrecognize the coneept

of reasonableQess, generally accepted accounting practices and alloca

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

trollers Institute of .America says that the proposal is defective

since it fails lito recognize or accept certain normaJ. and legitimate

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

basic principles of reasonableness, allocability and generally accepted

accounting principles and standards. 11

Evaluation

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

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

that application of the tests of allocability and reasonableness as

the sole criteria for determining aJ.lowability is appealing. However,

such application for purposes of this statement is not adequate for

two reasons. First, the two terms "allocable" and llreasonable,"

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

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

description of their application to certain elements of cost if we

are to achieve any satisfactory degree of uniformity of treatment.

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

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

(1) lIPublic Policyll. Entertainment expenses have become

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

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

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptance of' such costs? We believe the answer 1s

clearly "no" and must be specifically stated.

(2) liTo avoid duplicate recoverytl. We have proposed certain

compromises ';.rhich, while perhaps not precise f'rom an accounting view-

point, reach equitab:.e results. Consider, for example, research and

development costs irccurred in accounting periods prior to the award

of a contract. The.y are declared unallowable since we accept the cost

of current similar activities. To accept the cost of current research,

and then later pay again for the same benefit, would result in dupli-

cation. In addition, this approach achieves substantial equity of'

treatment of all contractors, whether they follow the practice of

capitalizing such costs or charging them to operations as they are

incurred. OUr handling of plant reconversion costs represents another

example of this approach.

Reconmendation

Based upon conversations with certain industry representatives

and the general tenor of the written comments, it is believed that

some relaxation of our treatment of a f'ew costs would remove not only

this objection to the present draf't but several others along with it,

and still represent equitable treatment. It is clear that their

principal objections go to; (i) compensation based upon or measured

by profits, (ii) advertising, and (iii) contributions and donations.

c. Industry's "gains" won in ASF£A and the Courts should be

allowed.

Industry Contention

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

- 6 -



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

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

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified." It is stated further that "any revised

set of contract cost principles should give full recognition to

doctrines propounded in the decisions of the Armed Services Board of

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

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

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

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

inconsistent with the Court of Claims decision in the Bell Aircraft

Corporation v. U.S••.•where a Government contractor was allowed to

capitalize losses on experimental contracts and allocate them as

costs to other Government contracts."

Evaluation

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

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

To the extent that this consideration indicates disallowance, they

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

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

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

proper from a policy standpoint is now up for recommendation.

Recommendation

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

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

cost data in support of pricing estimates.

Industry Contention

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

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

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

forced into the framework of any set of cost principles. 11 NAM and NSIA

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

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

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

Government may be disinclined to share in such costs. /,

Evaluation

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

be strictly enforced upon contractors, particularly in connection with

precontract negotiations. However, the statement of fact that contractors

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

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

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

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

such costs through expanded audit evaluation of proposals.

Apparently the requirement would be much less objectionable if certain

items were not flatly disallowed in every case.

Supported by this provision in ASPR, we believe that contracting

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

in so making their. submissions. If so, auditing can be reduced to a

minimum.
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Recommendation

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

b. Proposed application in pricing seriously harms present sound

pricing policies.

Industry Contention

The draft, by its terms or by implication, largely negates the
sound negotiation policies and techniques contained in ASPR Part 8,
Section III, Price Nef.otiation Policies and Techniques, and Section
VIII, Termination of Contracts: (i) by necessitating a preoccupation
with elements of costs and the element of profit and thereby losing
the fundamental objective -- Price, and (ii) resulting in interference
with the present sound policy emphasis toward firm fixed price con
tracting.

Specifically, NSIA says that the format "changes the basic philosophy

with respect to the pricing of negotiated contracts" and results in

"mathematical pricing LwhichJ is incompatible with the intent of fixed

price contracts and would result in pricing on the illegal basis of cost

plus a percentage of cost.!' EIA says that the proposal "conflicts with

Part 8, Section III of ASPR which specifies in detail how the canUact

price must be arrived at through negotiation••. and as a practical matter,

the detailed cost treatment of Part 2 will have the same application for

fixed price redeterminable contracts as for cost-type contracts." AIA

says that the "application••• in the form proposed to fixed-price type

contracts is viewed with grave concern. We do not believe that prices

under fixed-price type contracts should be established in a manner which

would substitute the arbitxary listing of allowable costs plus a profit

allowance for the sound practice of negotiating a total price •.• It is

our opinion that such a requirement would not only destroy the fixed-

price concept of contracting but would also impose arbitrary and burden-

some administrative controls upon industry which would seriously impair

management responsibility, authority, flexibility, and incentive. 11

,-------_••... ,., ..._....__ ..._-----,_.__....



The Chamber of Commerce says that the IIcontractor has no freedom to

bargain for a totaJ. ::ll'ice that will assure him a return of the actual

costs •.• II MAPJ quotas with apparent appreciation several passages from

Part 8, Sectioc. III which it characterizes as an "excmllent sta.tement

of broad policy" btl''; states a II special concern with the possible effects

of this proposal's adoption on firm, fixed-price contracting." Adoption

would lIinevitably ..• extend the area of negotiation and certainly to

complicate its conduot.: The "proposaL •. cannot fail, in our judgment,

to distribute these (cost-type) disadvantages much more widely by con

verting many so-called fixed-price agreements into cost-type contracts,

in fact if not in law." flIts specifications of cost allowability will

be substituted for that 'sound' judgment which this (pricing) policy·

invokes, and the distinction between 'cost-type' and 'fixed-price , con

tracts will -- in a large measure -- have been obliterated. II

Evaluation

There was no intention of changing the "sound" procurement policy

relative to negotiation of prices as contained in ASPR Part 8, Section

III and of termination contained in ASPR Section VIII, relative to the

necessity of audit to support pricing, the use of cost data as submdtted

by contractors and as developed by the Audit Agencies in pricing, nor

is there actually any change. The intention was sinq>ly that there ought

to be provided standards to be applied in the event that a cost or price

inquiry or audit is indicated and conducted. \ole do not believe that

industry actually believes what is contended here, since the same agru

ments can be made with respect to ANi KNOWLEDGE or concern with the

prospective costs of performance under any standards. Thus, they
,-

must be saying that any knowledge, concern, or relationship of price to

expected cost of performance is not proper. We believe that the concern
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expressed here actually is with the unallowables and NOT with nego-

tiation and termination policy. We cannot imagine the award of a con-

tract without an inquiry into the reasonableness of the prdcing unless

the pricing level is established by adequate competition. Similarly,

assurance of reasonable pricing in situations in which other pricing aids

are deemed inadequate must be related to costs, and the measurement of

costs requires the use of a yardstick. Under the pricing and termination

Section~, concern with these factors ia directed.

Recommendation

Maintain the concept but negotiate mutually acceptable word changes

to clarify the intention.

c. Use of aud!t data by Contracting Officers in pricing of fixed-

price type contracts should be made clear.

Industry Contention

In pricing, the aud!t aid must be advisory to the contracting
officer and price analysis should be the responsibility of the
contracting officer. To have either of these responsibilities
performed by the auditor necessarily results in formula pricing
and pricing by audit.

Specifically, AMA says that the "draft does not clearly spell out the

function of the contracting officer in making business decisions, but

encourages an audit approach to contract writing and administration. While

the audit function is vital, it should only be advisory and business evalu-

ation and decision should be vested in the contracting officer." AMA also

incorporated a previous submission in which it said, "Certainly all of

the tools of price redetermination should be available to and utilized

by, the Contracting Off'icer, but such aids should be adVisory and not

conclusive. One of the objectives of the contemplated principles should

be to restore negotiation to the revision of prices under price-redeter-

mination type contracts.~'
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Evaluation

Industry's suggestion is now included in Part 8, Section III, with

which Industry has expressed satisfaction.

Recommendation

No action.

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

negotiation.

Industry Contention

Industry's objection to the applicability provision which pro
vides that the comprehensive set will serve as a IIguide in the re
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue ll is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.
While the NSIA does the same thing, they do so in a way which will
permit the isolation of this provision as a separate issue.

Specifically, NSIA construes the words as implying that IIcontro-

versial issues cannot be negotiated and that they will be unilaterally

settled by the Government. II Accordingly, NSIA suggests this application

be deleted.

Evaluation

The general industry position is that the cost factors ought not to

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

contracting ought to be negotiated. Since the Government agrees to the

conclusion (see 3.b. above), provision is made that the principles shall

be used as a "GUIDE" in the establishment of the fixed price. Not to do

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

of costs in determining settlement of price without a yardstick. We

consider the guidance proper.

",
..~ ',:,. .....
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Recommendation

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

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

and termination action, adherence to the position is recommended.

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

a. Reasonableness as a standard.

Industry Content~on

A1.l comments offered indicated that Hreasonableness!' is a
critical consideration upon which a proper set of cost principles
should be constructed. '!hey seem to say that use of the mere word
is all that is necessary to secure a proper performance. They
object particularly to some of our blanket determinations of un
allowabiEty which have been determined on the basis that it is
unreasonable for any of the particular expense to be charged to
the Government. They content that the term cannot include "second
guessing" of contractor's management.

Specifically, PJ.A says that reasonableness is important, but they

suggest the deletion of the proposed definition without offering a

substitute. EIA, in suggesting the delet10ncf the "competitive

restraints H test says that this test "will require both the Contracting

Officer and audit personnel to make economic determinations outside the

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

good contracting pOlicy"... to superimpose upon L the contractor's

judgmentJ ... "criteria involving retroactive review of individual

business judgments with respect to the incurrence of costs." AMA says

that "organizations must function through the judgments and discretion

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

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

guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the requirement for special contract coverage "limits manage-

mentIs preogative to make sound business decisions by requiring prior

approval to incur legitimate business expenses.

Evaluation

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

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

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

event that such monitoring causes disallowances which will be interpreted

by contractors to be an "usurpationU of nanagement prerogative, resolution

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

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

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

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

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

should be benefitted.

Recommendation

'!be concept is sound and should be maintained.

b. Allocability as a standard.

Industry Contention

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

Specifically, MAPI says, IIComprehensive cost principles should recog-

nize that 'generally accepted accounting procedures' include a variety

of acceptable methods of' expense allocation ll (but accepts our definition

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

rewrite, the definition is omitted and mentioned is made only to the
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effect ~;ha.t, "In ascertaining what constitutes allocable costs, any

generally accep·,ed accounting method of determining costs that is

equitable under the circumstances may be used••• "

Evaluation

For purposes of this document, it is believed that definiti?n and

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

for certain business purposes such as published statements or taxes,

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

costing purposes. Our proposal merely points out the various methods

of allocation which should be considered in distributing expenses for

contract cost purposes depending upon the circumstances. EIA seemed to

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

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

ceptable methods of allocating earnings and expenses to segments of

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

and second, the establishment of acceptable accounting methods for

identifying and reporting items of income and expenditures, and those

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

of operations. II

Throughout we have proVided for the greatest latitude by such pro

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

such generally accepted accounting principles, shall be acceptable" and

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

unduly complicate the allocation where substantially the same results

are achieved through less precise methods."

It appears that this critic1sm is actually directed, not at our coveragE;

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

tisi~, are not allocable to Government contracts.

Recommendatiot:

That this approach be continued.

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

Indus~ry Contention

Uniformity in cost treatment is considered a sound objective.
However, this uniformi~;y which has been a 0asic aim of all previous
drafts of the cost prirLCiples, has been lo~t by the requiremer.t
that certain listed COEts be the subject of negotiation to make them
allowable.

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

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

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

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

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

it is stated that the new test of acceptability, Le., "companies with

a preponderance of Government business are not subject to competitive

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

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

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

deletion of the requirement. NA)1 feels that the negotiating language

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

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

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

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

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

that the Government should remove the reca.uirement. II EIA, although

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

it says "Provision should•.• be made f'or the treatment of some items of

cost by contractual coverage where special or peculiar circumstances

justify it. 1I

Evaluation

Some of the comments apparently arose through a mistaken impression

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

unallowable. This is erroneous. Absolute uniformity of cost treatment

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

proposals relating to the tests of reasonableness and generally accepted

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

uniformity of treatment and cost result. The negotiation technica.ue

complained about was included in the draft to cause specific consider

ation of the traditionally difficult costs which are potentially unal

lowable becuase of the high probability of unreasonableness or nonal

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

ableness of cost is one which is specifically considered and negotiated

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

failure of they.>hole project is tied around these difficult costs, we

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

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

agreed upon.

Recommendation

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

Industry ;ontention

The delect10n of an accounting system is a management prerog
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently applied, it must suffice for governmental costing
purposes. It is therefore improper that particular accounting
standards be included in the comprehensive set.

Specifically, NSIA says, "It would require drastic revisions in

existing and accepted accounting systems of contractors. n AIA says that

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

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

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

reporting of operating results to stockholders, the Securities and Ex-

change Commission, and others.~' .PJIJA states that we should recognize

"the existence and ;erima facie propriety of the selected contractor's

established accounting system." (Underscoring added.)

Evaluation

Generally accepted accounting principles are broad standards for the

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

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

may be maintained in accordance with such principles, fulfilling the

requirements of management, the stoclmolders, taxing authorities, and.

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

contract to the ~tent required for cost reimbursement or to support

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

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

tract costing and pricing. The related point of consistency, we view
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-"he same way. Consistency is essential only so long as conditions re

main subst.lnt~ally the same. When conditions change, a system change

may be r':a.uirl.~ also. The draft recognizes this fact.

As •.1 exaaple of the inadeCluacy of "generally accepted accounting

princi:;.es and practices ll for Government contract costing purposes, we

might ~ite the treatment of depreciation on fully depreciated assets.

Ordinarily such depreciation could not be charged as a cost under

generally accepted accounting principles. However, to achieve equity

in reimbursing the contractor for use of b~zassets in this category

in any procurement program, we permt a lIuse charge II under certain cir

cumstances, which is the equivalent of depreciation.

Within this very flexible framework of generally accepted accounting

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

and equity of treatment of different contracters and to eliminate as

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

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

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

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

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

practice in the dealings of our thousands of procurement and aud!t

personnel with the many Defense contractors.

It is interesting to note that response of the American Institute

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

Recommendation

That this generaJ. approach be continued.
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Induf. tr:" Con~ej.lt·.ons
-~-- ,..~---

Issues in Basic Concepts
(in Brier)

Evaluation and Recommendations

1. The nat.n-e of the pr')posal is more
of "co Jt policies" t'lan "Cost Prin
ciples". It is con1:;end~d that the
document should be rccaat into the
format of "Principles".

2. Three problems are pre.1e:'1ted re
lating to the "Objectives of the
Comprehensive Set:

a. The basic sour~ess of the
objective of unifor~ty of cost
treatment in the sev~ral uses
and under the sever€'~ pertinent
types of contracts :;'s q,uestioned.

b. The allowance of ALL coms
which are "normaJ. costs of con
ducting business" is necessary.

c. All "gains" won in the
ASBCA and the Courts should be
allowed without reappraisal.

3. Four problems were presented re
lating to the Application of the
Comprehensive Set:

a. It is not proper to req,uire
contractors to use the principles
in support of the presentation of
pricing estimates.

b. The proposal seriously
affects the sound pricing and
termination philosophy and
practices included in Part 8,
Section III and Section VIII,
ASPR.

c. If pricing cy audit is to
be avoided, the authority of con
tracting officers in the use of
cost data in the pricing of fixed
price type contracts should be
made clear.

Both Government and industry req,uire
the type of document which the draft
represents. If consistency between
name and the nature of document is nec
essary, change the name.

Industry generally thinks that with
some modifications the concept is
sound. MAPI dissents, but in this
matter should not prevail.

All costs are not per se reasonable or
allocable against Gov't business. In
addition public policy and duplicate
recovery situations req,uire disallow
ance in some respects.

The "gains" ought to be reappraised
from a policy viewpoint as the other
elements of cost.

Although it is likely that prospective
contractors cannot be forced to so
utilize the principles, their use will
decrease audit burden, and will expe
dite negotiation.

There was no intent to modify the
sound pricing policies. If the basic
direction does not so provide, suitable
mutually acceptable words ought to be
found.

ASPR, Part 8, Section III which the
Industry finds satisfactory now in
cludes this provision.
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d. The application of the com
prehensive set in the resolution
of cost issues i.s improper in that
it may imply that controversial
issues may not be negotiated but
will be unilate,:,ally settled by
the Government.

4. It is contended that "reasonable
ness ll and "allocabilityll are
adequate standards for the deter
mination of cost. "Allocability"
is determined by the contractor's
normal accounting system if in
accordance with "generally ac
cepted accounting principles."
As a consequence it is question
able that the requirement for
negotiation of certain of the
cost elements is sound. These
matters are discussed in the
following order:

a. Reasonableness as a :~,

standard.

b. Allocability as a standard.

c. Soundness of the require
ment for negotiation in the deter
mination of the cost treatment,
particularly reasonableness and
allocability is questioned.

d. Contractors' accounting
systems should be controlling if
in accord with "Generally ac
cepted accounting principles."

A Yardstick for the measurement of ~,'lil!"

costs in the settlement of issues is
necessary. The standard set is recom
mended for this purpose.

"Reasonableness:' requires both defini
tion and application in the cost
elements.

"Allocab1l1ty", also, requires defini
tion and application in the cost
elements.

We believe that the negotiation re'" .;:.,~

quirement of some costs under some cir
cumstances is sound. Benefit should
flow to the contractor by reason of
such agreements.

"Generally accepted accounting prin
ciples" do not necessarily yield
costs related to a product or con
tract to the extent reqUired for cost
reimbursement or to support pricing
judgments. Therefore, accounting
standards must be est~blished which
will provide this information.
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Issues in Items of Cost
(in Brief)

Industry Cortention

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

Evaluation and Recommendation

Both product and institutional type
advertising are designed. to influence
the general public and should be so
allocated. We should allow the costs
of carrying out the contract. Recom
mendation: modify the principle to
allow advertising for scarce material,
second hand materials, subcontracting,
and the like.

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

If there are bad debt situations grow
ing out of Government business, they
are not significant. Recommendation:
Continue to disallow all bad debts.

3. Compensation for personal
services. All techniques for
compensation of indivi~uals for
services rendered ought to be
allowable if the total compen
sation is reasonable for services
rendered. Specifically, the
cost of stock options and com
pensation which may be dependent
on or are measured by profits,
are costs and should be made
allowable.

4. Contributions and Donations.
Contributions are a part of
the industrial \.ay of life B,nd
failure to contribute to local,
state and national charitable
causes impairs the effectiveness
of the contractor.

5. Interest and other Financial
Costs. Borrowings are also con
tended to be a part of the indus
trial way of life and the cost
thereof ought to be allowable.

-------_._-_.~...""".. "

We agree that the tec~I"'iq,ue for pay
ing reasonable compens~Gion should
not affect its allowability. We
recommend that cost of stock options
and compensation dependent upon or
measured by profits be made allowable.

We concur and recommend allowability
of reasonable contributions and.
donations.

This problem has been thoroughly
studied and the conclusion reached
that interest should not be allowed as
a cost but that the degree of capital
requirements for carrying out the



6.

7.

8.

9·

10.

Overtime, etc. Industry is critical
of the draft which reflected the
policy eXisting at the time the
draft was written. We have since
modified the policy.

Plant Reconversion Costs. Recon
version from defense work to civil
ian work may be so costly as to
make it inequitable to require such
reconversion to be paid for by the
new production. It is suggested
that allowability should be stated
in such a way as to not preclude
payment therefor by the Government.

Rental Costs. Industry objects to
the lim!tations of costs to "normal
costs of ownership" of (i) inter
plant rentals, and (ii) facilities
under sale and lease-back arrange
ments, contending that the general
rule ought to be "open market"
rental worth of the property.

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

Traini and Educational Costs.
Industry objects to i the limit
ation of 2 hours a week for classes
during working hours, (ii) allow
ance of only tuition, etc.,(but
not salary and subsistence) at post
graduate levels, and (iii) unal
lowability of grants.

Government's purposes should continue
to be taken into consideration in the
negotiation of the fee or price. Recom
mendation: include this concept in the
principles.

Since we have found it desirable to
modify the policy basis upon which the
draft was written, we recommend that the
principles be recast to conform to the
new policy.

Yake-ready expense ought to be allocated
against the ensuing production. Recom
mendation: that additional reconversion'
costs be not allowed.

We must remove the incentive for a con
tractor to increase the cost of the
Government by his own action. The
limita.tion of costs to the "normal
cost of ownership accomplishes this
purpose. Recommendation: Allow only
the "normal cost of ownership" in the
two situations described.

Applied research has for its purpose the
development of improvement of particular
hardware. As such, it is appropriate
that the cost thereof be borne by the
product line involved and since the cost
should be absorbed through sales of the
product line, it should not be allocated
against other research projects specifi
ca.lly awarded to the contractor. Recom
mend: no change.

The entire program was developed by the
procurement, manpower and research in
terests of OASD and the military depart
ments as a reasonable program under
today's conditions. Recommend; no
change in the principle.



Issues in Basic Concepts

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

Industry Contention

I

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

Evaluation

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

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

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

the contractors, the contracting activities and the auditors to~ the

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

manner suitable for incorporation by reference into cost-type contracts

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

sufficiently flexible to cover the problem of the cost consideration in

the pricing of fixed-price type contracts.

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

and procurement elements of the military departments) is unanimous in

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

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

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

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

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

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

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

could be: "co.~trac~'l,P9iPleS and Rules", "Contract Costs", 'Costs in

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



~int..dr tOlE nature of the document

an appropriatt title for the concept.

J-
and negotiate with industry-on

2. Q£jective

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

Industry Contention

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

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

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

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

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

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

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

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

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

factor, provided••• " .PJ.A infers the same thing when it says that it

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

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

contracts and which ••. " LNotwithstanding, the ALA provides an actual

proposal which provides different treatment of costs for both the nego

tiation of prices and termination settlement.J The American Institute

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

to the ~·_rc-..unstances created by each type of contract as a part of

the cO~lditions and factors which have a bearing on reasonableness,

rele'fancy, allowability," etc. MAPI , on the other hand, takes the

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

the suggestions bristles with possible disadvantages."

Evaluation

Only MAPI thinks that the objective, even with acceptance of

certain policy changes, is unsatisfactory. There is general admission

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

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

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

niques and Section VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comprehensive set is sound. Continue the

development. See the issue entitled HApplication - Contractors should

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

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

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

cost data by contractors to support pricing.

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

business is necessary.

Industry Contention

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

ot! the Government I s willingness to recognize and accept all normal

aad legitinate costs of doing business. The determination of such

costs shou~ not be subject to shadings, gradations, or special cir-

cumstances, nor should allowability be conditioned on the ability of

a contractor to previously negotiate special cost allowances into in

dividual contract8~' Again the NSIA speaks aga.inst the "disallowance

in uholc or in part of many elements. of costs which are generally

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

be avoided merely because the Government chooses to call them un-

allowable and which in non-Government business are normally recovered

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

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

pay a f'air and proportionate share of all the normal costs of conduct-

ing business." MAPI states that "To achieve a profit the business

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

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

to recover all its legitimate costs incurred in performing work f'or

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

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

interest." The Chamber ot: Commerce says that the "comprehensive set

of cost principles should allow all legitimate costs of doing business

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

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

cost principles would be a recognition by the Government that all

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

bility to the work in Cluestion." NAM states that the comprehensive-

set objective is sound provided the principles "recognize the concept

of reasonableness} generally accepted accounting practices and alloca-

bility} and encompass all norrna.l costs of doing business. II The Comp-

trollers Institute of America says that the proposal is defective

since it fails "to recogni ze or accept certain normal and legitimate

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

basic principles of reasonableness} allocability and generally accepted

accounting principles and standards."

Evaluation

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

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

that application of the tests of allocability and reasonablenes& as

the sole criteria for determining allowability is appealing. However}

such application for purposes of this statement is not adequate for

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

despite the fact that we have defined them" are indefinite} judgment

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

description of their application to certain elements of cost if we

are to achieve any satisfactory degree of uniformitl Of, treatment.
h.. 1A5t h l. I.t'" C./IOWD 61-<

Second, there are certain costs which,i (1) as a matter of public

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

(1) ItPublic Policy". Entertainment expenses have become

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

a selling expense. The code of ethics of public servants clearly pro-

hibi ts acceptance of such favors. Are we then to condone the practice

- 5 -
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by inference by acceptance of such costs? We believe the answer is

clearly "no " and must be specifically stated.

(2) "To avoid duplicate recovery". We have proposed certain

compromises which, while perhaps not precise from an accounting view-

point, reach equitable results. Consider, for example, research and

development costs incurred in accounting periods prior to the award

of a contract. They are declared unallowable since we accept the cost

of current similar activities. To accept the cost of current research,

and then later pay again for the same benefit, would result in dupli-

cation. In addition, this approach achieves substantial equity of

treatment of aJ.l contractors, whether they follow the practice of

capitalizing such costs or charging them to operations as they are

incurred. Our handling of plant recornrersion costs represents another

example of this approach.

Recommendation

Based upon conversations with certain industry representatives

and the general tenor of the written comments, it is believed that

some relaxation of our treatment of a few costs would remove not only

this objection to the present draft but several others along with it,

and still represent equitable treatment. It is clear that their

principal objections go to; (i) compensation based upon or measured

by profits, (ii) advertising, and (iii) contributions a.nd donations.

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

allowed.

Industry Contention

Industry contends that, in any event, the "gains" won in the
ASBCA and the Courts, ought to be made allowable.
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Specifically, MAPI, in criticizing the draft sa.ys that "in one

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

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified." It is stated further that lIany revised

set of contract cost principles should give full recognition to

doctrines propounded in the decisions of the Armed Services Board of

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

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

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

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

inconsistent with the Court of Claims decision in the Bell Aircraft

Corporation v. U.S••.•where a Government contractor was allowed to

capitalize losses on experimental contracts and allocate them as

costs to other Government contracts."

Evaluation

We believe that these lIgains llought to be reappraised on an

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

To the extent that this consideration indicates disallowance, they

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

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

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

proper from a policy standpoint is now up for recommenda.tion.

Recommendation

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

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

cost data in support of pricing estimates.

Industry Contention

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

Specifically, .AMA says, 1I ••• the contractor's price breakdown sub-

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

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

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

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

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

Government may be disinclined to share in such costs. n

Evaluation

We recognize that our proposed provision ~15-101(a)(ii)(A)-lcannot

be strictly enforced upon contractors, particularly in connection with

precontract negotia.tions. However, the statement of fact that contractors

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

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

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

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

such costs through expanded audit evaluation of proposals.

Apparently the requirement would be much less objectionable if certain

items were not flatly disallowed in every case.

Supported by this provision in ASPR, we believe that contracting

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

in so making thei!' submissions. If so, auditing can be reduced to a

minimum.
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Recommendation

Ma.i ntain this concept in the course of the negotiation with industry.

b, Proposed application in pricing seriously harms present sound

pricing policies.

Industry Contention

The draft, by its terms or by implication, largely negates the
sound negotiation policies and techniques contained in ASPR Part 8,
Section III, Price Negotiation Policies and Techniques, and Section
VIII, Termination of Contracts: (i) by necessitating a preoccupation
with elements of costs and the element of profit and thereby losing
the fundamental objective -- Price, and (ii) resulting in interference
with the present sound policy emphasis toward firm fixed price con
tracting.

Specifically, NSIA says that the format "changes the basic philosophy

with respect to the pricing of negotiated contracts" and results in

"mathematical pricing LwhichJ is incompatible with the intent of fixed

price contracts and would result in pricing on the illegal basis of cost

plus a percentage of cost.!' EIA says that the proposal "conflicts with

Part 8, Section III of ASPR which specifies in detail how the contract

price must be arrived at through negotiation••• and as a practical matter,

the detailed cost treatment of Part 2 will have the same application for

fixed price redeterminable contracts as for cost-type contracts." AlA

says that the "application••• in the form proposed to fixed-price type

contracts is viewed with grave concern. We do not believe that prices

under fixed-price type contracts should be established in a manner which

would substitute the arbitz:ary listing of allowable costs plus a profit

allowance for the sound practice of negotiating a total price •.. It is

our opinion that such a requirement would not only destroy the fixed-

price concept of contracting but would also impose arbitrary and burden-

some administrative controls upon industry which would seriously impair

management responsibility, authority, flexibility, and incentive."

- 9 -
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The Chamber of Commerce says that the "contractor has no freedom to

bargain for a total price that will assure him a return Qf the actual

costs ••• " MAPI quotes with apparent appreciation several passages from

Part 8, Section III which it characterizes as an "exccllent statement

of broad polic~'" -out states a "special concern with the possible effects

of this proposal's adoption on firm, fixed-price contracting.tr Adoption

would "inevitably .•• extend the area of negotiation and certainly to

complicate its conduct.: The "proposal. •• cannot fail, in our judgment,

to distribute these (cost-type) disadvantages much more widely by con

verting many so-called fixed-price agreements into cost-type contracts,

in fact if not in law." "Its specifications of cost allowability will

be substituted for that 'sound' judgment which this (pricing) policy

invokes, and the distinction between 'cost-type I and'fixed-price' con

tracts will -- in a large measure -- have been obliterated. II

Evaluation

There was no intention of changing the "souootr procurement policy

relative to negotiation of prices as contained in ASPR Part 8, Section

III and of termination contained in ASPR Section VIII, relative to the

necessity of audit to support pricing, the use of cost data as submitted

by contractors and as developed by the Audit Agencies in pricing, nor

is there actually any change. The intention was simply that there ought

to be provided standards to be applied in the event that a cost or price

inquiry or audit is indicated and conducted. He do not believe that

industry actually believes what is contended here, since the same agru

ments can be made with respect to ANI KNOWLEDGE or concern with the

prospective costs of performance under agy standards. Thus, they

must be saying that any knowledge, concern, or relationship of price to

expected cost of performance is not proper. We believe that the concern
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expr'ssed here actually is with the unallowables and NOT with nego-

tiation and termination policy. We cannot imagine the award of a con-

trac c without an inquiry into the reasonableness of the prltcing unless

the pricing level is established by adequate competition. Similarly,

assurance of reasonable pricing in situations in which other pricing aids

are deemed inadequate must be related to costs, and the measurement of

costs requires the use of a Yardstick. Under the pricing and termination

Section?, concern with these factors is directed.

Reconnnendation

Maintain the concept but negotiate mutually acceptable word changes

to clarify the intention.

c. Use of audit data by Contracting Of'ficers in pricing of fixed-

price type contracts should be made clear.

Industry Contention

In pricing, the audit aid must be advisory to the contracting
officer and price analysis should be the responsibility of the
contracting officer. To have either of these responsibilities
performed by the auditor necessarily results in formula pricing
and pricing by audit.

Specifically, AMA says that the "draft does not clearly spell out the

function of the contracting officer in making business decisions, but

encourages an audit approach to contract writing and administration. While

the audit function is vital, it should only be advisory and business evalu-

ation and decision should be vested in the contracting officer. 11 AMA also

incorporated a previous submission in which it said, "Certainly all of

the tools of price redetermination should be available to and utilized

by, the Contracting Officer, but such aids should be advisory and not

conclusive. One of the objectives of the contemplated principles should

be to restore negotiation to the revision of prices underprice-redeter-

mination type contracts. r
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Evaluation

Industryt s suggestion is now included in Part 8, Section III, with

which Industry has expressed satisfaction.

Recommendation

No action.

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

negotiation.

Industry Contention

Industryt s objection to the applicability provision which pro
vides that the comprehensive set will serve as a "guide in the re
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue ll is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.
While the NSIA does the same thing, they do so in a way which will
permit the isolation of this provision as a separate issue.

Specifically, NSIA construes the words as implYing that "contro-

versial issues cannot be negotiated and that they will be unilaterally

settled by the Government. II Accordingly, NSIA suggests this application

be deleted.

Evaluation

The general industry position is that the cost factors ought not to

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

contracting ought to be negotiated. Since the Government agrees to the

conclusion (see 3.b. above), provision is made that the principles shall

be used as a "GUIDE II in the establishment of the fixed price. Not to do

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

of costs in determining settlement of price without a yardstick. We

consider the guidance proper.

,'.
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Recommendation

S1nce we believe that it is sound to utilize the same yardstick in

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

and terIllination actiop, adherence to the position is recommended.

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

a. Reasonableness as a standard.

Industry Contention

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

Specifically, AIA says that reasonableness is important, but they

suggest the deletion of the proposed definition without offering a

substitute. EIA, in suggesting the delet10ncf the "competitive

restraints" test says that this test "will require both the Contracting

Officer and audit personnel to make economic determinations outside the

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

good contracting policy" ••• to superimpose upon ~the contractor's

judgmentJ ..• "criteria involving retroactive review of individual

business judgments with respect to the incurrence of costs." AMA says

that "organizations must function through the judgments and discretion

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

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

guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the req,uirement for special contract coverage "limits manage-

mentis preogative to make sound business decisions by requiring prior

approval to incur legitimate business expenses.

Evaluation

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

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

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

event that such monitoring causes disallowances which will be interpreted

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

can be effectuated through the 'tdisputes" procedure. If reasonableness is

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

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

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

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

should be benefitted.

Recommendation

The concept is sound and should be maintained.

b. Allocability as a standard.

Industry Contention

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

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

nize that 'generally accepted accounting procedures' include a variety

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

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

rewrite, the definition is omitted and mentioned is made only to the

. - 14 -



effect that, "in ascertaining what constitutes allocable costs, any

generally accepted accounting method of determining costs that is

equitable unde·~ the circumstances may be used•.• II

Evaluation

For purpotes of this document, it is believed that definition and

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

for certain business purposes such as published statements or taxes,

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

costing purposes. Our proposal merely points out the various methods

of allocation which should be considered in distributing expenses for

contract cost purposes depending upon the circumstances. EIA seemed to

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

P"'- would have as its two main objectives} first} the enumeration of ac

ceptable methods of allocating earnings and expenses to segments of

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

and second, the establishment of acceptable accounting methods for

identifYing and reporting items of income and expenditures, and those

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

of operations. II

Throughout we have provided for the greatest latitude by such pro

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

such generally accepted accounting principles} shall be acceptable II and

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

unduly complicate the allocation where substantially the same results

are achieved through less precise methods."

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

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

tising, are not al:.ocable to Government contracts.

Recommendatio1J.

That this appt:)ach be continued.

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

Indu~try Contentio~

Uniformity ir cost treatment is considered a sound objective.
However, this uniformity which has been a basic aim of all previous
drafts of the cost pri::lciples, has been 10E't by the requiremev.t
that certain listed costs be the subject of negotiation to make them
allowable.

Specifically, NSIA states that "Uniformity of ["costJ treatment •.•

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

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

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

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

it is stated that the new test of acceptability, i.e., I1companies with

a preponderance of Government business are not subject to competitive

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

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

allowability of costs must be agreed to in advance 11 and recommends

deletion of the requirement. NAM feels that the negotiating language

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

requiring prior approval to incur legitimate business eXpenses ••. and

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

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

tiating position. Inasmuch as uniformity and equity in the allowance

- 16 -
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of costs is one of the objectives of a set of cost principles, we feel

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

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

it says IIprovision should...be made for the treatment of some items of

cost by contractual coverage where special or peculiar circumstances

justify it. 1I

Evaluation

Some of the comments apparently arose through a mistaken impression

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

unallowable. This is erroneous. Absolute uniformity of cost treatment

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

proposals relating to the tests of reasonableness and generally accepted

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

uniformity of treatment and cost result. The negotiation technique

complained about was included in the draft to cause specific consider

ation of the traditionally difficult costs which are potentially unal

lowable becuase of the high probability of unreasonableness or nonal

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

ableness of cost is one which is specifically considered and negotiated

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

failure of the 1.'hole project is tied around these difficult costs, we

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

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

agreed upon.

Recommendation

M3.intain the concept at this time.

- 17 -



d. Contractors Accounting Systems should. be controlling if in
ac~ordance with "Generally Accepted Accounting Principles".

Industry Contenti~

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

Specifically, NSIA says, "It would require drastic revisions in

existing and accepted accounting systems of contractors." AlA says that

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

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

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

reporting of operating results to stockholders, the Securities and EX-

change Commission, and others. ~I AMA states that we should recognize

"the existence and prima facie propriety of the selected contractorts

established accounting system. II (Underscoring added.)

Evaluation

Generally accepted accounting principles are broad standards f'or the

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

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

my be maintained in accordance with such principles, fulfilling the

requirements of management, the stockholders, taxing authorities, and

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

contract to the extent required for cost reimbursement or to support

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

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

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

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

may be required also. The draft recogni zes thi s fac t •

M an example of the inadequacy of' "generally accepted accounting

principles and. practices" for Government contract costing purposes, we

might cite the treatment of depreciation on fully depreciated assets.

Ordinarily such depreciation could not be charged as a cost under

generally accepted accounting principles. However, to achieve equity

in reimbursing the contractor for use of b!S~6ssets in this category

in any procurement program, we perInit a "use charge ll under certain cir

cumstances, which is the equivalent of depreciation.

Within this very flexible framework of generally accepted accounting

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

and equity of treatment of different contracWrs and to eliminate as

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

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

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

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

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

practice in the dealings of our thousands of procurement and audit

personnel with the many Defense contractors.

It is interesting to note that response of the American Institute

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

Recommendation

That this general approach be continued.
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Industry Contention

Issues in Items of Cost
(in Brief)

Evaluation and Recommendation

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

2. Ead. Debts: Although the Govern
ment aJ:ways pays its bills there
are bad debts flowing from Govern
ment business which justify al
lowability of some bad debts.

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

4. Rental Costs. Industry objects to
the limitations of costs to
"normal costs of ownership" of
(i) i nterplant rentals, and (11)
facilities under sale and lease
bacl: arrangements, contending
that the general rule ought to
be "open market" rental worth of
the property.

- 3 -

Both product and institutional type
advertising are designed to influence
the general public and should be so
allocated. Uh!le we should allow
the costs of carrying out the con
tract, vIe have found no reasonable
way of separating this very smaJ.1
item from the above and therefore
it is reconnnend.ed that this expense
be absorbed in the fee allowance.

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

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

\'1e must remove the incentive for a
contractor to increase the cost of
the Govermnent by his own action.
The limtatiOD of costs to the
"normal cost of ownership" ac
complishes this purpose. Recom
mendation: Allow only the tlnorma.l
cost of ownership" in the two
situations described.



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

6. Training and Educational. Costs.
Industry objects to (i) the limi
tation of 2 hours a weel\. for
classes during working hours,
(ii) allowance of only tuition,
etc., (but not salary and sub
sistence) at post graduate levels
and (iii) unallowability of grants.

- 4 -

Applied research has for its purpose
the development of improvement of
particular hardware. As such, it is
appropriate that the cost thereof be
borne by the product line involved
and since the cost should be absorbed
through sales of the product line,
it should not be allocated against
other research projects specifically
awarded to the contractor. Recom
~: No change.

.The entire program was developed by
the procurement, manpower and re
search interests of OASD and the
military departments as a reasonable
program under today's conditions.
Recommend: Ho change in the principle.



Issue

1. Applicability of the Cost Principles to other than cost
reimbursement type contracts.

Industry Position

The extension of cost principles to fixed price type
contracts will inevitably result in formula pricing. Industry
particularly objects to the requirement for submission of price
proposals in accordance with the cost principles. Objection is
made to use of principles in connection with terminated fixed price
type contracts and to their applicability to subcontractors and
vendors.

Government Position

We have recognized that industry objections to our previous
draft are, to some extent, well taken. By emphasizing the pricing
principles set forth in ASPR Section III, Part 8, and by treating
the applicability of the cost principles to fixed price type con
tracts in a separate section, we feel that there is less danger
of formula pricing. The requirement for submission of price
proposals in accordance with the principles has been eliminated.
We do not agree that the principles should hAve no applicability to
fixed price type contracts. We do not agree with Industry that the
cost principles be inapplicable to terminated contracts. The
principles would be used to provide general guidance in both the prime
and subcontract areas when costs are a factor in pricing.

Current Proposal

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

2. Pricing, as distinguished from costing, is emphasized.
3. The fundamental difference between retrospective and

forward pricing has been maintained.
4. The principles '!;hall be used to prOVide general guidance

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

2. Recognition of all normal and legitimate costs.

Industry Position

Industry believes that the Government should start from
the proposition tha~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 conduct of its business •

. \ . '\\
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2 :;:'ssue Cont.

Ggyernment Position

As a generality, we agree that we should accept our share
of the normal expenses of doing business. Nevertheless, the
difference between commercial business and government business
is such that certain types of expense should not be allocated to
us, no matter what the accounting s,ystem of the contractor normally
provides. Examples of such expenses are entertainment expense and
reserves for commercial bad debts.

Current Proposal

While we have suggested a more liberal treatment of certain
individual cost items, we have not adopted the Industry position
that all normal and necessary costs of doing business are appropriate
for allocation against government contracts.

Issue

3. The issue is whether the cost principles should contain rules or
guidelines for determining the "reasonableness" or lIallocabilityll of
various cost elements or whether we should accept as the criterion
lIgenerally accepted accounting practices."

IndustrY Position

Industry feels strongly and nearly uniformly that lIreasonablenessll
and "allocabilityll of costs should be governed by good accounting
practice as reflected in going accounting s,ystems and that the govern
ment should not adopt special tests or criteria which require signific8.ftt
variations in industry's accounting s,ystems. Hence, they feel that the
cost principles should not attempt to prescribe how to evaluate the
"reasonableness ll or the 'allocability" of any element of cost and, above
all, that we should not say that a cost is not allocable to us.

Government Position

"Generally accepted accounting principles" are broad standards for
the evaluation of the financial position of an enterprise and for
the measurement of income and expense over a given period of time.
Thus a s,ystem may be maintained in accordance with such principles and
fulfill the requirements of management, the stockholders, the taxing
authorities, and others, and yet not yield cost data satisfactory for
cost reimbursement or to support pricing judgments without some
adjustments. Accordingly what may be TTgood accounting practice," for
the purpose of determining the company's overall income and expense~

may be inappropriate when determining the price to be charged a
particular customer or class of customers.

Current Proposal

We have made no additional changes in the cost principles to
accommodate this Industry argument. 6"'{'''- ._~

2



Government Position

Issue

4. Advanced understandings with respect to certain specific cost
elements,98 ~ gefter~lity,

Industry Position

1"tJ (. CI'''r~ r; i,) Industry agree s to the concepti of reaching an advanced
agreement on the controversial cost questions. Hoyever,
Industry is fearful that advanced agreements will be required
in each instance and that the absence of an advanced agreement
will result in cost disallowances. Industry Iecommends deletion
of this section of the regulation. If retai6.; it should affirm
that failure to negotiate in advance does no~lead to disallowance,
that initially negotiated amounts or clauses may be reopened on
showing of necessity or changed circumstances, and it should provide

va fo~ in which contractors might negotiate these factors on an overall
basis.

~'1 rFIfTV(~:t
We think that the desirability of reaching ~avanced understandings

on certain controversial items is an important/t:8~ of the regulation
and should be retained. We have made certain changes in this section
of a clarifYing nature which are designed to accommodate the industry
objections in some degree.

Current Proposal

We propose that the cost principle be changed to clearly indicate
that lithe absence of such an advanced agreement on any element of
cost will not, in itself, serve to make that element either allowable
or unallowable." Additionally, we have segregated the items for which
advanced understandings are "normally essential" from those where
elements are "normally appropriate. f1

Issue

5. Advertising Costs.

Industry Position

While recognizing that some forms of advertising are seldom, if
ever, properly allocable to government contracts, Industry protests the
absolute exclusion of certain types of advertising costs and wants the
i'.1.ht to present its case in negotiations to show whether and to what
extent its advertising is of benefit to the Government, is reasonable
in charaoter and in amount, and is fairly allocable to government contracts.

3



Issue 5. Cont.

Government Position

We feel that it is feasible to exclude certain types of advertising
as being inappropriate for allocation against government contracts.
This is particularly true with respect to product and institutional
advertising. We have made certain relatively minor changes in this
principle to accommodate Industry's suggestions.

Current Proposal

We propose that this principle be liberalized somewhat to include
the cost of exhibits sponsored by the Government as well as advertising
for scarce materials or disposing of scrap or surplus materials.

Issue

6. Compensation for personal services.

!naustry Position

Prior to the 15 October meeting, we had changed this principle so as
to allow the inclusion of profit sharing plans as a part of total compen
sation. Industry agrees with this change.

Government Position

While no substantive issue with industry remains on this principle,
it is felt that certain additional language is desirable to recognize
that, in the determination of reasonableness of total compensation,
contracting officers, as a practical matter, can only cope with the
unreasonable or out of line situation. Since this is true, it is
felt that we should inject some flavor of this approach into the
cost principle to assist contracting officers in an extremely difficult
area of contract administration.

Current Proposal

The following is proposed as an addition to the August 21 draft of the
eompensation principle: trIn the administration of this principle, it is
recognized that not every compensation case need 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 compensation which
appear unreasonable or otherwise out of line. If

7. Research and Development.

Industry Position:

Industry spokesmen argued stren~usly and persuasively against our



Issue 7. Cont.

previous draft of this principle. Basically, Industry contended
that applied research should be grouped with basic research, and
not with development.

Government Position

Ai a 8QR8P&.i~ ~ have changed our basic position on this
principle and our redraft incorporates the industry suggestion
that applied research be grouped with basic research. We have
added the concept, however, that in some cases it is desirable
that the Government bear less than an allocable share of the
total cost of a contractor's research program.

Current Proposal

The revised research and development cost principle has
been officially approved by all partiee at interest, with one
exception. As redrafted, we expect this principle to be acceptable
to Industry.

Issue

8. Contributions and Donations.

lndustry Position

Industry objects strenuously to our proposed disallowance of
contributions and donations. Industry claims that expenditures
for contributions and donations are normal and legitimate costs
which they must incur. Industry feels that the possible problem
of excessive gifts can be solved by the establishment of certain
tests of reasonableness which are acceptable to both industry and
government.

Government Fbsition

We do not feel that all contributions and donations should be
allowable. However, we proposel an extensive change in this principle
to allow the costs of reasonable contributions to establish non-profit
charitable organizations. The Air Force representative does not concur
in this change from the 21 Aug draft. The following addition to the
21 Aug draft is proposed:

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

l~he propriety of the amount of partiCUlar contributions and the
aggregate thereof for each fiscal period must ordinarily be judged in
the light of the pattern of past contributions, partiCUlarly those
made prior to the placing of Government contracts. The amount of each

5



Issue 8 cont.

allowable contribution must be deductible for purposes
of Federal income tax, but this condition does not,
in itself, justify allowability as a contract cost. l1

Issue

9. Interest.

Industry Position.

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

Government Position

We do not feel that Industry has made a case for allowance of
interest as a cost. We feel that such allowance would provide a
preference for one method of obtaining capital requirements over other
methods, and therefore would provide an incentive for borrowing for the
performance of our contracts.

Current Proposal

While we propose that interest remain an unallowable cost, we~e

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

lid. Extent of the Contractor's Investment. The extent
of the contractor's total investment in the performance of the
contract will be taken into consideration in the fixing of the
amount of the fee of profit. lI

(]Issue

10. Training and Education.

Industry Position.

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

GoYernment Position

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

Current Proposal

No change from the 21 Aug draft.

6
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11. Plant Reconversion Cost.

Industry Position

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

Government Position

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

Current Proposal

We propose that the following provlslon be added to the principles:
"However, in special cincumstances where equity so dictates,

additional costs may be allowed to the extent mutually agreed upon./I

12. Overtime.

Industry Position

Industry's ~ecommendations here are limited to requesting a clarification
between overtime premium pay and fixed premium pay, both in ASPR Section XII
and the proposed Cost Principles.

Goyernment Position

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

Current Proposal

No change from our 21 August draft.

7



ISSUES IN ITEMS OF COST

Virtually every item of oost has been the subjeot of some

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

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

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

same oomment nor oritioise the same element. In order to reduoe

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

tent and broad critioism, the following are disoussed:

1. Advertising Costs (a)

2. Bad Debts (b)

3. Compensation for Personal Servioes (r)

4. Contributions and Donations (h)

5. Interest and other Financial Costs (q)

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

7. Plant Rehabilitation Costs (00)

8. Rental Costs

9. Researoh and Developnent (ii)

10. Training and Educational Costs (qq)



1. Advertising Costs (a)

Contention

NA1vl, NSIA, MAPI, AMA, AIA, C. of C., EIA, and CPA were critioal
of the ooverage of the draft of this item. The reoammendations
oentered upon the allowability of produot and institutional advertis
ing, subject only to allocability and reasonableness. With respeot to
product advertising one assooiation suggested that in the establish
ment of mass markets, the Government has received prioe benefits whioh
justify the proposed aotion. All oonte~d3d that INSTITUTIOliAL TYPE
ADVERTISING should be allowed since suoh advertising "informs the
public on matters of general interest, stimulates interest and the
r-ursuit of careers in scienoe and engineering, or affeots employee
relations." The Amerioan Institute of CPA's notes that it is "reason
able to allow the oost of advertising for soaroe materials, or for
seoond-hand maohinery when new maohinery is hard to obtain."

Evaluation

Industry generally seems to admit that product advertising ought not

to be allooated against Government oontracts. Institutional advertising

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

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

extremely diffioult to determine.

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

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

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

justifies allowanoe.
Reoornmendation

1. Disallow produot and institutional advertising.

2. Adjust advertising for "scaroe material or for second-hand

materials rt and for other advertising direotly related to the accomplish-

ment of the contract mission.

2. Bad Debts.

Contention

NSIA, MAP!, AMA., ATA, C. of C., and EIA proposed modifioations
of the bad debts prinoiple. Generally it is stated that the un
allowability of bad debts is too sweeping sinoe, it is asserted



·.

that there e.re many kinds of oredit losses as tt a result of handling
Go~"nment 1us iness. tt

Evaluation

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

losses in oonneotion with subcontract operations whioh might be oonsidered

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

the major souroe of bad debts relates to oustomers, and sinoe the

Government, as a oustomer, pays its debts, such expense is not allooable

to the Government.

Reoommendation

Continue to disallow all bad debts.

3. Compensation for Personal Servioes (f)

Contention

It is oontended that the proposed ooverage which disallows oom
pensation plans based upon or measured by profits of the immediate
distribution type (so-called profit-sharing plans) and stook option
teohniques of oompensation, imposes "arbitrary limitations upon
allowable personnel oompensation based on the for.m in which co~

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

Evaluation

The above is a general oomplaint. In September, 1951, when it was

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

consideration so that the projeot could move forward several oompromises

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

allowability was determined by SECDEF. Similar treatment of the oosts

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

a memorandum whioh states, in part:

tt •• it is proposed that tr.i.s set of cost prinoiples be furnished

immediately to the industrial assooiations for comment and after

full oonsideration of suoh oomments and appropriate modifioations

2
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of the prinoiples 6 that they be inoorporated in the Armed Servioes

Proourement Regulation."

In determining the issue for the purpose of seouring oomment l SECDEF

determined the matter by disallowing profit sharing.

Industry contends that both profit sharing and stook options are

appropriate forms of oompensation and argueSt

a. That immediate distribution oompensation plans based

upon or measured by profits--

1. are beooming inoreasingly more widely used as a means

of oompensating employees and offioers for servioes rendered.

2. are Iloosts" by generally aooepted aooounting prinoiples

and praotioes, as distinguished from a distribution of profits.

3. are allowable for tax purposes and in renegotiation.

4. are aooorded different treatment from bonuses (whioh

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

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

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

tenance of the Capitalistic SystemTt in 1939 by a Senate Suboommittee

whioh investigated profit sharing (bi-partisan - Senators Vandenberg

He~ngJ.

b. That Stook Options--

1. are a proper means of compensating employees for servioes

rendered.

~. are reoognized as oosts by Ttgenerally accepted a.ooounting

prinoiples and practioes."

3. are a.llowable for tax purposes.

- Recommendation

Allow immediate distribution type oompensation plans whioh may be

3
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dependent upon or measured by profits and the oost of oompensation paid

by stook options both subjeot to the negotiation requirement of

ASPR 15-204.l(b).

4. Contributions and Donations (h) See also Training and Eduoational
Costs, 1;=10

Contention

NAM, NSIA, MAPI, AUIA, AIA, C. o.r: C., EIA and CPA were oritioal
of the disallowanoe of all oontributions and donations. It is
stated that every oonoern is oalled upon to oontribute to local,
state and national oharitable and non-profit organizations and to
fail to do so would seriously impair the prestige of the oontraotor
and result in adverse publio opinion and employee disoontent. It is
stated also that such oontributions aid in the development of technioal
eduoation and soientific research and are essential for the publio
welfare. It is stated that suoh oontributions are allowable for Inoome
Tax purposes and have been allowed by the ASBCA in their findings.

Evaluation

We believe that this element of expense is an insignifioant element

and that a oase oan be made for the soundness of the policy of allowing

reasonable oontributions under the basic premises of our projeot.

Re 0 ommendation

We reoommend allowance of this element.

5. Interest and Other Finanoial Costs (q)

Contention

NAM, NSIA, PJ./JA, }'!API, C. of C., EIA oritioize the unallowability
of this item. On the other hand, the AIA seeks the allawability of
interest only when it is assessed as a result of proteoting rights
of the Government and at the Government's direotion. CPA II agrees
with the disallowanoe of interest oosts if it is made clear that
the profit allowed is to be large enough to oover interest on the
turnover of borrowed oapital in addition to a return on equity

.~oapital, thus assuring equitable treatment of oontraotors employ
\. ing different methods of financing;' -Those olaiming allowability

of interest assert that it is a normal and legitimate oost of
doing business allowable by the oourts, for tax purposes, under
renegotiation, under ASPR Seotion VIII, that the GAO would not
objeot; and finally, that the reoent DOD restriotions upon finan
cing of inventories and work in prooess neoessitates, and that the
DOD Directives require, "that oapital investment by the Contraotor
will be taken into oonsideration in determining fixed-fee or allow
able profit."

4



.'
, -.

Evaluation

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

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

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

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

in light of the capital investment by the Contraotor.

Reoonunendation

We reoommend that this concept be appropriately introduced into the

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

7800.6, as follows:

"However, the extent of the contraotor's capital investment
in the performanoe of the oontract will be taken into consideration
in the negotiation of the fee or price, as the oase may be."

6. Overtime, Extra Pay Shift and i\fulti-Shift Premiums (y)

Contention

NSIA, AMA., AIA, 1'1API, C. of C., EIA and CPA oriticize this
prinoiple stating that the dra£t perpetuates the eXist~.~g dif
ficulties whioh are presently being oorreoted. It is stated
that what is required is a sound, operable overtime and extra
pay shift policy with a prinoiple embodying the revised policy.

Evaluation

We. have found industry~s complaint justified to the extent that the

basio policy has been adjusted. The adjustments have been ooordinated

With the liSrA. Defense Advisory Council and have been oonsidered fair

and operA.'tJ.e.

Reoommenc:c:"tion

Embody the revised policy into an appropriate principle to the

following effeot:

'tNhile oontinuing the basic polioy against unnecessary overtime:

1. reduce administrative burdens on both Government and
irdus try

5



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

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

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

7. Plant Reconversion Costs (cc)

Contention

NAl\'\:, NSIA, AJJI., C. of C., EIA and NJ..PI are oritioal of the
allowability of only the oost of removing Government property and
the restoration or rehabilitation oosts oaused by suoh removal.
It is oontended that the nature of the Contraotor's business and
the use of the plant and the extent of his involvement in defense
proourement programs should be the determining faotor in the
determination of whether these oosts are allowable. The argument is
made that while the non-allawability may be oorreot with respeot to
minor plant adjllstments to undertake defense work, major or abnormal
ohanges ought to be allowed lion the basis of negotiation", partioularly
where there is knowledge that after performanoe of the Defense work
the oontraotor will resume his previous operation.

Evaluation

The proposed aotion was taken in the belief that make-rea~ expense

ought to be allooated against the ensuing produotion. Thus, the Govern-

ment ought to allow the oosts of preparing for the produotion under its

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

for the new produotion--thuB suoh expenses should not be allooated against

the Governuent oontraot. Not'idthstanding, we found it neoessary to both

remove G07ernment property from the oontraotors premises and to rehabilitate

the premises "oaused by suoh removal".

Reoommendation

Maintain the prinoiple.

8. Rental Costs (hh)
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Contention

NSIA, AIA, MAPI, C. of C., EIA, and CPA are critioal of two
provisions of the prinoiple (i) the limitation on inter-plant
rentals 'Ghat suoh should not "exceed the normal oosts of ovmer
ship" and (ii) and that in general sale and lease back situations,
subjeot to negotiated exceptions, the oosts should not exoeed
that "which would have been inourred had the contraotor retained
legal title to the facilities." It is asserted that in both
situations the tests ought to be reasonableness of the rental,
including such other tests as "in line with those oharged for
similar properties;" and "oomparable to normal rental to be paid
for like facilities in the open market." It is asserted that the
sale-and-lease back technique is an "established method of raising
oapital."

Evaluation

Both provisions are designed to maintain rentals at reasonable

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

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

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

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

transaotions of the type which justify cost adjlstments and the draft

makes provisions for specifio negotiations therefor. One Association

recognizes the problem. They say; "To judge the leasebaok rental in

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

rental by the very index which the leasebaok arrangement was designed

to repudiate. 1t Government's recognition of 'the validity of this argumen't

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

techniques is an "established method of raising capital", there is all

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

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

generally.

Reoommendation

I~intain the principle.
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9. Research and Development Costs (ii).

Contentioll.

NA.M~ NSIA, AMA. AIA, MAPI, C. of C., and EIA have critioized
this prinoiple, although conoluding, generally, that the present
draft represents the soundest draft whioh has bean yet developed.
The critioisms relate to (i) the diffioulty in breaking down all
researoh into basic and applied for the purpose of allowing the
applied on the basis of allocability to the produot line; (ii)
the non-allocability of researoh overhead to the accomplishment of
a researoh contract mission; and (iii) the AIA partioularly oon
tends that the requirement for negotiation to support reasonable
ness of the research expense represents an unwholesome control of
researoh.

Evaluation

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

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

search be allooated to the product to whioh the researoh attention is

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

questionable projeots appropriately.

When researoh is the service being purchased it seems manifestly

inappropriate that other applied researoh expense be allooated against

suoh a mission since, as indioated above, applied researoh should be

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

through sales of the produot line.

Only the AIA makes a strong case against the desirability of

negotiation of the reasonableness and allocability of researoh expense.

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

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

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

oraft industry there are no oompetitive restraints to discipline the

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

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

8
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Reoommendation

Maintain the principle.

10. Training and Eduoational Costs (qq) See also Contributions and
Donations~ #4.

Contention

NA.M~ AMA.~ AIA, MAPI, C. of C., and EIA are critioal of the ex
tent of allowability inoluded in this principle. Although the pro
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the current national policy to
stimulate soientifio and technical study and thus it is inoumbent
upon the DOD to enoourage its oontractors to minimize their efforts
in this regard, including cost support of the effort.

Evaluation

The present proposal:

<::tLr'CL/<) ......·~ntific

ees. tuition,
ion for attendance

ours a 4 celi £62 tlio

allows part-time technical, engineering
eduoation, including materials, textboo
and~ if neoessary straight time compe
of olasses during working hours for
year ~S-6&2S3) •

(ii)

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

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

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

The above policy was developed cooperatively by the procurement,

manpower and researoh interests of ASD and the military departments.

During the development every aspeot of the problem was reoonsidered and

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

oircumstances.
1$'

In conneotion with (11) industry objects to the limitation of e hetll II

~r the study during working hourso Basically~ this sort of

aotivity ought to be aocomplished outside of working hours but instanoes
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were found in whioh this was not possible.

appeared to be a reasonable solution.

In oonnection with (iii) industry objeots to the non-allowability

of salary and subsistenoe. Allocability of this expense against

Government oontracts is a tight question. As a matter of polic~therefore,

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

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

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

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

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

=/t4) •
Reoommendation

Maintain the prinoiple exoept with respeot to eduoational grants

whioh should be allowed as a oontribution or donation.
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ISSUES IN ITE~m OF COST

Virtually every item of oost has been the subjeot of some

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

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

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

same oomment nor oritioise the same element. In order to reduoe

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

tent and broad oritioism, the follcrwing are disoussed:

1. Advertising Costs (a)

2. Bad Debts (b)

3. Compensation for Personal Servioes (f)

4. Contributions and Donations (h)

5. Interest and other Financial Costs (q)

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

7. Plant Rehabilitation Costs (00)

8. Rental Costs

9. Researoh and Development (ii)

10. Training and Eduoational Costs (qq)



1. Advertising Costs (a)

Contention

NA!vi, NSIA, MAPI, AMA., AIA, C. of C., EIA, and CPA were oritioal
of the ooverage of the draft of this item. The reoommendations
centered upon the allowability of produot and institutional advertis
ing, subject only to allocability and reasonableness. With respeot to
product advertising one assooiation suggested that in the establish
ment of mass markets, the Government has reoeived prioe benefits whioh
justify the proposed aotion. All oontendJd that INSTITUTIONAL TYPE
ADVERTISING should be allowed sinoe such advertising "informs the
publio on matters of general interest, stimulates interest and the
pursuit of careers in scienoe and engineering, or affeots employee
relations." The Amerioan Institute of CPA's notes that it is "reason
able to allow the oost of advertising for soaroe materials, or for
seoond-hand maohinery when new machinery is hard to obt:ain."

Evaluation

Industry generally seems to admit that produot advertising ought not

to be allooated against Government oontraots. Institutional advertising

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

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

extremely diffioult to determine.

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

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

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

justifies allowanoe.
Reoommendation

1. Disallow produot and institutional advertising.

2. Adjust advertising for "scaroe material or for second-hand

materials lt and for other advertising direotly related to the accomplish-

ment of the oontract mission.

2. Bad Debts.

Contention

NSIA, MAPI, MiTA, AlA, C. of C., and EIA proposed modifioations
of the bad debts prinoiple. Generally it is stated that the un
allowability of bad debts is too BWeeping sinoe, it is asserted



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

Evaluation

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

losses in oonneotion with suboontract operations whioh nlight be oonsidered

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

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

Government, as a oustomer, pays its debts, suoh expense is not allooable

to the Government.

Reoommendation

Continue to disallow all bad debts.

3. Compensation for Personal Services (f)

Contention

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

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

Evaluation

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

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

consideration so that the projeot oould move forward several oompromises

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

allowability was determined by SECDEF. Similar treatment of the oosts

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

a memorandum whioh states, in part:

tI ••it is proposed that tJ.~:ls set of oost prinoiples be furnished

~ediat9ly to the industrial assooiations for oomment and after

full oonsideration of such oomments and appropriate modifioations

2



of the prinoiples~ that they be incorporated in the Armed Services

Proourement Regulation."

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

determined the matter by disallowing profit sharing.

Industry contends that both profit sharing and stook options are

appropriate forms of oompensation and argues:

a. That immediate distribution compensation plans based

upon or measured by profits--

1. are beooming inoreasingly more widely used as a means

of oompensating employees and offioers for servioes rendered.

2. are "oosts ll by generally aooepted aooounting prinoiples

and praotioes, as distinguished from a distribution of profits.

3. are allowable for tax purposes and in renegotiation.

4. are aocorded different treatment from bonuses (whioh

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

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

5. were reoognized as "essential to the ultimate ma.in-

tenance of the Capitalistio Systemll in 1939 by a Senate Suboommittee

which investigated profit sharing (bi-partisan - Senators Vandenberg

and Herring).

b. That Stook Options--

1. are a proper means of oompensating employees for servioes

rendered.

".. are reoognized as costs by "generally accepted aocounting

prinoiples and praotioes."

3. are allowable for tax purposes.

Reoommendation

Allow immediate distribution type oompensation plans whioh may be
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dependent upon or measured by profits and the cost of oompensation paid

by stock options both subjeot to the negotiation requirement of

ASPR l5-204.1(b).

4. Contributions and Donations (h) See also Training and Eduoational
Costs" '1rlO

Contention

WI" NSIA, MAPI, AIfIA" AIA, C. of 0." EIA and CrA were oritioal
of the disallowance of all oontributions and donations. It is
stated that every oonoern is oalled upon to contribute to local"
state and national charitable and non-profit organizations and to
fail to do so would seriously impair the prestige of the oontraotor
and result in adverse public opinion and employee disoontent. It is
stated also that suoh oontributions aid in the development of technioal
eduoation and scientific research and are essential for the publio
welfare. It is stated that suoh oontributions are allowable for Inoome
Tax purposes and have been allowed by the ASBCA in their findings.

Evaluation

We believe that this element of expense is an insignifioant element

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

reasonable oontributions under the basio premises of our projeot.

Reoommendation

We reoommend allowance of this element.

5. Interest and Other Financial Costs (q)

Contention

NAM, NSIA" MM, ]!API, C. of e., EIA oriticize the unallowability
of this item. On the other hand, the AIA seeks the allowability of
interest only when it is assessed as a result of proteoting rights
of the Government and at the Government I s direotion. CPA "agrees
with the disallowance of interest oosts if it is made olear that
the profit allowed is to be large enough to oover interest on the
turnover of borrowed oapital in addition to a return on equity
oapital" thus assuring eqUitable treatment of oontraotors employ-
ing different methods of finanoing. "Those olaiming allowability
of interest assert that it is a normal and legitimate cost of
doing business allowable by the oourts, for tax purposes, under
renegotiation, under ASPR Section VIII, that the GAO would not
objeot; and finally, that the reoent DOD restriotions upon finan
oing of inventories and w0rk in prooess neoessitates, and that the
DOD Direotives require, "that oapital investment by the Contraotor
will be taken into consideration in determining fixed-fee or allow
able profit."
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Evaluiltion

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

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

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

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

in light of the capital investment by the Contraotor.

Recommendation

We reoommend that this conoept be appropriately introduced into the

prinoiples. This could be done with the concept used in DOD Directive

7800~6, as follows:

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

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

Contention

NSIA, AMA., AlA., HA.PI, C. of C., EIA and CPA oritie:i.ze this
prinoiple stating that the dra£.t perpetuates the exist;.X'.g dif
ficulties whioh are presently being oorrected. It is stated
that what is required is a sound, operable overtime and extra
pay shift policy with a prinoiple emboqying the revised policy.

Evaluation..
We ha.ve found industry~!'! oomplaint justified to the extent that the

basio policy has been adjusted. The adjustments have been ooordinated

with the lISIA Defense Advisory Council and have been oonsidered fair

and operFi.1:1e.

Recommen(lp.'t;ion

Embody the revised polioy into an appropriate prinoiple to the

following effeot:

Vfr.~ile oontinuing the basic policy against unnecessary overtime:

1. reduce administrative burdens on both Government and
ir.riustry
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2. retain oontrol by the Government of overtime premium
and shift premiums at Government expense of an extended
nature

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

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

7. Plant Reoonversion Costs (00)

Contention

NAN!.. NSIA. AlA. C. of C•• EIA and lif.tAPI are oritioal of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation oosts oaused by suoh removal.
It is oontended that the nature of the Contractor's business and
the use of the plant and the extent of his involvement in defense
proourement programs should be the determining faotor in the
determination of whether these costs are allowable. The argument is
made that while the non-allawability may be oorrect with respeot to

,.-. minor plant adjustments to undertake defense work, major or abnormal
ohanges ought to be allowed "on the basis of negotiation", particularly
where there is knowledge that after performanoe of the Defense work
the oontraotor will resume his previous operation.

Evaluation

The proposed aotion was taken in the belief that make-rea~ expense

ought to be allocated against the ensuing produotion. Thus, the Govern-

ment ought to allow the oosts of preparing for the produotion under its

contraot and the oivilian produotion ought to take oare of the make-ready

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

the Government contraot. No~,ithstanding, we fou~d it neoessary to both

remove Gove~nment property from the contraotors premises and to rehabilitate

the premises "oaused by such removal".

Reoommendation

Maintain the prino:i.ple.

8. Rental Costs (hh)
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Contention

NSIA, AIA. HAPI. C. of C•• ErA. and CPA are critical of two
provisions of the principle (i) the limitation on inter-plant
rentals that such should not lIexceed the normal oosts of owner
shiplt and (i1) and that in general sale and lease back situations.
subjeot to negotiated exceptions, the costs should not exceed
that "which would have been incurred had the contraotor retained
legal title to the facilities. 1I It is asserted that in both
situations the tests ought to be reasonableness of the rental.
including such other tests as lIin line with those oharged for
similar properties." and "oomparable to normal rental to be paid
for like facilities in the open market." It is asserted that the
sale-and-lease back technique is an "established method of raising
oapital."

Evaluation

Both provisions are designed to maintain rentals at reasonable

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

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

",'_C, oosts to that which would have oocurred had the transfer not been made. At

the same time, the polioy recognizes that these are often~~

tr~§actions of the type whioh justify cost ad'jl1stments and the draft

makes provisions for speoifio negotiations therefor. One Association

recognizes the problem. They say. tlTo judge the leaseback rental in

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

rental by the very index which the leaseback arrangement was designed

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

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

techniques is an "established method of raising oapital". there is all

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

technique inasmuch as we do not allow the costs of raising capital

generally.

Reoommendation

raaintain the principle.
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9. Rese:U'ch and tleve10pment Costs (ii).

Conts1.ltion

NAM,. Nllt\, AMA, AlA, MAPI, C. of C., and EIA have oritioized
this prino.\6?le, although eonoluding, generally, that the present
draft rep~sents the soundest draft which has been yet developed.
The oriticisms relate to (i) the diffiou1ty in breaking down all
researoh ~nto basic and applied for the purpose of allowing the
applied en the basis of allocability to the produot line; (ii)
the non-f~llooabilityof research overhead to the aocomp1ishment of
a research oontract mission; and (iii) the AIA partiou1ar1y oon
tends that the requirement for negotiation to support reasonable
ness of the researoh expense represents an unwholesome oontro1 of
researoh.

Evaluation

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

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

search be allocated to the produot to whioh the research attention is

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

questionable projeots appropriately.

When researoh is the servioe being purchased it seems manifestly

inappropriate that other applied researoh expense be al100ated against

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

allooated upon a product line basis and the oosts should be absorbed

through sales of the product line.

Only the AIA makes a strong oase against the desirability of

negotiation of the reasonableness and a11ooabi1ity of research expense.

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

of 22 January 1958, and that analysis is app1ioab1e hereto. The oono1usion

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

oraft industry there are no oompetitive restraints to discipline the

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

su1ts of the research and for relating all projects to others.
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Reoommendation

Maintain the principle.

10. Training and Eduoational Costs (qq) See also Contributions and
Donations~ #4.

Contention

IDU~~ AM!, AIA~ N~PI~ C. of C., and EIA are critical of the ex
tent of allowability included in this principle. Although the pro
posed allowances are considerably more liberal than the status quo~

the industry oontends that it is the ourrent national polioy to
stimulate soientifio and technical study and thus it is inoumbent
upon the DOD to enoourage its oontractors to minimize their efforts
in this regard, inoluding oost support of the effort.

Evaluation

The present proposal:

(i)

(ii)

(iii)

(iv)

allows in-training and out-training at vocational
and non-college levels.

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

allows post-graduate tuition, fees, materials for full time
scientifio and engineering eduoation (BUT NO SALARY OR SUB
SISTENCE)~ for bona fide employees for one school year for
eaoh employee so trained.

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

The above polioy was developed oooperatively by the procurement,

manpower and researoh interests of ASD and the military departments.

During the development every aspeot of the problem was reoonsidered and

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

oiroumstances.

In conneotion with (ii) industry objeots to the limitation of 2 hours

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

aotivity ought to be acoomplished outside of working hours but instanoes
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...
were found in whioh this was not possible. Two hours per work week

appeared to be a reasonable solution.

In oonneotion with (iii) industry objeots to the non-allowability

of salary and subsistenoe. Allocability of this expense against

Government contraots is a tight question. As a matter of policy therefore,

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

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

Finally, industry objects to the non-allowance of grants in (iv).

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

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

#4) •

Reoommendation

Maintain the principle exoept with respect to educational grants

which should be allowed as a contribution or donation.

10
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ISSUES IN ITEMS OF COST

Virtually every item of cost has been the subject of some criticism or
comment by some of the respondees. M:l.n;y of these appear solvable by editing
some of the points into the document. As might be e:lq)ected, a.ll of the
Associations did not ~:e the same comment nor criticize the same element.
In order to reduce the problem to the costs which were subjected to the most
consistent and broad criticism, the following are discussed~

l. Advertising Costs (a)

2. Bad Debts (b)

3. Plant Rehabilitation Costs (cc)

4. Rental Costs

5. Research and Development (ii)

6. Training and Educational Costs (qq)

1. Advertising Costs (a)

Contention

HAM, NSIA, MAPI, .AMA, AIA, C. of C., EIA, and CPA were critical of
the coverage of the dra.:f't of thi s item. The recommendations centered
upon the allowability of product and institutional advertising, subject
only to allocability and reasonableness. With respect to product
advertising one association suggested that in the establishment of mass
markets, the Government has received price benefits which justify the
proposed action. All contended that INSTITUTIONAL TYPE ADVERTISIOO
should be aJ.lowed since such advertising rrinforms the public on
matters of general interest, stimulates interest and the pursuit of
careers in science and engineering, or a.t'fects employee relations. II

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

Evaluation

Industry generally seems to adJDi. t that product advertising ought not

to be allocated against Government contracts. Institutional advertising

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

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

extremely difficult to determine.



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

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

out the contract, establish the Idnd of a. relationship which justifies e.llow-

ance, it is so minor in nature and so difficult to isolate as to indica.te the

desirability that this aspect be absorbed in the fee eJ.lowance.

Recommendation

~sallow product and institutional advertising.

2. Bad Debts.

Contention

NSIA, MAPI, AMA, AlA, C. of C., a.nd EIA proposed. modifications
of the bad debts principle. Generally, it is 8tated that the un
allowability of bad debts is too sweeping since, it is asserted
that there are many kinds of credit losses as "a result of handling
Government business."

Evaluation

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

losses in connection with subcontract operations which might be considered

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

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

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

Recommendation

Continue to di sallow all bad debts.

3. Plant Reconversion Costs (cc)

Contention

IW1, NSIA, AIA, C. of' C., EIA and MAPI are critical of' the
allowabill ty of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contractor r s business and
the use of' the plant and the extent of' his involvement in defense
procurement programs should be the determining factor in the
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determination of whether these costs are allowable. The argument is
made that while the non-allowability my be correct with respect to
minor plant adjustments to undertake defense werl;., me.jor or abnormal.
changes ought to be allowed "on the basis of negotiation", particularly
where there is knowledge that after performance of the Defense work
the contractor will resume his previous operation.

Evaluation

The proposed action was taken in the belief that make-ready expense

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

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

and the civilian production ought to take care of the mal:e-ready for the

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

Government contract. Hotwithstanding, we found it necessary to both

remove Government property from the contractors premi.ses and to rehabilitate

the premises "caused by such rem.oval ll
•

Recommendation

Maintain the principle.

4. Rental Coats (hh)

Contention

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

Evaluation

Both provisions are designed to maintain rentals at rea.sonable levels

and remove an initiative of a contractor by his own action to increa.se
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Govermnental costs. The technique utili zed is simply to lim!t the costs

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

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

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

specific negotiations therefor. One Association recognizes the problem.

They say; "To judge the leaseback rental in terms of the lessor's costs bad

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

bacl~ arrangement we,s d.e signed to repudiate." Government's recogniticn of the

validity of this argument was the very reason ror adoption of the policy.

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

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

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

r81lsing capital generally.

RecoIllJIlendation

Maintain the principle.

5. Research and Development Costs (it)

Contention

HAM, NSIA, AJ/JA, AIA, HAPI, C. of C., and EIA have critici zed
this principle, aJ..though concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research into basic and applied for the purpose of allowing the
applied on the basis of aJ..locability to the product line; (ii)
the non-allocability or research overhe~vl to the accomplishment of
a research contract mission; and (iii) t;·,.~ AIA particularly con
tends that the requirement for negotiat~...'" to support reasonable
ness of the research expense represents''':. unwholesome control of
research.

Evaluation

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

research into basic and applied. However it is sound that applied re-
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search be aJ.located to the product to which the research attention is being

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

projects appropriately.

i'Jhen research is the service being purchased it seems manifestly inap-

propriate that other applied research expense be allocated against such a

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

sales of the product line.

Only the AlA makes a strong case against the desirability of negotiation

of the reasonableness and allocability of research expense. This problem

'WaS recently analyzed f'ully as a part of the AIA presentation of 22 January

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

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

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

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

and for relating all projects to others.

Recommendation

~·~ntain the principle.

6. Training and. Educational Costs (qq).

Contention

NAM, AMA, AIA, MAPI.. C. of C., and EIA are critical of the ex
tent of allowability included in this principle. Although the pro
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the current national policy to
stimulate scientific and technical study and thus it is incumbent
upon the DOD to encourage its contractors to minimize their efforts
in this regard, includ1:cg cost support of the effort.

EvaJ.uation

The present proposaJ.:

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

(iii)

(iv)

eJ.lows part time technical, engineering and scientific
education, including materiaJ.s, textbooks, fees, tuition
and, if necessary straight time cOJl!Pensation for attendance
of classes during worldng hours for 156 hours per year.

allows post-graduate tuition, fees, materials for f'ulltime
scientific and engineering education (Bur NO SALARY OR SUB
SISTEHCE), for bona. fide employees for one school year for
each eJ1!Ployee so trained.

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

The above policy was developed cooperatively by the procurement I manpower

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

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

being a reasonable treatment under today's circumstances.

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

year for the study during working hours. BasicallyI thi s sort of activity

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

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

In connection with (iii) industry objects to the non-aJ.lo'Wabillty of

saJ.a;ry and subsistence. Allocabili ty of thi s expense against Government

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

sought a reasonable solution and one 1n which a discipline to reasonableness

would be provided. Shari1;g of the expenses provides this incentive.

FinaJ.ly, industry objects to the non-allowance of grants in (iv).

These were disaJ..lowed on the basis that grants are in fact donations and

should be allowed only if contributions generally are allowable.

Recommendation

Maintain the principle except with respect to educational grants 'Which

should be allowed as a contribution or donation.

- 6 -



Draft
10 September 1957

SECTION x:v

CONTRACT COST PRINCIPLES

15-000 Soope of Sectio~Q This Section contains general cost principles

and standards in connoction with (i) the determination of historical costs;

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

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

the negotiation and administration of Government contracts and subcontracts

thereunder.

Part 1 - Applicability

15-100 Scope of Part. This Part presoribes the circumstances under which

the cost principles and standards set forth in the several succeeding Parts

of this Seotion shall be used in contracting and subcontracting and the nature

of that use.

15-101 Applicability of Part 20 (a) General. In all contracts described

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

(i) be incorporated by reference so as to provide the contractual

basis for ascertaining --

(A) reimbursable costs under cost-reilnbursement type contracts

and the cost-reimbursement portion of time and materials

contraots, 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 terminated for the

convenienoe of the Government or a terminated cost-

reimbursement type contract;
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(ii) serve as the basis for --

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

analyses by contraotors and prospective oontractors in

support of prioing, reprioing, negotiated overhead

rates, requests for progress pa~nnents, and termination

settlement proposals;

(B) the evaluation of cost information by contracting

officers in the negotiation and administration of

contracts, whenever such information beoomes a faotor

in pricing, reprioing, establishing overhead rates,

disposing of requests for progress payments, or settle-

ment of termination claims by agreement;

(c) the resolution of questions of acoeptability of

speoific items of cost in retrospeotive prioing;

(D) audit reports prepared by audit agencies in their

advisory oapacity of providing accounting information; and

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

of speoific items of costs in forward pricing when such costs

have become an issue.

(b) Use in Retrospective Pricing and Settlement~. In negotiating firm

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

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

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

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

2
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under a oontraot terminated for the oonvenience of the Government)~ the treat-

ment of costs is a major factor in arriving at the amount of the price or settle-

mento Acoordingly~ ASPR~ Section XV, Part 2, shall serve as the basis for

the development and evaluation of cost data, and in any event for the resolu-

tion of questions of acceptability of costs in retrospeotive pricingo However,

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

total of aoceptable oos ts, since the final prioe accepted by e aoh party does not

necessarily reflect agreement on the evaluation of eaoh element of cost, but

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

(c) Use in Forward Pricingo To the extent that costs are a faotor in

forward pricing, ASPR, Section XV, Part 2, shall apply to the development and

evaluation of cost datao The extent to which costs influence forward pricing

varies greatly from oase to caseo In negotiations covering future work, actual

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

cumstanoes. The oontracting offioer must consider all the faotors affecting the

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

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

pricing, and the contractor 1 s reoord for efficiency, economy and ingenuity, as

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

which equitably distributes the risks between the contractor and the Government

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

a price, it is not possible to identify the treatment of specific cost elements

since the bargaining is on a total price basis. Thus, vrl~ile Part 2 will be used

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

work to be performed in the future (e.g., negotiation of a firm fixed-price

3
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contract an intermediate price revision covering, in whole or important part,

work which is yet to be performed, or a target price under an inoentive contraot.)

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

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

(d) "Allovrablelt and ItUnallowablell in Conneotion with Fixed-Prioe Type

Contracts<l As used in ASPR, Seotion X:V, Part 2, the words "allowable," "unal-

lowable," and the like, shall, in conneotion with any fixed-price type contraot,

mean "aoceptable, It "unaooeptable," and the like.

Part 2 - Prinoiples and Standards Applicable
to Supply, Servioe, and Researoh and
Development Contracts with Commeroial
Organizations

15-200 Scope of Parto This Part contains, for use in aocordanoe with the

provisions of ASPR 15-101, general principles and standards for the evalua~ion

and determination of costs in co~~eotion with supply, service, and research and

development contracts, other than (i) such contracts with educational or other

nonprofit institutions, (ii) construction contracts and contracts for architeot-

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

clauses in supply or servioe contracts prOViding for the furnishing of faoilities.

15-201 Basic Considerations.

15-201.1 Composition of Total Cost. The total cost of a oontract is the

sum of the allowable direct and indirect costs allocable to the cOfitraot, in-

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

constitutes oosts, any generally acoepted method of determining or estimating

costs that is equitable under the circunstances may be used, including standa.rd

costs properly adjusted for applicable varianoes.

4
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15-201.2 Faotors Affecting Allowability of Costs. Faotors to be oonsidered

in determining the all~ability of individual items of cost inolude (i) reason-

ableness. (ii) allooability, (iii) application of those generally aooepted

accounting principles and praotioes appropriate to the particular ciroumstanoes.

(iv) significant deviations fronl the established practioes of the oontractor

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

exclusions set forth in this Part 2, or otherwise included in the contract as to

types or amounts of cost items.

15-201 e3 Definition of Reasonableness. A cost is reasonable if, in its

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

narily prudent person in the conduct of oompetitive business. The question of

the reasonableness of specific costs must be sorutinized with particular oare in--
,onnection with companies or separate divisions thereof which are not subjeot to

oompetitive restraints because the preponderance of their business is with the

Government or beoause of any other reason.ilhat is reasonable depends upon a

variety of considerations and oiroumstances involving both the nature and amount

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

oonsideration shall be given to:

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

and neoessary for the oonduot of the contractorts business and

the performance of the contraot;

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

generally aooepted sound business praotices, arm's length bar-

gaining, Federal and state laws and regulations. and contraot

terms and speoifioations; and

5
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(iii) the action that a prudent business man would take in the cir-

cumstances, considering his responsibilities to the owners of

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

the public at 1m-geo

15-201.4 Definition of Allocabilityo A cost is allocable if it is assign-

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

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

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

allocable to a Government contract if it:

(i) is incurred speoifioally for the contract;

(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 reoeived; or

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

although a direct relationship to any particular cost objeotive

cannot be shovnlo

15-201.5 Credits o The applicable portion of any actual or anticipated

income, rebate, allowanoe, and other credit relating to any allowable cost, re~

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

either as a cost reduotion or by cash refund, as appropri~te.

15-202 Direct Costs.

(a) A direct cost is any cost inourred 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 incorporation in the end product as material or labor.

Costs incurred or to be inourred solely for the benefit of the contract are direct

6
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costs of the contract and are to be charged di. rectly thereto. Costs incurred

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

work and are not to be charged to the contract directly or indirectly"

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

amount regardless of the established acco\h~ting practices of the contractor

Ul11ess the contractor demonstrates that the application of his current practice

achieves substantially the same results.. Direct cost items of minor amount may

be distributed as indirect costs as provided in ~nmil~.203'~

15-203 ~ndirect Costs

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

of more than one cost objective", r1inor direct cost items may be considered to be

indirect costs for reasons 0 f practicality. After direct costs have been d eter-

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

costs are those remaining to be allocated to the several classes of VTorkf>

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

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

trlbuted to the cost objectives" Each grouping shou.'Id. be determined 80 as to

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

several cost objectiveso Commonly, manufacturi.ng overhead, selling expenses, and

general and administrative expenses are sepCllI'ately grouped~ Similarly, the par-

ticular case may require subdivisions of these groupings; eog., buiJding occupaI}oo.

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

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

be governed~by. praoltical consideratiQ~ £rid- should- be such as not 't~ \mdiily c6m.

pliaate the allde~tibn where Substantially the sa~e results are achieved through

J..ess precise methods~

---7
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(c) Each cost grouping shall be distributed to the appropriate cost objee-

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

cost objectives to which the grouping is to be allocateda The base shouJd 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 selecii on is not to

be applied so rigidlyas to unduly complicate the allocation where substantially

the sane results are achieved through less precise methods.>

Cd) The method of allocation of indirect costs must be based on the ~ap.

ticular circumstm ces involved. The method shall be in accord with those gen-

erally acceptedaccountL~gprinciples which are applicable in the circumstances.

The contractor's established practices~ if in accord with such generally accepted

accounting principles, shall be acceptable. However, the methods used by the

contractor may require reexamination when:

(i) any substantial di. fference occurs betwe€Il the cost patterns

of work under the contract and other work of the contr~ctor; or

(ii)any significant change occurs in the nature of Lthe business,>

the extent of suboo ntracting, fixed asset improvement programs"

the inventories, the volume of sales and production, manufacturing

processes, the contractorts products, or other relevant

circumste.n ces.

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

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

:i.n that period. The base period or periods shall be so selected as to represent

the period of contract perfonnance and shall be suffi.ciently long to avoid

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

8
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lIhen the contract is performed over an extended period of time, as many

such base period31vill be used as will be required to represent the period

of contract performance.

15-204 Application of Principles and Standards.

15-204.1 General.

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

a11m-Jed except to the extent that they are reasonable (see ASPR 15-201.3),

allocable (see ASPR 15-201.4), and determined to be allowable in view of the

other factors set forth in ASPR 15-201.2 ~

(b) The extent of allowability of the selected items of cost covered

in ASPR 15-204.2 has been stated to apply broadly to marw accounting systems

in varying contract situations. Thus, as to any given contract, the reasofl.able-

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

particularly in the case of contractors whose business is predominantly or

substantially with the Government. In order to avoid controversy and

possible subsequent disallowance based on unreasonableness or non-allocabil-

ity, tl1e extent of allowability of such costs should be specifically dis-

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

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

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

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

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

and should govern the cost determinations covered thereby throughout the

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

9
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(ii) fooel ~ncl durr:lit,or:.r serv:icc: furnishec1 I'lithout C0St to

emploY30s or L'lv(Jlving; si:nificnnt 10SSGS (l\SPR 15-204.2(n»;

(iii) deferrecl naintontmce costs (i\.SI'R 15-20b.2 (t)(l)(ii»;

(iv) pre-contrDct costs (S,~R 15-204.2(c1r1);

(v) rl;s~crch :,ncl c1evul()~J<3nt Cr)sts (."~Sl!R 15-204.2(ii)(6»);

(vi) rOytJlti,:;s (110m 15-204.2 (jj»);

(vii) soll inc :' nd distr lbut ion costs (.tIS"lt 15-204.2 C(k) (2) ) ;".nd

(viii) trovel c.Jsts, os relQto(~ to speciel 01' ,,1o'1ss pcrs1mncl f;1uVG-

ffil:nt (MLR 15-20!~.2 (ss )(5» •

(c) Selected items uf cost arc c,111sic'ured in Ao,'(t 15-20h.2. Hmrever,

15-204.2 dues nut cover every element jf cost cnd evcr:.r situ2tion thDt

rni[iht :,rise in .::' porticubr C"SG. Foilure to tre3t ~UIY itert of cost in

!lSFR 15-204.2 is not intended to ir.J.ply trlct it is eitl18r nllu\1;"l)le or umlloH-

<l ~)le. 'I'ith r;:;spe ct to <? 11 i toms, Hheth8r or not spocifically covored, deter-

nimtion of ~llovTC'bility shall be bosec' on the principles o3nc1 sto"\nderds set

forth in this PQrt 2nc1, llhero <,ppropri1"te, the tre['tncmt of sinH"r (Jr rebted

selecter.' it:;1US.

15-204.2 Selected Costs.

(0) f~c1vertisinr: Costs.

(1) Advertisin~ costs incluc1e tIL cost of c.dvertisine: f:1ediC1. ['nd

coroll::-ry administrotive costs. AC,vGrt.sing medie incluc1e m2f,Clzines, netJS-

p?pers, r[1(1io Dnd television procr2;.S, direct l1wil, trnoe [J<?pers, outdoor

o3dvcrtisinc, d",~ler cC'rds 2nd HincJou displays, cunventLll1s, 0xhibits, free

Goods anel samples, Pnd sales literE'j,ure. 'I'h", folloHlhng :Jdvertisil1E costs 2.re

?llo1-1C'ble:
10
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(i) advertising in trade and tech.~ical journals, provided

such advertising does not offer specific products or

services for sale but is placed in journals which are

valuable for the dissemination of technical information

within the contractor's industry; and

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

cC!lsidered il'l conjunction wi'i:h all other recruiting costs.

(2) All other advertising costs are unallowable.

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

estimated) arising from uncollectible custo~ers' accounts and other claims,

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

(c) 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's bids or proposals. Bidding costs of the current

accounting period of both successful and unsuccessful bids and proposals

normally shall be treated as indirect costs and allocated currently to all

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

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

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

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

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

equitable.

(d) Bonding Costs.

(1) Bonding costs arise when the Governmant requires assurance

against financial 10s6 to itself or others by reason of the act or default of

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

similar assurance. Included are such

11
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bonds as bid, performance, paJ~ent, advance payment, infringement, and fidelity

bonds.

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

are allowable.

(3) Costs of bonding required by the contractor in the 6eneral con-

duct of his business are allowable to the extent that such bonding is in

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

under the circlli~stances.

(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 civil defense measures (including costs in excess of normal

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

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

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

to suggestions or requirements of civil defense authoriti~s are allowable when

allocated to all work of the contractor.

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

depreciation in accordance with (i) below.

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

(h) belm".

(f) Compensation for Personal Services.

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

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

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

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

12
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directors' and executive committee members' fees, bonuses, incentive awards,

employee stock options, fringe benefits, and contributions to pension, aru1uity,

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

in this p~ragraph (f), such cost,s arc allowable to the extent that the total

compensation of individual employeos is ruasonablc for the services rundered.

b. Compensation is ruasomble to thIJ Gxtont tlJat tho total amount

paid or accrued, is comm~nsuratu with compensation paid under thu contractor's

establishod policy and conforms gunerally to componsation paid by other con-

tr2ctors of tho samo size, in tho sarno industry, or in tho same geographic arIJa,

for simil~r services. Compc:nsation will bo p2rticu12rly scrutinized tu deturmino

whothor the compcnsution is roasonable in nmount nnd is for actual pursoml

servicos, rather than 2. distribution,f profits, when pc.id (i) to owners of

closc1Y'mld corpori"tions, (ii) to partners and selle proprietors, (iii) to

mombers of tho immodioto f3milios of persons within (i) and (ii), Clbuvc, (Ir (iv)

to porsllns who Clro committed to acquire n subst[1ntinl fimnciC11 intorest in tho

contr2ctor's ont8rpriso. In addition, comp8ns8tion oxp()nsus must bo p."rticu13rly

scrutinized in light ;)f tho presenco or Clbsunce of tho restraints occurring in

thu c,:'nduct uf cumpetitivc businuss.

c. Cumpunsntion for services rcmderud pC1id to pnrtnurs DncL sulu

proprietors in liou of SQLlry will bu 211oWL:c1 tll the 8xtunt thnt it is rODs on-

ab10 ~mc:_ duos nut constitute,'} distribution uf profits.

d. In addit ion to the gonora 1 ruquirum,.mts sot forth in ~ thruugh .£

ab8vc, cortain forms of cumpcns~ti(Jn nr...: subj0ct tJ furthur requir...:monts ::1S

spucifiL:d in (2) through (11) buluw.

13
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(2) SalariGs and Wages. Salaries anel wag'Js for current services

include gross compensation pa ic1 to employees in the form of cash, pr~)(]ucts, or

services, ,me', are allowable subject to the qualifications of (y) below.

(3) Cash Bonuses and Awards. Cash bonuses, suggestiun 3wards, and

safety awards, based on production, cost reduction, or efficient ma~1gument ur

performance, ar0 allGWable to the 8xtent paid or accrued pursuant to an

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

before tho services wore rondered, or pursuant to an established plan followed

by the c~;ntractor s~} consistently as to imply, in effoct, 3n ogruenlont to make

such p<>yment.

Od Bonuses ar.rJ Incontivu Compunsntion POll1, in Stock. Costs of

bonusos ane' incentiv<.; compcnsction p2.id in the stock of tho cuntri:lCtur or of an

affiliate ar~ allowable tu the extent set furth in (3) ?hOV0 (inclu~ing the

incorporation of tho principlus of paragraph (1) below for oefvrrud bonuses

anel incentivo compensation), SUbject to th0 following ac1ditioml r8quirements:

(i) valmtion plClced un tho stock sh911 bo tho fair I11Clrket

value, cl ct0rr:linc(1, upon tho must objective b2sis ClvClilablc;

<:Ind

(ii) 2ccruols fur the; cost uf stock prior t l.' the issu<:lnc8 of such

stJck to tho omployeGs shClll be subject to adjustmont

accurding to tho pussibHitL3s that th0 emploY0Gs 'dill nut

raceivo such stock onel thvir inter-.;st in tho accru31s will

be forfc,ited.

Such costs otherwise allowable aru subj~ct toodjustmunt according to the

principles sat forth in (7)£,. below. (But sou ASPR 15-204.1 (b).).

(5) Stock Options. The cost of uptions to employ0os to purchas0

stocl5; of thG cuntractor or of an pffili[!to arc un-,llo'l'-J8blG.

(6) Profit Sharing Plans. 'For purpoSGs uf thGse principl.:,s, prJfit
•
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sh~ring pl"ns arl) divided int~. t{l~' types, n2moly, iITh~1()diote payment pbns and

cleforrod d istributicn plans. Imm8c1iDtc p2~nnont plons inclu(lo those which pr,wic1e

for payment (of thu prufits bdng (1 istributtJc~) to thu individual officers C\ nd

employoes shortly after c1et\.Jrmimtion of the; amount due to each rathor than after

a 13pse of C\ statocl purioc'. of yoars ~Ir upon the rotirument, c1e3th or disability

of the inc1ividucl officers anc umploJ~cs. Deferred distribution plans inclucle

thoslJ vrhich prOVide fur paymunt (of th<J profits beinl; (1 istributecl) into 2 scpc:rate

b3nk 2ccount or fund usually undcir tho control of a trust,-,,-,, fur disburSlJmont to

the inc1ivichml officors Clnd employees Clftur (1 St2t0C1 p"riocl of yuars or upon th8ir

rt:ltirumunt, c1o!Jth or disability. Profit shoring plon C(iSts unc1.ur plclDs of the

immoc1iate distribution typo ['ro:.; un211owpblc. Profit sharinG plan costs under

plClns prOViding for deferred distributbns ."ill b0 alL)woble, subjo et to the pro-

sions of paragraph (7) below, only in tho so cnsos 2nd to tho extunt tho distri-

butions of bonefits are to bo E1:Jclo upen or <' ftcr rotiremGnt, disability or death

of the coverec1. officers ;:>nc~ CmplO:lBOS.

(7) Doferroc Componsation. a. As USCQ heroin, deferred compensation in-

cludes 011 romun0r2tion, in Vlh",tevcr furm, for services currently rencored, for

Vlhich tho omployoo is not paid until after tho lapse clf a st~ ted perio' of years or

tho occurronce of other evonts as provided in tho pl~ns, except that it dous not in-

clude norm21 end of accounting L-xlriod ClccrUDls. It inclu(~os (i) cuntributions to

pansion, annuity, stock bonus, ~nc1 profit sh2ring plans, (ii) contributions to dis-

ability, withdr2Vlal, insurance, survivorship) 2nd similar bunefit plans, and (iii)

other ceforr8d compensation, whether paid in cash or in stock.

b. Duferred compensation, including profit sharing plan costs
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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 established plan

followed by the contraotor so consistently as to imply, in effect, an agreement

to make such payments; and (iv) for a plan which is subject to the Bureau of

Internal Revenue, it falls vdthin the oriteria and standards of the Internal

Rev0nue Code and the regulations of the Bureau of Internal Revenue~ (But see

ASPR l5-204.l(b).)

Co In determining the cost of deferred oompensation a.llowable

under the contract, appropriate adjustments shall be made for oredits or gains

arising out of both normal and abnormal employee turnover, or any other oontin-

genoies that oan result in a forfeiture by employees of such deferred compen-

sation. Adjustments shall be n;ade only for forfeitures whioh directly or in-

directly inure to the benefit of the contractor; forfeitures which inure to the

benefit of other employees oovered 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

oontractor's experience and on foreseeable prospects, and shall be reflected

in the amount of cost currently allowable. Such adjustments will be unnecessary

to the extent that the contractor oan demonstrate that its oontributions take

into aocount normal forfeitures. Adjustments for possible future abnormal for-

feitures shall be effected aocording to the follovnng rules:

(i) abnormal forfeitures that are foreseeable and which oan

be currently evaluated with reason~ble accuraoy, by

actuarial or other sound computation, shall be reflected

by an adjustment of current costs otherwise allowable; and

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

the subject of agreement between the Government and the
16
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contractor oither 3S to 3n equitable adjustmont or G

method of determining such adjustment.

d. In dot8rmining whethor dof0rred compensation is for services

renderod during the contr~ct period or is for future services, consideration

shall be given to conditions imposed upon eventual payment, such [IS, roquiroml.mts

of continuud enploymont, consultatiDn aftLJr rutiroment, dnd covenants not to com-

petc. Simil<:lr consideration should bo given to ,the cost of past servico credits

of pension and annuity plans.

(8) Fringe Benefits. SOv (0).

(9) Overtime, Extrn-Pa.v Shift Dnd Nulti..,Shift Premiums. Se<J (y).

(10) Training C1nd .b:ducntion Expensos. Soc (qq).

(11) Insur~ncQ and Indomnification. Soo (p).

(g) Contingencies.

(1) A cuntine;oncy is a possible futuro event ur condition rlrising

from presently known or unknown caus<JS, the outcome of lvhich is indotormil12.ble

at a present timo.

(2) In historical custing, i.e., costing CIS rolatod to P2St ov,mts or

exp0rionco, contingencies arc not nllowablo.

(3) In connection with cstiIlEtus llf future.: costs, cuntingoncios fall

into two c2tLJgorios:

(i) those which may arise from prt;sontly known 2nd 0xisting

conditions, the:; effects Df which dra for8scu;}ble within

roasonablo limits of accuracy; o.g., 2nticip2tud costs of

rejects and defoctive work; in such situDtions whore they

exist, contingonci~s of this c2togory are to bu included in

tho csti.rrk:\tes uf future cost so as to provido th0 b<Jst

QStim2tO of pGrfor~"nce costs, and

17
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(ii) those whioh may arise from presently known or unknown

conditions, the effect of whioh cannot be measured so

precisely as to provide equitable results to the oon-

traotor and to the Government; eog., results of pending

litigation, and other general business risks. Contin-

genoies of this oategory are to be excluded from oost

estimates under the several items of oost, but should

be disclosed separately, including the basis upon which

the contingency is computed in order to faoilitate the

negotiation of appropriate contraotual coverage (see, for

example, (p), (t), and (mm) below)o

(h) Contributions and DonationsG Contributions and donations are

Uhallowable.

(i) DepreciationD

(1) Depreoiation is a oharge to ourrent operations whioh distributes

the oost of a tangible oapital asset, less estimated residual value, over the

estimated useful life of the asset in a systematio and logioal mannero It does

not involve a prooess of valuation. Useful life has reference to the prospective

period of economic usefulness in the partioular contractorts operations as dis-

tinguished from physioal life.

(2) Normal depreoiation on a oontraotor's plant, equipment, and other

capital faoilities is an allowable element of contract cost; provided that the

amount thereof is computed~

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

Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1954); or
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(ii) in the case of nonprofit or tax-exempt organizations, upon

a property cost basis which could have been used by the

contraotor for Federal income tax purposes, had such

organizations been subject to the payment of income tax;

and in either case

(iii) by the consistent application to the assets concerned of

any generally accepted aocounting method, and subject to

the limitations of the Internal Revenue Code of 1954,

including --

(A) the straight line method;

(B) the deolining balanoe method, using a rate not

exceeding twioe the rate which would have been

used had the annual allowance been computed under

the method described in (A) above;

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

(D) any other consistent method productive of an annual

allowanoe which, when added to all allowances for

the period commencing with the use of the property

and including the current year, does not, during the

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

exceed the total of such allowances which would have

been used had suoh allowanoes been computed under tr..e

method described in (B) above~

(3) Depreoiation should usually be allooated to the contract and

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

accounting period may, consistent with the basic objectives set forth in (1)

above, vary with volume of production or use of multi-shift operations.
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(4) In the case of emergency facilities covered by oertificates of

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

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

"true depreciation" after a determination of "true depreciation" has been made

by an Emergency F<:tcilities Depreob.tion Boa.rdo The method elected must be

followed consistently throughout the life of the emergenoy facilitYe v~bere

an election is rr~de to use normal depreoiation, the amount thereof for both the

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

with (2) above. Where an election is made to use "true depreciation," the

amount allowable as depreciation:

(i) with respeot to the emergency period (5 years), shall be

computed in accordance with the determination of the

Emergency Facilities Depreciation Board; and

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

distributing the remaining undepreciated portion of the cost

of the emergency facility over the balance of its useful life

(but see (5) below); provide~ the remaining undepreciated

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

reoovered If true depreciationo"

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

except on such facilities as are reasonably necessary for ourrent and immedi-

atoly prospective production.

(6) No depreciation, rental, or use oharge shall be allowed on the

contractor!s assets which have been fully depreciated when a substantial portion

of suoh depreciation was on a basis that represented, in effeot, a reoovery

thereof as a oharge against Government contracts or subcontracts. Otherwise, a

--------------_.. _...- ..
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mutually agreed upon use charge may be allowed. (But see ASPR 15-204ol(b).)

In determining this charge~ consideration should be given to cost, total esti-

mated useful life at time of negotiation~ and effect of any increased maintenRnce

charges or decreased efficienoy due to age.

(j) Employee Morale~ Health, and \felfare Costs and Credits. Reasonable

oosts of health and welfare activities, such as house publications, health or

first-aid clinics, reoreational aotivities~ and employee oounseling aervioesD

incurred~ in aocordance with the contractor's established practice or oustom in

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

employee relations, employee morale~ and employee performance, are allowable.

Such costs shall be equitably allocated to
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all work of the contractor. Income generated from any of these activities shall

be oredited to the costs thereof unless suoh income has been irrevocably set over

to employee welfare organizations.

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

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

tation. and gratuities, are unallmvable (but see (j) and (pp)).

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

idle and excess contractor-owned faoilities. exoept those reasonably neoessary

for current and immediately prospective production purposes, are unallowable.

The costs of exoess plant oapacity reserved for defense mobilization produotion

shall be the subject of a separate contract.

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

)f the contractor to oomply with, Federal, State, and local laws and regulations

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

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

officero

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

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

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

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

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

allocated to all activities served. !:~here it is the policy of the oontractor to

operate such services without cost to the employee, reasonable costs of such

operations are allowable if they are allocated to all activities served. (But

---, sea ASPR 15-204 0 1(b).) Profits (except profits irrevocably set over to an em-

ployee welfare organization of the oontractor in amounts reasonably useful for
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the benefit of the employees at the site or sites of oontraot performanoe)

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

by the oontractor or by a concessionaire. shall be treated as a oredit, and

allooated to all activities servedo

(0) Fringe Benefits o Fringe benefits are allowances and servioes pro-

vided by the contractcr to its employees as oompensation in addition to regular

wages and salarieso Cos-i.;s of fringe benefits. such as pay forvaea.tiooo.,-hOl1..

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

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

agreement, or an established policy of the contractor.

(p) Insurance and Indemnificatione

(1) Insurance inoludes (i) insurance whioh the oontractor is required

to oarry, or whioh is approved, under the terms of the oontract, and (ii) any

other insurance whioh the oontractor maintains in oonnection with the general

oonduct of his business.

~e Costs of insurance required or approved, and maintained. pur-

suant to the contract, are allowable.

b. Costs of other insurance maintained by the contractor in con-

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

following limitations:

(i) types and extent of ooverage shall be in aocordance

with sound business practice and the rates and premiums

shall be reasonable under the circumstanoes;

(ii) costs allowed for business interruption or other

insuranoe shall be limited to exclude coverage of

profit, interest, and any other items of cost un-

allowable under this Part;
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(iii) oosts of insurance or of any contributions to any reserve

covering the risk of loss of or damage to Government-owned

property are allowable only to the extent that the Government

shall have required or approved such oosts;

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

program are allowable to the extent that the types of

ooverage, extent of ooverage, and the rates and premiums

would have been allowed had insurance been purohased to oover

the risks; and

(v) oosts of insuranoe on the lives of offioers, partners, or

proprietors are allowable to the extent that the insuranoe

represents additional oompensation (see (f) above).

~. Aotual losses whioh oould have been oovered by permissible

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

able unless expressly provided for in the oontraot, except;

(i) costs inourred beoause of losses not oovered under nominal

deductible insuranoe ooverage provided in keeping with

sound business praotioe, are allowable; and

(ii) minor losses not covered by insuranoe, such as spoilage,

breakage and disappearanoe of small hand tools, which occur

in the ordinary course of doing business, are allowableo

(2) Indemnification inoludes securing the oontraotor against liabili-

ties to third persons and other losses, not oompensated by insuranoe or otherwise.

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

,.~ pressly provided for in the oontract, exoept as provided in (l)~ above.

(q) Interest and Other Finanoial Costs. Interest (however represented),

bond disoounts, oosts of finanoing and refinancing operations, legal and pro-

24



Draft
10 September 1957

fessional fees paid in oonneotion with the preparation of prospeotuses, oosts of

preparation and issuanoe of stock rights, and costs related thereto, are un-

allowable except for interest assessed by State or local taxing authorities under

the conditions set forth in (00) below. (But see (x). )

(r) Labor Relations Cost~o Costs incurred in maintaining satisfaotory

relations between the contraotor and its employees, inoluding costs of shop

stewards, labor management committees, employee publioations, and other related

activities, are allowableo

(s) Losses on Other Contraotso An exoess of costs over income under any

other oontraot (inoluding the oontraotor's oontributed portion under cost-sharing

oontraots), whether such other oontraot is of a supply, researoh and development,

or other nature, is unallowable.

(t) 1,iaintenanoe and ReE!:.ir Co sts.

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

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

of the property nor appreciably prolong its intended life, but keep it in an

efficient operating oondition, are to be treated as follows (but see ASPR 15-

20402(i»:

(i) normal maintenanoe and repair costs are allowable;

(ii) extraordinary maintenance and repair costs are allowable,

provided suoh are allocated to the periods to which appli-

cable for purposes of determining contract costs. (But

see ASPR 15-204.1(b).)
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(2) Expenditures for plant and equipment which, aocording to generally

accepted accounting principles as applied under the contraotor's established

policy, should be oapitalized and subjeoted to depreciation are allowable only

on a depreoiation basis.

(u) Manufacturing and Production Engineering Costs e Costs of manufaotur-

ing and production engineering, including engineering aotivities in conneotion

with the following, are allowable:

(i) ourrr:nt manufacturing processes such as motion and time

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

improvement; and

(i1) ourrent production problems, such as materials analysis for

production suitability and component design for purposes of

simplifying produotion.

(v) Material Co~tso

(1) Material costs inolude the oosts of suoh items a.s ra.w materials,

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

outside or manufaotured by the contractor, and may include suoh oollateral items

as inbound transportation and intransit insurance. In computing material costs

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

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

'"
contract relating to inspection and correction of defeotive work). These costs

are allowable subject, however, to the prOVisions of (2) through (5) below.
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(2) Costs of material shall be suitably adjusted for applicable por-

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

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

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

credited directly to the cost of the material involved or be allocated (as

credits) to indirect costs e However, where the contractor oan demonstrate that

failure to take oash discounts was due to circumstanoes boyond his oontrol, such

lost disoounts need not be so creditede

(3) Reasonable adjustments arising from differenoes between periodic

physical inventory quantities and related material control records will be in-

cluded in arriving at the cost of materials, provided such adjustments (i) do not

inolude trwrite_downs lt or "write-upsll of values and (ii) relate "to the period of

Ferformance of the contracto

(4) Uhen 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 o If material is issued from stores, any generally

recognized method of pricing such material is acoeptable if that method is con-

sistently applied and the results are equitabla6 ~fuen estimates of material

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

anticipated aoquisition cost (if reasonably oertain and determinable) may be

used, but the basis of pricing must be disclosed.

(5) Costs of materials, servioes, and supplies sold or transferred be-

tween plants, divisions or organizations, under a oommon control, ordinarily shall

be allowable to the extent of the Imler of cost to the transferor or ourrent mar-

-'<at prioe. However, a departure from this basis is permissible where (i) the
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item is regularly manufactured and sold by the contraotor through oommercial

channels and (ii) it is the contraotor's long-established praotice to price inter-

organization transfers at other than cost for commercial work; provided that the

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

most favored customer for the same item in like quantity, or the curIC: nt market

price, whichever is lowera

(w) E::~ization Cos~.. Expenditures I such as inoorporation fees, at-

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

in conneotion with (i) organization or reorganization of a business, or (i1)

raising capital, are unallowable (see (q) above).

(x) Other Business EXDens6s~--------_:.._-...... Included in this item are such recurring

expenses as registry and transfer charges resulting from changes in ovnnership

of s9curities issued by the contraotor, cost of sharehold0Ts' meetings, normal

proxy solicitations, preparation and publication of r9ports to shareholders, pre-

paration and submission of required reports and forms to taxing and other regula-

tory bodies; 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 work.

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

(1) This item consists of the premium portion of overtime, extra pay

shift and multi-shift payments to employees. Preferably suoh premiums should be

separately identified and handled as indirect costs to be allocated to all work

of the contractor. However, where it is the normal praotice of the oontraotor to

handle these premiums as direct costs, suoh praotice is acceptable if it does not

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

considerations govern their inclusion in or exclusion from the base for overhead
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distribution. Such premiums, v~.en allowable, shall be equitably allocated in

light of (i) the amount of such premium costs allocated to non-Government work

being oonourrently performed in the oontractor's plant and (ii) the factors which

necessitate the incurrence of the costs o

(2) Overtime, extra pay shift and multi-shift premium expenses may

arise in two distinct ways in oonnection with the contract: (i) by initial

agreement between the contractor and the contracting officer that knovlll oondi-

tions warrant the use of suoh premium labor; and (ii) to meet unexpeoted oondi-

tions or em3~genoieB arieing in the oourse of the contraot, not oontemplated by

the oontracting partiaso

(3) The allowability of overtime, extra pay shift and multi-shift

premiums will be determined as follows~

(i) to the extent tha~ the oontractor ar~d tho contracting offioer

initially agrea that such premi~~s aro neoessary in view of

known oonditions» and the contraoting officer so authorizes

in writing, such costs are allowable; and

(ii) with respec~ to ulley~pected condi tiens or emergencies arising

in the course of the oontract, such costs are

(A) unallowable if the co~cractor is already obligated to

meet the oontraot delivery schedule without additional

oompensation therefor;

(B) allowable to the extent authorized in writing by the con-

tracting officer, in the case of cost reimbursement type

contracts; and

(c) allmvable to the extent authorized in writing by the con-

tracting offioer prior to final prioing, in the case of

fixed-prioe redeterminable or inoentive type contraots.
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(z) Patent Costs. Costs of preparing disolosures, reports, and other

doouments required by the oontraot and of searohing the art to the extent neoes-

sary to make suoh invention disolosures, are allowable. In aooordanoe with the

olauses of the oontraot relating to patents, oosts of preparing doouments and

any other patent oosts, in conneotion with the filing of a patent application

where title is oonveyed to the Government, are allowable. (See also (ii) and

(jj) belowo)

(aa) Pension Plans. See (f) above.

(bb) Plant Proteotion Costs. Costs of items suoh as (i) wages, uniforms,

and equipment of persoIDlel engaged in plant proteotion, (ii) depreciation on

plant protection oapital assets, and (iii) neoessary expenses to oomply with

military security requirements, are allowable.

(co) Plant Reconversion Costs o Plant reconversion oosts are those inourred---",.;;,,------
in the restoration or rehabilitation of the oontraotorfs faoilities to approxi-

mately the same condition existing immediately prior to the oommenoement of the

military oontraot work, fair wear and tear exoepted. Reconversion oosts are

unallowable except for the oost of removing Government property and the restora-

tion or rehabilitation oosts oaused by suoh removal.

(dd) Preoontraot Costs. Preoontraot costs are those incurred prior to the

effeotive date of the contract direotly pursuant to the negotiation and in

antioipation of the award of the oontraot where suoh inourrenoe is neoessary

to oomply with the proposed oontraot delivery sohedule. Such oosts are allowable

to the extent that thay would have been allowable if incurred after the date

of the contractu (But see ASPR l5-20401(b).)

(ee) Professional Servioe Costs - Legal, Aocounting, Engineering, and

other.
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(1) Costs of professional servioes rendered by the members of a

partioular profession who are not employees of the contractor are allowable,

subject to (2) and (3) below, when reasonable in relation to the servioes

rendered and when not oontingent upon reoovery of the oosts from the Government

(but see (w) above).

(2) Faotors to be oonsidered in determining the allowability of oosts

in a particular case includes

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

prior to the award of Government oontraots;

(ii) the impaot of Government oontracts on the oontractor's busi-

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

(iii) the nature and soope of managerial servioes expected of the

oontraotor's own organizations; and

(iv) whether the proportion of Government work to the contraotor's

total business is suoh as to influenoe the oontraotor in

favor of inourring the oost .. particularly where the seru ces

rendered are not of a continuing nature and have little

relationship to work under Government contraots.

Retainer fees to be allowable must be reasonably supported by evidence of servioes

rendered.

(3) Costs of legal, accounting, and oonsulting services, and related

costs, inourred in oonnection with organization and reorganization, defense of

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

unallowable. Costs of legal, aocounting, and oonsulting services, and related

costs, incurred in conneotion with patent infringement litigation, are unallowable

unless otherwise provided for in the oontract.
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(ff) Profits and Losses on Disposition of Plan~! Equipment, or Other Capital

Assets. Profits or losses of any nature arising from the sale or exchange of

plant, equipment, or other aapital assets, including sale or exchange of either

short or long term investments, shall be excluded in computing contract costs

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

(gg) ~uiting Cost~" Costs of lthelp wantedlf advertising, operating oosts

of an employment offioe necessary to secure and maintain an adequate labor foroe,

costs of operating an aptitude and educational testing program, travel oosts of

employees while engaged in recruiting personnel, and travel oosts of applicants

for interviews for prospective employment are allowable. hhere the contractor

uses employment agencies, costs not in excess of standard commercial rates for

suoh services are also allowable. Costs of speoial benefits or emoluments

offered to prospective employees beyond the standard practices in the industry

are unallowablee

(hh) Rental Costs. (Including Sale and Leasebaok of Facilities).

(1) Rental costs of land, building, and equipment and other personal

property are allowable if the rates are reasonable in light of such factors as

the type, life expeotanoy, condition, and value of the faoilities leased, options

available, and other provisions of the rental agreement. Application of these

factors involves oomparison of rental ooats with oosts whioh would be allooable

if the facilities were ov~ed by the contractor.

(2) Charges in the nature of rent between plants, divisions, or organi-

zations under cornmon control are unallCW{able exoept to the extent suah charges do

not exceed the normal costs of ovmership, suoh as depreciation, taxes, insuranoe~

and maintenanoe; provided that no part of suoh costs shall duplicate any other

allowed oosts e
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(3) Unless othen7ise specifioally provided in the contract, rental

costs specified in sale and leaseback agreements, incurred by contraotors

through selling plant faoilities to investment organizations, such as insurance

companies, or to private investors, and concurrently leasing baok the same

faoilities, are allowable only to the extent that suoh rentals do not exceed

normal costs, suoh as depreciation, taxes, insuranoe, and maintenance, borne

by the lessor, ,wlich would have been incurred had the oontractor retained legal

title to the facilities~

(ii) Research and Development Costs.

(1) Researoh and development oosts (sometimes referred to as general

engineering costs) are divided into ~vo major oategories for the purpose of oon-

ract costing -- (i) general research, also referred to as basio researoh, funda-

mental researoh, pure researoh, and blue-sky researoh and (ii) related research or

development, also referred to as applied researoh, product researoh, and product

line researoh.

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

increase of knowledge in soience. In such research, tho 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 (t~Lat vlhich is not sponsored by a contract, grant, or other arrangement)

are allowable. subject to (6) belowo Reasonableness of the cost should be deter-

mined in light of the pattern of the cost of past progrrons. particularly those

eXisting prior to the placing of Government contracts.

(3) Related researoh is that type of research which is directed

joward praotical application of science. Development is the systematic use of

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

methods, or processes, exclusive of design, manufacturing, and production
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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. subject to (6) below, under any production con-

tract to the extent that the research and development are related to the contract

product line and the costs are allocated to all production work of the contraotor

on the contraot product line. Such oosts are unallowable under researoh and

development contraots~

(4) Independent research and development projects shall absorb their

appropriate share of the indireot costs of the department where the work is per-

formed o

(5) Researoh and development oosts (inoluding amounts oapitalized),

regardless of their nature, whioh were inourred in accounting periods prior to

;he award of a particular contract, are unallowable.

(6) The reasonableness of expenditures for independent researoh and

development must be scrutinized with great oare in conneotion ~ith contractors

whose work is predominantly or substantially with the Government. ~!here suoh

expenditures are not subject to the restraints of commercial product pricing,

there must be assurance that these expenditures are made pursuant to a planned

research program which is reasonable in scope and is well managed. The costs

should not exoeed those which would be incurred by an ordinarily prudent person

in the conduct of a oompetitive business. (See ASPR 15-204~1(b).)

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

(1) Royalties on a patent or amortization of the cost of aoquiring by

purohase a patent or rights thereto, necessary for the proper performanoe of the

~ontract and applicable to oontract products or prooesses, are allowable, unless:
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(i) the Government has a license or the right to free use

of the patent;

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

been administratively determined to be invalid;

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

(iv) the patent is expired.

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

the royalties may have been arrived at as a result of less than armls length

bargaining; e. g.~

(i) royalties paid to persons, including corporations,

affiliated with the contractor;

(ii) royalties paid to unaffiliated parties, including cor-

porations, under an agree!i1ent entered into in contem-

plation that a Government 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 oost of

which, or the cost of research and development work thereon, were substantially

recovered through Government grants or charges against Government oontracts or

subcontracts.

(4) In any case involving a patent formerly ovrned by the oontractor,

the amount of royalty allowed should not exoeed the cost which would have been

allo1i,ed had the contractor retained title thereto o

(5) See ASPR 15-204.1(b).

(kk) Selling Costs.

(1) Selling costs arise in the warketing of the contractor's products
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and include oosts of sales promotion, negotiation, liaison betvveen Government

representatives and contractor's personnel, and other related activitieso

(2) Selling costs are allowable to the extent they are reasonable

and are allocable to Government business (but see ASPR 15-204o l(b». Allooability

of selling oosts will be determined in the light of reasonable benefit to the

Government arising from such activities as technical, consulting, demonstration,

and other services which are for purposes such as application or adaptation of

the contractor's products to Government usee

(3) NotvJithstanding (2) above, salesmen's or agents' oompensation,

fees, c~rumissions, peroentages, or brokerage fees, which are oontingent upon

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

or bona fide established coml"ercial or selling agenoies maintained by the con-

~raotor for the purpose of seouring business.

(11) Servioe and Warranty Costs o Such costs include those arising from

fulfillment of any contraotual obligation of a contrQotor to provide servioes,

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

defeotive parts, making refunds in the oase of inadequate performanoe, etco

~\Then not incons istent with the terms of the contract, such service and warranty

costs are allowable. However, cate should be exercised to avoid duplication of

the allowance as an element of both estimated product cost and risk.

(rom) Severance Pay.

(1) Severanoe pay.. also commonly referred to as dismissal wages, is

a p~ent in addition to regular salaries and wages, by contractors to workers

whose employment is beingtarminated. Costs of severance p~ are allowable only

to the extent that, in eaoh case, it is required by (i) law.. (ii) employer

employee agreement, (iii) established policy that constitutes, in effect, an

implied agreement on the contractor's part, or (iv) ciroumstanoes of the

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

follows:

(i) actual normal turnover severance payments shall be

allocated to all work performed in the contractor's

plant; or. where the contractor provides for acorual

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 severanoes

over a representative past period, and if amounts accrued

are allocated to all work performed in the contractor's

plant; and

(ii) abnormal or mass 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 Govern-

ment recognizes its obligation to participate, to the

extent of its fair share, in any specific payment. Thus,

allowability will be considered on a case-by-case basis

in the event of occurrence~

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

of such specialized nature that its use, without SUbstantial modification or

alteration, is limited to the production of the p~ticular supplies or the

performance of the particular services for which aoquired or furnished. It

includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special
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taps, speoial gauges, and special test equipment. The cost of special tooling,

when aoquired for and its usefulness is limited to one or more Government con-

tracts, is allowable and shall be allocated to the specific Government con-

tract or contraots.

(00) Taxes.

(1) Taxes are charges levied by Federal, state, or local goverr~entse

They do not include fines and penalties except as othervlise provided hereinG

In general, taxes (including State and local inoome taxes) which the contractor

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

accepted accounting prinoiples are allowable, except for:

(i) Federal income and excess profits taxes;

(ii) taxes in conneotion with financing, refinancing or

refunding operations (see (q»;

(iii) taxes from w~ich exemptions are available to the oon-

tractor directly or available to the cantractor based

on an exemption afforded the Government except when

the contracting officer determines that the adminis-

trative burden incident to obtaining the exemption

outvreigha the oorresponding benefits accruing to the

Government; and

(iv) special assessments on land 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 contraotor prior to payment of such taxes:

(i) promptly requests instructions from the contracting

officer conoerning such taxes; and
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(ii) takes all aotion directed by the contracting

officer, including cooperation with and for the

benefit of the Govemment, to (A) determine the

legality of suoh assessment or. (B) seoure a

refund of such taxes~

Reasonable oosts of any such action undertaken by the contractor at the direction

of the contracting officer are allowable. Interest and penalties incurred by a

contractor by reason of the nonpayment of any tax at the direction of the oon-

traoting offioer or by reason of the failure of the contraoting offioer to

assure timely direction after prompt request therefor, are also allowableo

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

the oontraotor of interest thereon, attributable to taxes, interest, or penalties

which were allowed as oontraot oosts, shall be oredited or paid to the Government

in the manner mreoted by the Gover~~ent, provided any interest actually paid or

oredited to a oontraotor incident to a refund of tax, interest or penalty shall

be paid or oredited to the Government only to the extent that such interest

aocrued over the period during whioh the oontraotor had been reimbursed by the

Government for the taxes, interest, or penalties.

(pp) Trade, Business, Teoha~ioal and Professional Activity Costs o

(1) Memberships~ This category includes costs of memberships

in trade, business, technioal, and professional organizationso Suoh oosts are

allowable.

(2) Subsoriptionso This item inoludes cost of subsoriptions to

trade, business, professional, or teohnical periodicals. Suoh costs are

allowable 0

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

transportation, rental of facilities for meetings, and oosts incidental
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thereto, when the primary purpose of the incurrence of such costs is the disse-

mination of technical information or stimulation of production.. Such costs are

allowable.

(qq) Training ~nd Educational Costs o

(1) Costs of preparation and maintenance of a program of instruc-

tion at noncollege level, designed to increase the vooational effeotiveness of

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

wages of trainees during regular working hours, and

(i) salaries of the director of training and staff

when the training program is conduoted by the

contractor; or

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

institution not operated by the contractor;

are allowable.

(2) Costs of part-time technical, engineering and scientifio

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 oharged by the educational institution;

(iv) tuition oharged 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 exoess of the tuition which would have

been paid to the par tioipating educational

institution; and
40
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(v) straight-time oompensation of each employee for

time spent attending olasses during working hours

not in exoess of 156 hours per year where circum-

stanoes do not permit the operation of olasses or

attendanoe at olasses after regular working hours;

are allowable"

(3) Cos ts of tuition, fees, training materials and textbooks (but

not subsisten.oe, salary" or any other emoluments) in oonnection with fulltime

soientific and engineering eduoation at a post-graduate (but not under-graduate)

oollege level related to the job requirements of bona fide employees for a

total period not to exoeed one school year for eaoh employee so trained. are

allowablee In unusual cases where required by military teohnology, the period

may be extendedo

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

on faoilities owned or leased by the contraotor for training purposes are

allowable to the extent set forth in (t), (i), and (hh) above, respeotivelyo

(5) Grants to eduoational or training institutions, inoluding

the donation of faoilities or other properties J scholarships or fellowships,

are oonsidered contributions (see (h) above)ft
, ....:~,'<.~ "_,..>O.~"A__~.~-.~.•. , ..,~., •.,.

(rr) Transportation Costs$ Transportation oosts include freight,

express, cartage, and postage oharges relating either to goods purchased J in

process, or delivered. These oosts are allowable. \i~ben such costs oan readily

be identified with the items involved, they may be dreoted casted as transporta-

tion costs or added to the cost of such items (see (v) above). ~lliere identifi-

cation with the materials received oannot readily be made, inbound transportation
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oosts may be charged to the appropriate indireot cost acoounts if the oontraotor

follows a oons~stent, equitable procedure in this respect o Outbound freight,

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

direot cos to

(ss) Tre.vel Costs l>

(1) Travel costs inolude oosts of transportation, lodging, sub-

sistence, and inoidental eA~enses, incurred by c~ntraotor personnel in a

travel status while on offioial oompany businesso

(2) Travel costs may be based upon aotual costs inourred, or

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

the two, provided the method used does not result in an unreasonable charge.

(3) Travel costs incurred in the normal course of over-all admin-

istration of the business and applicable to the entire business are allowable.

Such costs shall be equitably allocated to all work of the contractoro

(4) Travel oosts directly attributable to speoifio contraot per-

formance are allowable and may be oharged to the contract in aocordance with

the principle of direct costing (See ASPR 15-202)0

(5) Necessary, reasonable oosts of family movements and personnel

movements of a special or mass nature are allowable, subjeot to allocation

on the basis of work or time period benefited when appropriate. (But see

ASPR 15-204.1(b).)
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NA TIONAL SECURITY :NDUSTRIAL ASSOCIA nON

P~oposed DOD Comprehensive Contract Cost Principles
(Draft of September 10, 1957)

Schedule A

Areas In Which There is Failure to Recognize
True Costs in Whole or in Part

Recruiting Costs

Assets

- Bonuses Other Than Cost
- Payments in Stock
- Stock Options
- Profit Sharing Plans

Deferred Compensation
including Pension and
Profit Sharing Plans

"

"

"
"

Services
"

If

"
"

"

"
"
"
"

and Donations
Unrecovered True Depreciation
Idle or Excess Facilities
Use Charge on Fully Depreciated

"

"
"
"

"

"
"

"
"

"

"

Rental Costs - Excess over Ownership
" - Interdivisional
" - Sale and Leaseback

Research and Development COsts - Limited to Past Pattern
" " "- Limited to Production Contracts
" " "- Precontract Costs
" " "-NewTestofAllowability

Advertising Costs
Bad Debts
Civil Defense Costs
Compensation for Personal

Contingencies
Contributions
Depreciation -

"

Entertainment
Excess Facility Costs
Food Service and Dormitory Costs and Credits
Insurance and Indemnification - Business Interruption

" " " - Government Owned Property
" " " - Losses Not Covered
" " " - Indemnification

Interest and Other Financial Costs
Losses on Other Contracts
Maintenance and Repair Costs - Deferred
Material Costs - Credits

" "- Write-Downs Or Write-Ups
" "- Interdivisional Transfers

Organization Costs
Overtime, Extra Pay Shift and Multi-Shift Premiums
Patent Costs
Plant Reconversion Costs
Precontract Costs
Professional Service Costs - Contingency on Reasonableness

" - Successful & Unsuccessful Claims

15-20,~ .2 (a) 1.
(b) 2.
(d) 3.
(£)(3) 4.

(4) 5.
(5) 6.
(6) 7.
(7 ) 8.

(g) 9.
(h) 1O.
(i)(4)(ii) 11.

(5) 12.
(6 ) 13.

(k) 14.
(1) 15.
(n) 16.
(p)(l)b(ii) 17.

(l)b(11i) 18.
(l)c 19.
(2) 20.

(q) 21.
(5) 22.
(t)(l)(ii) 23.
(v)(2) ...-24.

(3) 25.
(5) 26.

(w) 27.
(y )(3)( it) 28.
(z) 29.

(cc) 30.
(dd) 31.
(ee)( 1) 32.

(3 ) 33.
(gg) 34.
(hh)( 1) "'35.

(2) 36.
(3) 37.

(11) (2) 38.
(3) 39.
(S) 40.
(6 ) 41.
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Schedule A (Continued)

15--:204.2 (jj)( 1 ) 42e Royalties and Other Costs for Use of Patents - C.O. Determination
of Invalidty or
Unenforceability

(3) 43. " " " " " " " " - Unaffiliated Parties
(4) 44. " " " " " " " " - Patents Formerly

Owned
(kk) (2) 45. Selling Costs
(mm)(2) 46. Severance Pay
(pp) (3) 47. Trade, Business, Technical & Professional Activity Costs
(qq) (2) 48. Training and Educational Costs - Limitation of Hours

(3) 49. " " II " - No salary allowance; time limite
(4) 50. " " " " - Limitation on maintenance,

(5 )
depreciation and rents.

51. II " II " - Grants
(ss)(5) 52. Travel Costs - Allocable to period benefited.



NA TIONAL SECURIlY INDUSTRIAL ASSOCIA nON

Proposed DOD Comprehensive Contract Cost Principles
(Draft of September 10, 1957)

Schedule B

Areas in Which Specific Contractual Coverage
or Authorization is Required

Compensation for Personal Services
tt tt " II

Contingencies
Depreciation
Food Service and Dormitory Costs and Credits
Insurance and Indemnification

Maintenance and Repair Costs
Overtime, Extra Pay Shift and Multi-Shift Premiums
Patent Costs
Precontract Costs
Professional Service Costs
Rental Costs
Research and Development Costs
Royalties and Other Costs for Use of Patents
Selling Costs
Travel Costs

15-204.2 (f)(4)
(7)b

(9 )
(i) (6)
(n)
(p)(l)c
(p)(2)
(t)(l)(ii)
(y)(3)
(z)

(dd)
(ee)(3)
(hh)(3)
(ii)(6)
(jj)
(kk)(2)
(ss)(5 )

l.
2.
3.
4.
5.
6.
7.
8.
9.

10.
ll.
12.
13,
14.
15.
16.
17.

" " "



NATIONAL SECURITY INDUSTRIAL ASSQCIATION

Proposed DOD Comprehensive Contract Cost Principles
(Draft of September 10, 1957)

Schedule C

Areas in Which Reference is Made to
Lack of Competitive Restraint in Case of Government Contractors

Depreciation
Food Service and Dormitory Costs and Credits
Insurance and Indemnification

Definition of Reasonableness
General
Compensation for Personal Services

.. ".. It

Maintenance and Repair Costs
Overtime, Extra Pay Shift and Multi-Shift Premiums
Patent Costs
Precontract Costs
Professional Service Costs
Rental Costs
Research and Development Costs
Royalties and Other Costs for Use of Patents
Selling Costs
Travel Costs

15-2CL3
15-204.1
15-204.2

(,b )
(f)(b)

( 4)
(7)(b)

(1)(6)
en)
(p)(l)c
(p){2)
(t)(1)(U)
(y)(3)
(z)

(dd)
(ee)(3)
(hh){3)
(U)(6)
(jj)
(kk)(2)
(s5)(5)

l.
2.
3.
4.
5.
6.
7.
8.
9.

10.
11.
12.
13.
14.
15.
16.
17.
18.
19.

"

"

"

II "

"

"



NA TIONAL SECURITY INDUSTRIAL ASSOCIA nON

Proposed DOD Comprehensive Contract Cost Principles
(Draft of September 10, 1957)

Schedule D

Areas
an

" It

" "

u n

Indirect Costs

"
"fI

"

"

" "

"

" "
fI
"

"
"

"
""

"

"
"

"

"

"

"
Royalties and Other Costs for Use of Patents

Depreciation
Employee Morale, Health, and Welfare Costs and Credits
Maintenance and Repair Costs
Material Costs
Overtime, Extra Pay Shift and Multi-Shift Premiums
Professional Service Costs
Research and Development Costs

" .. " "

Bidding Costs
Civil Defense Costs
Compensation for Personal Services

" It " tt

Direct Costs

Sell ing Costs
Taxes
Transportation Costs
Travel Costs

L
2.
3.
40
5.
60
7.
8.
9.

10.
lL
12.
130
14.
150
160
17.
18.
19.
20.
2L
22.
23.
24.
25.
26.

15-202 (a)
(b)

15-203 (b)
(d)
(e)

15-204.2 (d)
(e)(l)
(f)(4)

(7)
(1)(4)
(j)
(t)
(v)
(y)

(ee)
(ii)(2)

(3 )
(4)
(5 )

(jj)(2)
(3 )
(4)

(kk)(2)
(00)(3 )
(rr)
(ss)(5)
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION

Comments on DOD Proposed Revision of Section XV
Comprehensive Contract Cost Principles

(Draft of September 10, 1957)

Scope of Section

ALi:NDIX 1

15-100

15-101

5-l0l(a)(i)(B)

15-101 (a) (ii)

15-l0l(a)(ii)(A)

l5-l0l(a)(ii)(B)

15-101 (a) (ii) (C)

.101(a)(iii)

References in this section should be limited to the determination of
historical costs, and to review, audit, and evaluation of cost data.
It should not govern the preparation and presentation of cost esti
mates by contractors nor should it be controlling in negotiation of
price.

Scope of Part

The references to "contracting and subcontracting", when read with
Sections 15-101 and 15-200 indicate that the cost principles are
intended to apply to all prime contracts and subcontracts other than
those with non-profit institutions and construction and facilities
contracts. Use of the section should be limited to those prime
contracts and subcontracts under which the Government has the right
of audit review.

Applicability of Part 2

This section needs clarification to indicate that it will come into
play in a terminated fixed-price contract only after the negotiation
required under ASPR Section VIII has failed and settlement is there
fore to be made by determination.

The wording should be changed to read "serve as a guide only for --".
It is inappropriate for any listing of allowable and unallowable costs
to be the basis for pricing negotiations.

This subparagraph should be deleted in its entirety and the section
should not control "the development and submission of cost data and
price analyses by contractors". Such data and analyses should be
developed in accordance with the contractor's established accounting
system. To do otherwise would necessitate changing established and
accepted accounting systems, which would be costly to both the
contractor and the Government and would produce chaotic conditions.

This section should not apply to progress payments or settlements of
termination claims by agreement.

This subparagraph should be deleted in its entirety. No set of allow
able or unallowable costs which fails to recognize the normal and
legitimate costs of doing business can be accepted as the basis for
resolving questions of acceptability of specific items of cost in
retrospective pricing •

Delete for the reasons stated above.



'~IA Comments on Contract Cost Principles

-lOl(b)

15-101(c)

15-101(d)

15-200

15-201.1

15-201.2

~-201.3

Use in Retrospective Pricing and Settlements

The references in the second sentence to using part 2 as the basis
for the development of cost data and for the resolution of questions
of acceptability should be removed for reasons stated above. At
most, the section should be used only as a guide for the evaluation
of cost data.

Use in FOrward Pricing

The same references should be eliminated from this section for the
same reasons.

"Allowable" and "Unallowable" in Connection with Fixed-Price Type
Contracts

No normal and legitimate items of cost should be considered either
"unallowable" or "unacceptable" in fixed-price contracting.

Scope of Part

This section should be clarified to indicate that the part does not
apply to fixed-price type contracts or to subcontracts under which
the Government does not have the right of Government review.
Actually, in fixed-price contracts costs are not subject to
"determination", rather price is negotiated. As to subcontracts,
clearly there would be no right on the part of the Government to
assert the section as against a subcontractor because there is no
privity of contract. Accordingly, its application, of necessity,
would be limited to those subcontracts on which the government has
a right of audit review.

Composition of Total Cost

This section can be applied only to cost-reimbursement type contracts
and it should be so stated.

Factors Affecting Allowability of Costs

This paragraph should be modified to delete from (iii) the words
"appropriate to the particular circumstances". The application of
generally accepted accounting principles and practices should be
consistent and should not be modified to particular circumstances.
Similarly, factor (iv) should be deleted. Where deviations from
established practices are made, they should be justified and approved
and should not effect the allowability of individual cost items.

Definition of Reasonableness

The second sentence should be deleted. The assumption that companies
are not subject to competitive restraints because of preponderance of
their business is with the Government is fallacious. It is also felt



~SIA Comments on Contract Cost Principles

)-201.3

15-201.4

15-201.5

J.5-202

15-203

Definition of Reasonableness (Continued)

thiit the deUni tion of reasonableness, as cor.tained in this entire
paragraph, is not a true or valid definition. The reasonableness
of specific items of cost should be tested against such factors as
the established policies and practices of the contractor, the prior
experience of the contractor, and the prevailing level of compar
ative types of cost in similar concerns or in indurstry in general.
Any cost should be presumed reasonable, unless it is patently
unreasonable as to type or amount when measured by applying the
factors mention above.

Definition of Allocability

At the end of (i) there should be added the word "or" to clearly
indicate that the three provisions are alternative. It is also
suggested that there be inserted at the beginning of (ii) the words
"is of a nature which".

Credits

In the first line, the words "actual or anticipated" should be
deleted. Otherwise, the Government would be entitled to a double
credit; once when the credit was anticipated, secondly, when it was
actually received.

Direct Costs

Subparagraph (a) - Direct costs may be incurred for the benefit of
a single cost objective or a group of objectives when such costs can
reasonably be" directly allocated thereto. The first sentence
should be revised accordingly. The third sentence of subparagraph
(a) should be deleted because it would require changes in any
presently accepted accounting systems which produce reasonable
results and should be permitted. Subparagraph (b) should be re
written to provide flexibility. As stated, it doesn't fit processed
cost systems, and the established accounting practice should be
acceptable if it achieves reasonable results.

Indirect Costs

Subparagraph (b) is considered to be restrictive and could be inter
preted by field personnel to permit dictation of the accounting
system to be employed. In this instance also established methods of
allocation should not be disturbed when reasonable results are
obtained.

Similarly, in subparagraph (d) the material after the third sentence
should be deleted.

In paragraph (e) there should not be a requirement that the base
period must necessarily represent the exact period of contract per
formance. The base period should be sufficiently long to avoid
inequities and should be established at the contractor's discretion
as long as the results are reasonable.



'lA Comments on Contract Cost Principles

,-204

-204.1(a)

Application of Principil.es and Standards

This paragraph should be recast in the affirmative to indicate that
costs are allowable to the extent they are reasonable.

This paragraph should be deleted in its entirety. The allocability
of costs incurred incident to the performance of a contract or in
the normal operation of the contractor's business should not be
contingent upon the ability of individual contractors to specifically
negotiate their allowance into individual contracts. See paragraphs
20 - 23 of the letter of transmittal.



National Security Industrial Association
Comments on Selected Costs Section of

Proposed om Comprehensive Contract Cost Principles
(Draft of September 10. 1957)

15-204.2 Selected Costs

(a) Advertising Costs

The draft of this paragraph failS to properly recognize legitimate advertising
expenses which contribute substantially to the contractor's ability to perform
and which should be allowable to the extent allocable to Government business.

Industry and the accounting profession generally, from World War II to the
present, have repeatedly emphasized that normal advertising costs are necess&ry
in the conduct of business and that the benefits resulting therefrom accrue to
all lines of the business and all customers. The benefits derived from sound
advertising are not limited to stimulating sales. In fact, more important
objectives, such as prestige, purchasing power, recruitment of high calibered
personnel, pride of workmanship and integrity of product are essential realiz
ations, particularly from advertising of an institutional nature.

In addition to the advertising costs allowed by the draft, it is a minimum need
of contractors that the Government assume its share of reasonable and allocable
costs of exhibits, product advertising, general (institutional) advertising,
and employment advertising (not merely "help-wanted"). The Government shOUld

i.'~/espeCiallY allow the costs of exhibits requested by it, such as at military
~ display areas, small business opportunity exhibits, etc •
.i
't



1IA Comments on Selected Costs Section

2-204.2 Selected Costs

(b) Bad Debts

Contractors sustain many types of credit losses as the result of handling
Government business. These losses include uncollectible debt balances
against vendors and customers on Government work, disallowed freight claims,
advances to employees, etc •• Such losses should obviously be construed as
allowable costs.

(c)

Recently, the Army has instituted new procedures which can result in credit

'

loss to a contractor. We refer to Army Procurement Procedure Change 32

I

, which requires a prime contractor to pay the invoices of CPFF subcontractors
1 prior to Government audit. The post audit can result in disallowed sub-
1 contractor costs which are not recoverable by prime contracts. Credit

losses from this and similar causes are a Government responsibility and
should be borne by the Government. We also think the Government should
provide for costs of collection in cases of "slow pay" borne by a contractor
as a result solely of Government action.

Bidding Costs

This Paragraph as written does not recognize all costs incidental to the
preparation of bids and proposals or assure in the last sentence that all
costs shall be allowable if reasonable. Therefore, the words "and other
costs" should be inserted following "cost data" in the first sentence; also
in the last sentence the words "only" and "equitable" might be interpreted
to impose undue restrictions on the a110wabi1ity of this class of expenses
and should be deleted. The word "may" should be changed to "shall".

(d) Bonding Costs

No comment.
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(e) Civil Defense Costs

(1) This sub-paragraph contains three phrases which are too restrictive and
should be deleted.

(a) The phrase "undertaken on the contractor's premises" should ;-0 /~

be eliminated since company sponsored civil defense training
often Occurs away from company owned areas.

(b) The phrase "pursuant to suggestions or requirements of civil
defense authorities" should be eliminated since a contractor's
judgment of necessary civil defense measures should not be
questioned if such costs are reasonable. Cost principles
should not destroy the prerogative of management.

(c) The phrase "when allocated to all work of the contractor"
dictates the accounting system of the contractor and, as it
clearly takes an audit manual approach, should be deleted.

(2) No comment.

(3) The reference in this sub-paragraph to "(h) below" makes it clear that
contributions to local civil defense funds and projects are unallowable.
NotWithstanding the provisions of paragraph (h) such costs should be
allowable as Civil Defense Costs and not as contributions.

Contributions to local civil defense funds and projects are an unavoid
able cost of conducting business in a community. The contractor has an
obligation in the public and national interest to assist in civil
defense measures which are not limited to the contractor's premises, and
which may include contributions of funds, equipment and personnel.
There is more definitely an obligation if the contractor is a prominent
industry in the community. The benefits resulting from such particip
ation accrue to all customers and products of the contractor and should
be allowable costs allocable proportionately to Government as well as
other business.
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(f) Compensation for Personal Services

This particular section on Compensation for Personal Services is one of the
most objectionable areas in the entire draft o Instead of allowing compen
sation subject to the test of reasonableness of the total compensation for
the services rendered 9 the proposal departs radically from this concept and
would subject total compensation to numerous other factors which would have
the effect of inquiri.ng into and lI"ejecting certain specific elements or
methods of compensationo In effect the proposal wo~d substitute the judg
ment of Government personnel for the judgment of management of industrial
concerns in determining the methods used in compensating employees o This
approach is completely at varian(l8 with generally accepted accounting
principles and practi~es which have always regarded any form of compensation
for personal ser~ices rendered by employees as an ordinary and necessary
cost of doing business o This has also been recognized consistently by the
Internal Revenue Code as well as under various regulations and court
decisions 0

The allowability of compensation paid individuals for Government contract
cost purposes should be tested only by the ~easonableness of the total
compensation paid in the light of ~ervices renderedo The manner in which
the compensation is determined or paid is a matter of management judgment
which the Government shou1.d not question or attempt to usurpo Where the
total compensation is reasonable and ne~essary to attract and retain
capable personnel~ it should be allowable o The presumption of reasonable
ness should be accepted 1mle~s the 'Cost is patently unreasonable as to type
or amount o Prior to making a determination of unreasonableness the
contractor should be given the opportunity to submit data sustaining the
cost. The bwrden of proof sh<0111d be regarded as having been made if the
evidence submitted sustains the reasonableness of the cost and unless proof
to the contrary is established by the Government o

The proposed section completely fails to recognize that over the years a
number of definite techniques hawe been deTeloped for arriving at the total
compensation of individualso These techniques which are widely employed by
different ~ontrac'tors today 9 inlClude bonuses and incentive plans jI profit
sbaring plans p retirement and pension planD v insurance programs v deferred
compensation contralCts and stock option programs o These programs generally
have been adopted with an emphasis on incentive features and the selection
of the particular plans has been dictated by the needs of the business
and by variations in the complexityv volume~ and other aspects of the
business 0 Adoption of sUlCh plans provide ~tability in basic salaries while
offering flexibility and inlCentive for stimulating efficiency in meeting
production schedules~ maintaining high standards of qualitYjl and keeping
operating costs within budgetso All of these results have been of a very
real and direct benefit to the Government o
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(f) Compensation for Personal ;>~I'vicg,§, Lcontlnued-l

In its treatment of specific elements of total compensation the proposed
section contains provlsions which in their application would, of necessity,
be arbitrary~ discriminatory and wholly inequitable as between contractors.
It would discriminate particularly dgainst contractors having a preponderance
of Government business on the fallacious presumption that they are not
subject to competiti.ve restraints dnd therefore their costs are subject to
particular scrutiny which could lead bnly to arbitrary disallowances.

Therefore paragraphs (2) through (11) should be deleted in entirety with
corresponding deletion of cross references contained in subparagraph (I).
The resulting paragr3ph {I) would then contain an adequate description of
the economic (and reasonable) compensation cost which a contractor is
enti tled to recover.

A few of the objections to the parag:r-aphs are stated below:

(1) a

(1) b

(1) c

(1) d

This paragraph would make cel"tain elements of compensation subject
to restrictions imposed by paragraph (f) and therefore the reference
"Except as otherwise specifically p.rovided in paragraph (f)" should
be deleted. With ~his correction ~nd the additional test cortained
in the first sentence of paragraph (b) adequate tests are existent
for determining the allowability or acceptability of compensation.

The last sentence of this pa:ragraph (b) should be deleted because
of the fallacious presumption that certain contractors are not
subject to competitive IesLr-aints? Our objections to this are set
forth fully in the tran5mi~tal letter.

No comment 0

This paragraph should be dele ted in its entirety since it relates to
the further requirements as specified in (2) through (11) below which
also should be deleted in entJrety.

No comment.

This paragraph limHs bonuses and awards to the cash type and fails
to recognize bonuses which may be paid in other forms. Moreover,
suggestion awards and safety awards should not be includable in total
compensation against whir:h the reasonableness test is applied since such
items are not considered compensation for personal services but are
normal allowable business expenses. Also the terminology "pursuant
to an established plan followed by the contractor so consistently as
to imply~ in effect~ an agreement to make such payment" could lead to
disagreement as to its meaning and should be deleted.
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(f) Compensation for PergQna~ces {continu~Sl

(4) This pa:ragraph~ which Is 1imited to bonuses and incentive compen
sation paid in stack, would subject such costs to the tests set
forth in pa:ragr-aph 73 S well as to the provisions of paragraph
15=20401 (b) which cDuld :emly lead to disallowances in most cases.
The applications i()1f these tests is inequitable for reasons stated
above and in the tltansmi tt,al lettero

(5) The cost of stock options wh:ich can be measured by several accept
able methods is vel'Y clea:rlyan element of compensation and should
be allowable" The issuance of stock options to key employees of
corporate management Is an accepted business practice and is used
as an inducement for SUtch employees to stay in continuous service
in their businesses and to share in the corporate successes
achievedo It is rec::Jgrd.zed as a legitimate business expense and
should be allowed as an expense of doing business under Government
contractso

(6) This para.graph contains the Inference that a profit sharing plan
is a distribution of profit.so This inference is incorrect. Such
plani& t>rovide a part of total compensation essential to attract
and retain managerial talent under present day conditions. The
amounts credited to employees under a profit sharing plan are
necessary costs to ,a company measured by its financial performanceo
Once a plan has been adopted~ liability for the incurrence and pay
ment of these costs is fixed and unavoidable 0 Accordingl y,
contributions to such plans are in no economic sense profits but
are compensation and ~hould be allowable whether the plan is an
immediate payment or :a deferred disLdbution one" The third
sentence of th1.s paragr-a.ph states the events which result in
distributions under deferred profit sharing planso This fa Us to
recognize ~'te!minatirQjn of employment" as well as the events of
retirement j death or dlosdtHityo

(7) This paragraph tontdns the inference that certain conditions
typical of deferTed c.ompensation plans would result in disallowed
costswhich is IJnacce-ptableo For example subparagraph (a) would
not recognize "normal end Df accounting period accruals"; (b)
contains the parenthetical reference to paragraph 15-204.1 (b)
which is highly objectionable for reasons stated in the transmittal
lettero In additloo j this subparagraph would apply additional and
unwarranted tests for deteI'mining the allowability of deferred
compensationo Such tests should be limited to reasonableness in
amount and whether a plan has been approved by the Internal Revenue
Service 0 If the plan is an approved one it should not be questioned.
Subparagraph (c) would requhe foI'feitures to be taken into consider
ation in determining deferred compensation costs currently allocable
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(f) Compensation for Personal Services (continued)

(7) (continued)

and would require that a distinction be made between possible
future abnormal forfeitures which are immediately forseeable and
those which are noto The effect of forfeitures under deferred
compensation plans is so infinitesimal in relation to total
contract costs and 50 small in dollar amount as to make it unwise
to require any special agreements regarding them. It would be
much easier to administer a policy which would merely call for
their being taken into account in determining currently allocable
costo Subparagraph (d) contains provisions which are inconsistent
with deferred profit sharing plans and in any event contributions
to an approved and irrevocable plan should be recognized.
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(9) Contingencies

Although this Paragraph recognizes as allowable any contingenc) ~eserves

arising from presently known or eAisting conditions which have frequently
been considered by auditors to be unallowable contingencies, the Paragraph
should contain general language making allowable an accrual for any true
liability when the only element of uncertainty is the time of payment or the
definite amount of paymento As to the latter, reasonable accrual should be
permitted. In other words, where a definite liability is accruing the cost
should be recognized and accepted in reasonable amount. A cost should not
be considered contingent if there is little doubt as to the existence of the
Habili tyo

(1) No commento

(2) This sub-paragraph should be revised to provide that contingencies
are allowable if the liability is admitted and the only question
open is the amount of the contingency and the time at which it must
be paido It is commonplace that the costs of past performance
cannot be known at some historical costing point. For example, there
may be in process union contract wage negotiations, the result of
which will be applied retroactively. It is essential that historical
costs include an estimate of the effect of future events.

(3) No comment.



LA Comments on Selected Costs Section

)-204.2 Selected Costs

(h) Contributions and Donations

The flat disallowance of all contributions and donations is very inequitable.
The accounting profession, the Internal Revenue Service and industry in
general have long recognized that charitable contributions and donations are
necessary and recurring costs of doing business. It is inherently essential
under the country's economic system that support of charitable and philan
thropic organizations must be borne by the people and a substantial portion
of this cost burden must be borne by business enterprises. An impelling
civic obligation to the local and national community makes it mandatory for
industry to contribute to these causes. These contributions augment good
public relations, aid in the development of technical education and
scientific research j and are essential for the public welfare. The cost of
these contributions are properly allocable to the cost and price of goods
and services sold. It is equitable that Government business should bear its
fair share of such costs. The Armed Services Board of Contract Appeals has
ruled that contributions to recognized charitable agencies, when an
established practice of the contractor, are acceptable as an ordinary busi
ness expense.

The present atmosphere and environment on the need for scientific training
and for additional scientific educational institutions, makes it wise and
desirable that the Government support contributions made to the proper
institutions of learning. This should include grants to educational or
training institutions, including the donation 0f facilities or other
properties, scholarships or fellowships which are specifically disallowed
under Paragraph (qq) (5). The tests of reasonableness and allocability
provide adequate tests for the determination of allowability.
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(i) Depreciation

(1)

(2).(ii)

(2) (iii)

(3)

(4)

This paragraph is unacceptable since it implies non-recognition of
provisions for obsolescence and would make mandatory adjustments
of costs of assets for residual values even though recognition may
have been given to such factors in establishing depreciation rates.

This qualification should be deleted in its entirety. The test of
subsequent item (iii) is fully adequate. The present wording would
require~ in many instances, minor corrections to restate property
cost basis to a tax basis; these are frequently not known for many
years because of open tax yearso

This qualification should be deleted in its entirety for the
reasons stated above under (2) (i)o

No comment 0

No comment.

The phrase in (4) (ii) reading "provided the remaining undepreciated
portion of such cost shall not include any amount of unrecovered
°true depreciationO" should be deleted. The contractor should be
allowed to recover the full cost of all assets. This matter has
been commented on at great length in letters previously submitted.

(5) This paragraph would limit depreciation on idle or excess facilities
to the extent that such facilities are reasonably necessary for
current and immediately prospective productiono It should also
recognize facilities reasonably necessary for stand-by purposes for
Government worko

(6) The reference in this paragraph to ASPR 15-204.1 (b) should be
deleted for the reasons stated in the transmittal letter. The words
"a substantial portion of" in the first sentence should be deleted
since these are unnecessarily restrictive.

(j) Employee Morale. Health and Welfare Costs and Credits

The last two sentences of this paragraph dictate the contractor's accounting
system and should be deleted for the reasons set forth in the transmittal
letter.

(k) Entertainment Costs

To the ~xtent that expenses of a purely personal nature are paid by a contractor,
it is appropriate that they be disallowed; however, many so-called
"entertainment" costs are ordinary and necessary in today's business atmosphere.
It is only appropriate that a realistic policy of the contractor in reimbursing
an employee for such expenses be recognized, and costs incurred under such a
policy be allowedo
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(1) Excess Facility Costs

It is felt that this paragraph should take a positive approach and provide
that reasonable costs of maintaining, repairing, and housing idle and
excess contractor-owned facilities be allowable. It is unreasonable and
inequitable to limit allowability to those necessary for current and
immediately prospective production purposes or to condition allowability
on separate contractual coverage 0

(m) Fines and Penalties

No commento

(n) Food Service and Dormi!ory Costs and Credits

The reference to Paragraph 15-20401 (b) should be deleted for reasons
stated in the transmittal letter.

(0) Fringe Benefits

No comment.
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(p) Insurance and Indemnification

(1) Paragraph b (ii) should be deleted as a contractor should be
permitted to carry business interruption insurance at his discretion
and baving done so, the full premiUJI. paid should be allowable.
Further, fro. a practical standpoint it is not possible to exclude
profit, interenand unallowable cost itellls from standard insurance
policies,

Paragraph b (iii) should provide that costs of insurance or of any
contributions to any reserve covering the risk of loss of or damage
to Government-owned property are allowable to the extent that the
Government has not relieved the contractor of liability, Moreover,
it is a usurpation of management prerogative to demand as a condition
of allowability that the Government require or approve such i ••urance.

Paragraph c should be deleted in its entirety as it is another
instance of the failure of the Government to recognize a true cost
of doing business. This is discussed fully in the transaittal letter.

(2) It is recomaended that this paragraph be deleted. It is logioal to
assae that normally both the Goverrment and the contractor w11l
desire to insure that adequate coverage is obtained. In the absence
of negligence on the part of the contractor, indemnification by the
Government against liabilities not oompensated by insurance would
therefore of necessity result fro. some totally unexpected occurrence
which neither party could reasonably anticipate, For this reason,
it is patently unfair to make the contractor responsible for
insertion of express provisions to cover such contingencies when it
is impossible to determine them in advance of their occur~ence.
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(q) Interest and Other Financial Costs

The case for the allowability of interest has frequently been presented by
Industry to the Government in letters previously filed by this Association.
We feel quite strongly that at least interest costs related to securing
working capital which is to be used in the operation of the contractor's
business should be acceptable as a cost to Government contracts and the
Government should participate to the extent that such borrowing is required
for the performance of Government contracts. As is well known p the recent
funding problems of the Government and the current change in the regula
tions relatil~ to progres9 payments and reimbursement of costs under the
cost reimbursement type contracts has made it mandatory upon the contractor
to increase the extent of borrowingsQ

Although it is recognized that the Government has stated increased borrow
ings will be recognized in negotiation of the contract fee or profit p this
leaves the subject open to negotiation between Contracting Officers and
contractors. In most instances p it is our belief that where individual
negotiations are involved p the Government representative will not adequately
recognize this factor Q In addition p as a matter of equityp all contraotors
should be entitled to equal treatment in reimbursement of costs and the
appropriate method of doing this is to make interest costs to Government
contracts allowable.

(r) Labor Relations Cost

No Comment

(s) Losses on Other Contracts

This Paragraph should be revised to permit the allowability of losses or
costs incurred under participating research and development contracts
where it is intended. As wrHten the paragraph is inconsistent with the
Court of Claims decision in Bell Aircraft Corporation, v. U. S., 100 F.
Supp. 661 (Ct. Cls o 1951) aff'd. per curiam, 344 U.S. 860 (1952), where a
Government Contractor was allowed to capitalize losses on experimental
contracts and allocate them as costs to other Government contracts.
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(t) Maintenance and Repair C9,!tt8

(1) Sub-paragraph (ii) wou~d limit the allowability of extraordinary
maintenance and repair ~o5t5 to the portion directly allocable to
the period to which applicable for purposes of determining contract
costs. This could result in the disallowance of deferred mainten
ance expenses allocable to precontract periods. This is a very
inequitable treatment and such cost should be recognized in the
p,riod in which incurred. In any operating plant there is usually
some element of deferred maintenance, and a combination of engineer
ing and managellent skills is necessary if undue wear j plant break
downs or other undesirabl~ re~ults are to be avoided. Management's
decision as to 'When to repair is usually based on whatever action,
or inaction~ as to malntt'Jnance .,i11 produce a minimum effect on cost.
Deferred maintenance !l.l"1.S!!S from such causes as:

(a) Inability to close a plant or part thereof, or remove a machine
for repair w.Uhout interfering with a production schedule.

(b) The scheduU.ng of periodIc repair periods during which
accumulated repairs and overhauls are made.

(c) The relatively high cost of overhaul:i.ng a single item as
compared ",ith the ~ollective overhaul of a group of items during
or following an operating period o

(d) The lack of need for future efficiency as in the case of an
item which is to bo disposed ofo

Moreover~ it will be adlIdnistratlvely difficult for military auditors
and contr'ad,lng officers to determine (a) deferred maintenance arising
out of abnormal operattng c::rmditions and (b) when deferred mainten~

ance has been dele-yed to 1. fut.ure period. It is believed that the
re~ention of this pro~~~Lon in sub~paragraph (1) (ii) will cause an
increase in the number of !i costs questioned" and can only result in
prolonged justification and argument and undue delay in settlement.

The reference to Sub""paragraph 15=204.1 (b) should be deleted for
re.asons stated in the transmittal letter.

t2) ""No Comment

(u) Manufacturing and Production Engineerlng Costs

No Comment
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(v) Material Costs

(I) No cornmento

(2) This paragraph would require adjustment for credits whether or not
they are actually receivedo The last sentence also suggests that
discounts lost by a contractor are to be credited to the Government.
These provisions could be very unfair. A contractor should be
required to exert diligence to take advantage of cash discounts, but
it must be recognized that perfect performance in taking such dis
counts is seldom attaj,nableo

(3) This paragraph excludes "write-downs" and "writew·ups" of values and
is inconsistent with generally accepted accounting principles and
practices. It is also inconsistent with the requirement in paragraph
(5) which requires interdivisional transfers to be made at the lower
of cost or market.

In combination these two paragraphs would require the contractor to
charge the Government less than cost for materials. It is difficult
to justify this requirement In a statement which intends to describe
the basis for charging costo In this situation it would be preferable
to allow ma,rket write~dcwns as cost in order to conform to generally
accepted accounting principles and practices.

It is recognized industrial and commerclal accounting practice to
reduce the value of inventory for the effect of losses resulting from
technological advances, engineering changes, defects, obsolescence,
shelf wear end other causes; and to charge such losses to the cost of
current operations. A proportionate share of such costs should be
allowable on Government contrdcts by reasonable apportionment, such
as allocation by product class and customer groupso

(4) This paragraph should be revised to provide tha t thi cost basis should
be in accordance with generally accepted accounting prinr ,pIes and
practiceso In shops where manufacturing is done on a p, )..;ct or
program basis~ material may be purchased specifically L:n and identi
fiable solely with a contract, but costs on the contract may be
accumulated on the basis of standard costs adjusted for material price
variation, rather than actual purchase cost for that particular lot of
material Or supplieso This paragraph as now worded makes it mandatory
for the contractor to record purchase costs on a direct job order basis,
even when this JS not his established accounting practice.
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(y) Overtime p Extra Pay Shift and Multi=shift Premiums

Extra pay shift premiums and multi~shift premiums differ in fundamental
origin and nature from overtae premium and should be excluded from the
same treatment as overtime premium 0 Moreover p the paragraph as written
vould subject these types of premiums to the same standards for approval of
overtime premium which is inequitable and unnecessaryo The practice of
granting prem!urn pay for unpopular aulti~shift operations is a standard
operating procedure9 in fa~t~ it is normally made a provision in union
contracts 0 Therefore v a separate paragraph covering shift premiums
should be inserted with the understanding that shift premiums are allow
able if in accordance with the contractoris practices and procedures.

(1) The last s~ntence of this paragraph should be deleted since it
dictates the accounting system afthe contractor 5 This point is
discussed fully in the transmittal lettero Moreover~ the word
"disproportionate'! could be misinterpreted and it is suggested
that the word iiinequitable~u be substituted o

(2) This paragraph should recognize a third category of overtime origin»
namely administll."atbre overtime which should be allowed without
any specific approval requiremento

(3) This paragraph fails to recognize that authority higher than the
contracting officer may authorize overtims o

For the above reasons~ we believe that paragraphs (2) and (3) should be
deleted in entiretyo The pro~isions not only impose restrictions greater
than those in the current DOD Directive 4105048 but we also believe that
the definition should not be written around such directive since it is only
a temporary measure o

(z) Patent Costs

The wording of this paragraph is unduly restrictive inasmuch as it indicates
that only those costs specifically mentioned are allowable 0 All costs lead
ing to the issuance of patents as well as infringement, investigation and
litigation should be regarded as allowable costs, In addition the last
sentence adds two more restrictions (contract clause coverage and conveyance
of title to the Government) which would limit allowable costs to those
related to patent applications where title is conveyed to the Government;
these are very inequitableo

(aa) Pension Plans

No comrnento

(bb) Plant Protection Costs

No commento
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(v) Material Costs

(5) The requirement of this sULb=paragraph that interdivisional sales or
transfers be priced at the lower of ~ost or market is inequitable
unless the write-dovn to market (replacement value) has been
recognized as an allowable cost (see paragraph (3) above). Moreover p

this paragraph states that a departure from the basis of the lover of
cost or market is permissible wheTe W(i) the item is regularly ~
factured and sold by the rcontra©tor through commercial channels and
(1i) it is the contractor's long established practice to price inter
organization transfers at other than cost for commercial workw• It
is impossible for both conditions under (1) and (i1) to exist
concurrently and thelft'tfore the word lIfandii before (ii) should be changed
to fil or". The requirement that interdivisional pricing policy be "long
establishedi'/ is also inequIt.able since it would fail to recognize
changed economic conditions.

There does not appear to be any provision which permits the transfer
of components and parts between plants or shops at incurred shop cost
without the necessity of determining whether that cost is lover than
the current market pri©eo When suffi~ient reasons exist» such as
availability of matorial and Palfts required to meet schedules» quality
of work and material» and other ~onsiderationsp the contractor should
not be for~ed to ehe~k the supplier market for cheaper prices.
Ordinarily v except in cas~s of flagrant failure to protect the interests
of the Government or deliberate abuse of responsibility» the judgment
of the contractor as to sources of supply should be accepted if
exercised in good faitho

(v) Organi~ation Costs

All true costs of business must be recovered by a contractor in his business
operations. Organization eosts are no exception to this and should be
allovable p if they are amortized on a reasonable basis.

(x) Other Business Expenses

No Comment
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(cc) Plant Reconversion Cos!!

Costs of removing the contractor's facilities and the restoration or
rehabilitation caused by such removal are legitimately as much a part of
restoration costs as are similar costs occasioned by the removal of
Government propertyo Both types of costs are due to the impact and dis
continuance or diminution of Government business. There seems to be no
valid reason why a distinction should be made between Government property
and contractor propertyo Moreover, since such expenditures will not be
made until some time after the completion and final settlement of the
contracts which caused them, it is not realistic to limit allowability to
costs incurred, which infers that only actual expenditures made during the
period of contract performance will be allowed. It is quite obvious that
it is not feasible to hold all contracts open until all expenditures are
finally made, which may be a number of years after completion of Government
work, especially where a number of successive contracts are involved.
Reconversion costs determined and charged to current operations during the
periods of contract performance on the basis of reasonably substantiated
accruals should be allowableo

(dd) Precontract Costs

The limiting clauses "directly pursuant to the negotiation" and "where such
incurrence is necessary to comply with the proposed contract delivery
schedule" should be eliminatedo The condition of allowability contained in
the second sentence should be the only condition of allowability of cost of
this natureo

The reference to ASPR 15-,20104 (b) should be deleted for the reasons given
in the transmittal letter.

- ..... !>
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(ee) Professional Service Costs - Legal. Accounting. Ensineeringg and Other

(1) This paragraph would regard the costs of professional services
rendered by members who are not employees of the contractor p as
allowable ·when not contingent upon recovery of the costs from the
Government·. This phrase should be deleted since adequate tests
for allowability are provided without this added factor.

(2) The past pattern of such costs g the impact of Government contracts
Q~ his business g the nature of his own organizationp etc. p should
also be removed as additional determining factors as to allovabilityo
The scope and extent of Government regulations g the changing require=
ments of contract clauses and peril or loss in connection therewith
frequently make it necessary that a contractor avail himself of
professional assistance which is strictly a management decision. As
a'class» such costs should be allowable subject to the application of
the basic principles and standards of reasonableness and allocability.
In addition g retainer fees should also be allowable as a normal
business expense without the qualification indicated o

(3) The cost of successful defense of anti-trust suits and the successful
prosecution of claims against the Government should also be allowable
since such costs are incurred through no fault of the contractor.
The last sentence appears unduly restrictive. 'Rather than reatriet.ing
allowability to those instances in wh1ch provision is made in the
contract p such costs should be subject only to the tests of reasonable=
ness and allocabilityo

(ff) Profits and Losses on Disposition of Plant. Equipment or Other Capital Assets

No Comment

(gg) Recruiting Costs

Allowable recruiting costs should be broadened to include advertising in
magazines p etc op where the sole purpose is to keep the name before the
public and to attract good personnel to the compaqy~ unless these costs
are allowed under advertising in paragraph 204 0 2 (a)o
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(hh) Rental Costs

./
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(1) Since the general test of reasonableness is specified for all costs g

particular considerations should not have to be spelled out in
that regard for rental costs. If specific tests became a requirement,
it is essential that the test of competitive rental for similar pro
perties be added. The requirement for a comparison of costs which
would be allocable if the facilities were owned by the contractor
gets into the realm of conjecture and is inequitable. Normal tests
of reasonableness of rental costs should preclude the specific
limitations proposed.

(2) This paragraph should be deleted since it would penalize contractors
leasing from common control compared with contractors who have conven
tional leases» even though the rental charges are the same for both
or where the charges under the former are actually lower. It would
be very rare indeed to find a conventional lease where the rental
rate is equivalent to normal costSg such as depreciationg taxes g
insurance and maintenance expenses.

(3) This paragraph is also inequitable and should be deleted. Its pro
visions would dlscourage economic growth. The leaseback is an
established method for raising capital and would often not be used
by a contractor under the conditions imposed g since a substantial loss
could be involved. The basic rule of reasonableness recommended
above gives the Government complete protection.
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NSIA Comments on Selected Costs Section

5-204,2 Selected Costs

(ii) Research and Development Costs

The need for adequate research and development activity is of such importance
that adequate recognition should be given to this cost of industry in the
performance of this vital function. The benefits accruing to the Government
and to the nation as a whole from industry's research and development efforts
are immeasurable ~hen it is realized that these efforts are of vital concern
to the ~elfarep defense and security of the nation. It is therefore strongly
recommended that the Government give favorable recognition to all of such
costs.

(I) No Comment

(2) The last sentence of this paragraph should be deleted since it ~ould

base the test of reasonableness on the patterns of cost of past
programs p which is an unduly restrictive limitation,

(J) The definition of u~developmentU' as being '~the systematic use of
scientific knowlege directed toward the production of useful materials,
devices p methods» or processeS 9 exclusive of design p manufacturing and
production engineering~ Is not ~ufficiently clear and distinct from the
definition of general and basic research o Research which is directly
basic could be misconstrued as comlng ~ithin this definition of
development and therefore the language should be changed accordingly.
In addition 9 there is just as much benefit accruing to a research and
development contract as accrues to a production contract and therefore
the vords uVunder any production contractU should be deleted.

(4) This paragraph should be deleted as it dictates the accollnting system
of the contractor (sEle transmittal letter for details).

(5) This paragraph is inequitable and should te de.leted. Such costs are
true costs of doIng business 9 and. must be recovered by a contractor
in his operations. Moreo'1I'er» to say that such programs do not benefit
current Government contracting is completely erroneous and unjustifiable.

(6) This paragraph referring to 15=204.1 (b) should be deleted for the
reasons stated fully in the transm.ittal letter.



1IA Comments on Selected Costs Section

5-204 0 2 Selected Costs

(jj) Royalties and Other Costs for Use of Patents

(1) Under this paragraph~ item (iii) should be eliminated since the deter
mination of unenforceabi1ity of a patent is a judicial function and
not that of a contra~ting officer or of an auditor o Moreover p in
item (ii) the phrase ~or has been administratively determined to be
inva1idil should a.lso be deleted for the same reason o Royalties which
are legal obligations of the \Contractor should be allo'lol'able o The
contractor should be protected in his legal obligations and costs
should be disallowed only in inetan~es where the Government has speci
fically assumed any l:i.",.b>ility for nonpayment of royalties by the
contractor 0

(2) This paragraph should be deleted for the reasons set forth in the
transmittal letter as di~tating an audit manual approacho

(3) This paragraph~ 'Which also constitutes an audit manual approach p should
be deleted for the It''ea30nl~: set, forth in the transmittal lettero

(4) This paragraph should be deleted o This paragraph could result in the
dlsal10vance of royaltbs whi.ch the contraiCJtor must legally pay under
a patent which he in the dIstant past sold p where he did not reserve
any right to use such patent for the Teason that he did not foresee
the necessity of its use in GOY8rmnent business at a future date o

This is an unjustifiable penalty and fails to recognize a true cost
of doing bus:i.ness o

(;) This reference to ASFR 15=20401 (b) should be deleted for reasonS
set forth fully in the transmittal 1etter.o



NSIA Comments on Selected Costs Section

~5-204.2 Selected Costs

(kk) Selling Costs

(1) No comment.

(2) This paragraph as presented in unacceptable. It would permit an
allocation of only those expenses which consist of "technical,
consulting, demonstration, and other services which are for
purposes such as application or adaptation of the contractor's
products to Government use". This is an unwarranted limitation
on this category of expense which should be fully allowable subject
to the tests of reasonableness and allocability.

The philosophy that selling and distribution expenses are generally
unnecessary in securing government business is a viewpoint that is
completely erroneous and unjustified. Although some contracting
officers do recognize certain direct selling expenses, they endeavor
to limit them to the portion which can be directly connected with
government orders. However, the Government fails to recognize the
indirect benefits it has taken advantage of in being able to place
orders fOr either standard commercial or especially designed products
with companies which, through expenditures for advertising, sales
promotion and selling activities, have the capacities to produce
efficiently and quickly the requirements of Government that otherwise
could not be possible without tremendous expenditures and extended
delays. This paragraph states that selling and distribution
expenses are allowable only if a "reasonable benefit'to the GOvernment"
can'be shown. All types of selling and distribution expenses should
be treated as allowable.

(3) Delete the words "Not withstanding (2) above n for the reasons stated
above under (2).

(11) Service and Warranty Costs

No comment.

(mm) Severance Pay

No comment.

(nn) Special Tooling Costs

No comment.



'IA Comment, on Selected Costs Section

j-204.2 Selected Costs

( 00) I.!.ls.U

(1) (ii) This paragraph should be deleted as it is inconsistent with the
allowability of financing costs.

(1) (iii) This paragraph should not require that the contracting officer
determine the extent of the administrative burden. This is
clearly a usurpation of a management prerogative.

(2) This paragraph should not require that the contractor take the
actions required therein "prior to payment of such taxes."
Frequently, due to the length of time required to obtain
contracting officer action, the contractor would be in default
in payment of taxes. In addition~ the contractor should only
be required to take all "relisonable" action directed by the
contracting officer. This paragraph should be modified to define
more specifically what types of tax assessments must be dealt
with only under the Contracting Officer's instructions. Almost
any taxes may be illegally or erroneously assessed and the
provisions as currently worded could conceivably require the
contractor to request instructions concerning payment of every
tax encountered~ even though apparently qualifying under the
general defini tian of allowabllity in order to be assured of
reimbursement. Undoubtedly the intent is more to provide a
procedure for dealing with attempted assessments of Government
property in the contractor's possession by attributing fee title
or taxable possessory interest to the contractor. If this 15
the case~ the wording should be changed to encompass the actual
conditions which necessitates the Contril!.cting Officer's
instructions in order to preserve the tax payments status as an
allowable cost.

(3) No comment.



SIA Comments on Selected Costs Section

$5-204.2 Selected Costs

(pp) Trade, Business, Technical and Professional Activity Costs

(1) This paragraph would, by its definition, exclude service organizations
and Chambers of Commerce which are also necessary costs of doing busi
ness. The definition .therefore should be amplified to include such
organizations.

(2) No comment.

(3) This paragraph as proposed is unduly restrictive in that it refers only
to technical information or information that is aimed at the stimulation
of production. We feel very strongly that meetings, conferences, and
exhibits for the purpose of improving overall coordination of the busi
ness or various segments thereof, or the dissemination of information
about the business to the trade, the public, prospective employees, etc.
is just as important to the successful performance of Government
contracts as are technical and production meetings. This paragraph
should therefore be expanded accordingly.



1~IA Comments on Selected Costs Section

~-204.2 Selected Costs

(qq) Training and Educational Costs

The details in this paragraph are unjustifiably restrictive. These in
clude such items as (1) specifying the number of hours an employee may
attend classes on a part-time basis during working hours, (2) specifying
that postgraduate but not undergraduate tuitions will be allowable costs
in connection with full-time educational programs, (3) limiting reimburse
ment for full-time participation to one year for each employee except in
unusal cases, (4) disallowing as a cost "subsistence, salary or any other
emoluments" of employees pursuing full-time scientific and engineering
education at post-graduate college level, and (5) prohibiting grants to
educational institutions. In addition to limiting severely the needed
flexibility of basic principles, this particular paragraph can have even
more far-reaching implications for other reasons.

We are, now, in a reappraisal of why the nation is falling behind in
education of scientists and engineers and in support of basic research.
Industry is the principal source of aid, especially to private educational
institutions of both secondary and collegiate. levels. This definition,
however, would force industry to severely curtail its support of educa
tional programs if the Government fails to carry its proportionate share.
All true costs of business must be recovered by a contractor in his busi
ness operations; all training and educational costs are no exception to
this and should be allowed.

(rr) Transportation Costs

The last three sentences of this paragraph should be deleted as they
dictate the contractor's accounting system.

(ss) Travel Costs

(1), (2), (3) and (4) No comment.

(5) The reference to ASPR 15-204.1 (b) should be deleted for the reasons
set forth in the transmittal letter. Moreover, the phrase "subject
to allocation on the basis of work or time period benefitted when
appropriate" should be deleted as dictating the contractor's account
ing system.



~SIA Comments on Selected Costs Section

L5-204.2 Selected Costs

Termination Claims

Recognition should also be given in the cost principles to the following
additional items of cost which are experienced by contractors under
termination claims:

Initial costs
High start up costs
Loss of useful value on special machinery and equipment
Post Termination Expense, including costs of handling,

packing and shipping material returned to suppliers,
or diverted to other uses at other locations of the
contractor

Preparatory Costs
Special leases
Subcontract Settlements
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Honorable W. J. McNeil
Assistant Secretary of Defense
Department of Defense
Washington 25, D. C.

Dear Mr. McNeil:

December 13, 1957

The committee on national defense of the American
Institute of Certified Public Accountants has reviewed the
September 10, 1957 draft of the revision of Armed Services
Procurement Regulation, Section XV, Contract Cost Principles.
The following comments represent the consensus of the members
of the committee on various parts of the draft.

We concur in the idea of a single broad set of cost
principles, providing that in their application, recognition
is given to the circumstances created by each type of contract
as a part of the conditions and factors which have a bearing
on reasonableness, relevancy, allocability, etc.

The committee feels, however, that revisions are
necessary in this proposed draft tn order to make it entirely
workable and sufficiently flexible to be applicable to all
types of contracts in which cost is a factor in price negotia
tions,

The suggestions which follow cover the points on
which our committee differs materially with the position taken
in the draft, or where it was felt that clarification was needed.

15-204.1(b) The language used in this paragraph
might be interpreted as meaning that the more controversial
costs to which this section refers would be disallowed in the
case of negotiated fixed-price type contracts unless covered
by an agreement in the contract file. The mere fact that nothing
is done in advance should not result in disallowance of such
costs if the facts indicate otherwise. The committee felt that
this point should be clarified.

15-204.2(a) Advertising Costs. It was believed that
the rules as to advertising costs were unnecessarily restrictive.



Honorable W. J. McNeil December 13, 1957

It would seem that advertising costs should be allowed where
benefits to government contracts can be shown. For example,
it would seem reasonable to allow the cost of advertising for
scarce materials, or for second-hand machinery when new
machinery is hard to obtain.

l5-204.2(f)(6) Profit Sharing Plans. The members
of the committee found it difficult to see why lIProfit sharing
plan costs under plans of the immediate distribution type are
unallowable." The ruling-out of any specific method of deter
mining a portion of executive or employee compensation seems
out of place in a definition of cost principles. The committee
felt that if the total compensation is reasonable, such distri
butions should be allowed.

l5-204.2(f)(7)b Deferred Compensation. The ?hrase
"it is for services rendered during the contract period I might
be misinterpreted so as to exclude provisions for currently
accrued pension costs which are calculated in part on the basis
of past services. It is suggested that a clarifying statement
be added to the effect that the amortization of pension Gosts
based on past services which is permitted for federal income
tax purposes, is an allowable cost.

The committee also felt that the paragraph w~s not
clear as to the application of the carry-forward provisions in
connection with profit-sharing plans of Section 404(a)(3)(A)
of the Internal Revenue Code of 1954.

A minor point - the Internal Revenue Service is twice
referred to under its old name, Bureau of Internal Revenue.

l5-204.2(h) Contributions and Donations. The
members of the committee were unanimous in feeling that
reasonable amounts of contributions and donations should be
allowed. They suggested that the maximum could be the equiva
lent of that allowed for corporate federal income tax purposes.

l5-204.2(i) Depreciation. While it was agreed that
under generally accepted accounting procedures, and for tax
purposes, depreciation is based on original cost, sound compe
titive pricing of products may require the recognition of
depreciation based on current cost. The committee suggests
that further consideration be given to permitting, as an
allowable cost, depreciation calculated on the current cost
of assets used in government contract operations. The committee
realizes, however, that such a departure from cost determination
for financial and tax accounting purposes may create difficult

- 2 -
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problems in trying to apply this concept to Government contracts.

Referring to sUb-paragraph (2)(i), it was assumed
that "property cost basis" generally means original cost basis.
Also, it was felt that what is to be done in the case where
the depreciation taken on the books differs from that shown on
the tax return should be clarified as to the application of
this section.

It was also suggested that, in connection with sub
paragraph (iii) on Page 19, it be made clear that the approved
types of depreciation calculation are not limited to those
included in this reference to the Internal Revenue Code of 1954.
For example, depreciation based on use or production would
presumably be allowable. The committee assumes that, insofar
as one of the methods listed in sub-paragraph (iii) is used,
the amount cannot exceed the amount permitted for federal income
tax purposes,

15-204.2(a) Interest and Other Financial Costs. The
committee agrees with the disallowance of interest costs if it
is made clear that the profit allowed is to be large enough to
cover interest on the turnover of borrowed capital in addition
to a return on equity capital, thus assuring equitable treatment
of contractors employing different methods of financing.

15-204,2(v) Material Costs. The committee felt that
more leeway should be allowed for the use of current material
costs. Specifically, it recommended that the following state
ment, which appeared in an earlier draft, be restored: "When
materials in inventory at the commencement date of a Government
contract have a provable replacement cost significantly different
from book cost, either the contractor or the Government may elect
to use such replacement cost in lieu of book cost in pricing
materials i.ssued from such inventory." (Applications of Cost
Principles and Standards to Supply Contracts and Research and
Development Contracts with Commercial Organizations - Draft HWB
15 Mr. 1954).

1 -204.2 Overtime
Premiums. Referring to sub-paragraph 3 ii A and C, the
committee calls attention to the fact that overtime operations
do not necessarily increase unit costs since the higher labor
costs are often offset, or more than offset, by lower amounts
of assignable fixed overhead. It believes that, in the case of
negotiated fixed-price type contracts, special authorization
for the inclusion of overtime and similar premiums should be
required only when unit costs will be increased.

- 3 -
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l5-204.2(hh) Rental Costs. Sub-paragraph (3)
seems to the committee to be unnecessarily restrictive. If
the sale and lease-back is an "arm 's length ll ag,reem.ent and
if the rentals are reasonable and in line with those charged
for similar properties, it was felt that the amount of rent
paid should be an allowable cost.

*****
The committee wishes to express its appreciation

of the opportunity to review the draft. It has attempted only
to make suggestions that would constitute constructive proposals
leading to the goal of equitable treatment of both the Govern
ment and the contractor. If we can be of any further service
to you in this matter, or if you have any questions as to our
suggestions, we hope you will let us know.

Respectfully sUbmitted,

Committee on National Defense
American Institute of
Certified Public Accountants

H. T. MeAnly, Acting Chairman

HTM:Bm
cc: Honorable Perkins McGuire, Assistant Secretary of Defense

Mr. Kenneth K. Kilgore, Director, Audit Division, Office
of the Assistant Secretary of Defense
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16 December 1957
"

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:

The National Security Industrial Association greatly appreciates the
opportunity to comment on the proposed revisions of Parts 1 and 2 of Section XV
of the Armed Services Procurement Regulation. The draft, of September 10, 1957,
has been distributed widely among our membership, and has been intensively re
viewed by our Contract Finance Task Committee and our Procurement Advisory Com
mittee. It has evoked a very strong and unfavorable reaction both from these
Cownittees and from our membership at large, which, as you know, represents an
extensive cross-section of all sections of American industry supplying the Mili
tary Departments. Adoption of the draft would constitute a drastic chan8e in
procurement practices, so broad in its impact that we earnest~y solicit your
detailed consideration of the attached material reflecting the attitude of our
membership. Set forth below is a brief summary of these feelings.

A. The proposed revision should not be adopted in its present form nor
in any revised form inc orporating the same concepts.

B. Adoption of the draft Ivould have the following impact on rrlilitary
procurement:

1. It would discourage industry participation in the defense program
at a time when the greatest degree of industrial participation is
needed in the interest of National security.

2. It 'lVould prove particularly burdensome and inequitable to small
business organizations.

3. It would increase audit and accounting burdens on both the Gov
ernment and Industry at a time when both are striving to achieve
the utmost in economy of operation.

4. It, in fact, would result in a lack of uniformity of treatment
among contractors, thus defeating its primary objective.

C. The draft has the follo'IVing specific features which are basically
fallacious and objectionable:

.-
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1.

.•. !

(1. /, ~ .(/

2.

It would extend the theory of cost allowance and disallowance to all
types of prime contracts and subcontracts, whereas, legally and con
tractually this theory can be applied only to cost reimbursement type
contracts. Uniformity of treatment of contractors, without regard to
the specific type of contract involved, is, undoubtedly, a desirable
goal. However, when this goal is to be achieved through the applica
tion of questionable and arbitrary rules of cost acceptability, it

\ceases to be desirable. In a fixed-price contract, a contractor is
lentitled to be paid the price provided for in the contract, or as
redetermined pursuant thereto. In any such redeterPlination, the

)
negotiated price should not be unilaterally reduced by the disallow
ance of legitimate costs incurred by the contractor.

By its terms the draft dictates the accounting system to be employed
by contractors in that it governs the development and submission of
price analyses and cost statements and, hence, it precludes from

\price negotiation any consideration of costs set forth as unallow
lable in whole or in part.

It fails to recognize that reasonableness in amount and allocation
in accordance with an acceptable accounting system are the proper
tests of allowability of cost, and it substitutes instead arbitrary
determinations with regard to individual items.

4.
III <, ,'.1\ ,j c.~

') .,.
t \" ,),J

t
,.J,J' ...i

If implemented, it would, in effect, change all contracts to a cost
reimbursement nature, because it becomes the basis for the resolution
of questions of acceptability of specific items of cost in all con-
tI,act,u.3:,l, sit"uations • I ,I , ,~ft',l }". v'
0./ '~,,,tf", '.J...... '. :"'l .f' r • t, c' .r' y

Rather than giving recognition to all normal and legitimate costs of
doing business, i~ovides specific treatment for 45 selected items
of cos t, of which~re disallowed in vlhole or in part or made I(
subject to specific negotiation. By comparison, only /f7;'Of these" ; ,~t, !\;!;j,/ , '" '" I,
items are "unallowable" on cost type contracts under the present
Section XV; and only 9 of them are lI unallowable ll under the present
Section VIII.

6. It linposes a requirement that~i6 specific elements of cost must be
. negotiated into each contract to be allowable. Such requirement for

0",,:\ .' if .,' ",~egotiatiOl:J.'ia) favors any company in a strong negotiating position,
k) tJL.. "",....,) __-'!o"'(b) Opens the door to spec ial treatment, and (c) limits management I s
b,~~, C', (','~',:I ,J discretion to make sound decisions during the course of performance

()M;,'"'1/(, ,\:'~',;' N" of th~ contract merely because cost coverage had not previously been
t"..,( Cy,·,··,1 I' ,;"\" negot~ated.

7.) Finally, the draft incorporates a new test of acceptability. It es
tablishes that companies with a preponderance of Government business
are not subject to competitive restraints, and, accordingly, costs
of such companies must be scrutinized with great care, and, in many
cases, allowed only if specifically negotiated into the contract.

I This would promote a lack of uniformity in treatment among contractors
r through the disallowance of such costs to companies predominantly en

gaged in Government work, and the allowance of them to other companies
not so engaged.
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1,Je appreciate the opportunity you have afforded us to submit these com
ments and sincerely hope that they will be constructive in developing a mutually
acceptable solution.

Cordially,

;dl. /Jk fJcm L--.rL-

R. N. I1cFarlane
Executive Director

'de are sympathetic to the Department's desire to adopt a single compre
hensive set of cost principles. However, a comprehensive set can be applied to

I types of contra~t~only if the Department of Defense is prepared to recognize
th a OvJa l lvY of all normal and legitimate costs of doing business~ ~Je believe
that many 0 ne--(flfferences .or-opinion are susoeptible~"t'o res olution if fully
explored across the conference table by representatives of Government and Indust~.

Accordingly, we strongly urge that no action be taken on the present draft and that
a joint Government-Industry conference be called for the purpose of reaching agree
ment on the basic principles, around which a set of cost principles should be devel
oped. We are prepared to participate in such a conference at any mutually accept
able tirne.

{/V' - (' •.', ,I, " ;, .":(,

lh:':~f,t~(1 \\ -\ (/ {, \\\
V

I v ,/0./,

\.IV.

/ /. ~".'i ~ ; l'~,,.

0'1\" ('

J

Attachments:
General C0J11J11ents 

Schedule A
Schedule B
Schedule C
Schedule D
Appendix 1

RNMcF/rm
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General Comments
of the

NATIONAL SECURITY INDUSTRIAL ASSOCIATION

on the
DOD Proposed Revision of Section XV,

Comprehensive Contract Cost Principles
(Draft of September 10, 1957.)

N. B. McLEAN
Chairman. Board of Trustees

R. C. PALMER
President

R. C. SIMMONS
Chairman, Execul;ve Committee

R. N. McFARLANE
Executive Director

1. Because of the vital interest this draft has to members of NSIA,

it has been reviewed intensively by our Contract Finance Task Committee

and the NSIA Procurement Advisory Co~nittee consisting of more than 200

members, and therefore, the comments submitted below are representative

of a cross section of American industry both large and small, and of every

major segment of suppliers to the r1ilitary Establishment.

2. It is the opinion of all members who reviewed the draft that its

provisions are so drastic and objectionable as to make it unacceptable for

the following reasons, as explained fully later in these comments:

(a) Its provisions would hurt Government contractors,

particularly small business, many of whom would be

driven out of Government business, thus narrowing

the military base for procurement.

(b) It fails to give adequate recognition to the risks of

Government business assumed by contractors which has



compared with other types of business.

of contractors engaged in Government business as

-2-

( /,

~ ~I #.""
~ / 'f .

I f V"'"'
the effect of diluting abnormally the profit and fees !, .' \I.'." . \\ " .\q. \ v""

.·tt:· .'. " tJl. t \ \ i.... toil
.I ". I r ..· l .) (\' l ~..

l'-~. I J ~J. ,.1/<" '.'.
_0 f. • \\,.1'. ;'~)' \.
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existing procurement policies and practices.

(c) It represents a radical departure from currently

('y\ ~~\

(d) It multiplies the controversial areas involved and

'. 1/0' ,· ...\A. v .

are fair and reasonable and in the best interests of both the Government

resolved by such a joint approach before any results can be obtained which

would result in lack of uniformity of treatment thus

defeating its primary objective.

(e) It would require drastic revisions in existing and /)

accepted accounting systems of contractors.
. .,',r 6U ....

(f) It would be burdensome and costly to administer 1'-1' ,~,.~,•• I "to,,) \ \ r' I (( t , ..

because of the increased requirements for negotiati,~~(~~::~:~', ',,/.,/'" ',.'~, I)
\

'. t'; 1) ..L~'I\'\{(\"'\"and audit of numerous specific cost elements. '\O!\", 'J' ,. 'I '
O-t)o"1Jl t~ ."~. f' 10,.' r \y." ',1.

3. It is therefore strongly urged that it should not be released until

there has been a full and complete across-the-table review made of the

basic philosophies involved between representatives of the Department of

" Defense and of American business. These basic issues must be satisfactorily

/
and Industry. Of necessity» any approach must be predicated upon a mutual

understanding of the problems inherent in this undertaking based upon

bilateral and not unilateral decisions.

4. The comments presented below are directed towards setting forth the

basic issues involved. The attached Appendix 1 presents more detailed

comments which are general in nature on each of the paragraphs of the

proposed regulation. If you so desire we are prepared to submit specific

line-by-line recommended changes in wording at a later date.
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5. Our Industry Association is very much aware of the views of the

General Accounting Office and the Committees of Congress, and that you

have concluded that it would be more advantageous to have one set of cost

principles which are applicable to all types of contracts with industry.

However, our Association believes that a single statement of cost principles

would be acceptable to industry only if it adhe~sto certain basic premises

as set forth in our letter of September 17, 1956 to Mr. Thomas Wolfe. As

stated more fully in the letter, the approach to and the framework for a

comprehensive set of cost principles demands an entire new evaluation, one

which should not be hampered, confined or influenced by policies presently

enunciated in ASPR Section XV, Section VIII, or in any memoranda or im-

plementations of the individual Services as to particular elements of cost.

Such an acceptable set of eost principles should recognize the following

basic principles!

The approach to a set of cost principles must be based on

the Government's willingness to recognize and accept all

normal and legitimate costs of doing business. The deter-

~ J,-L.;../ ] (\ v ,I J' f'l''''d4,,,,,,.~1 mination of such costs should not be subj ect to shadin::."

~ ~.'~" /~I'.~Hl'" ;.'tl' d~,.!.! gradations, ~_",~~,<?'~,~"••~E:='UD1!:.~;es !.~or should allowability
r-J~ ~"I',...,AN ,r·. 1,- -w __•••_·

~ \I be conditioned on the ability of a contractor to previously
'. ;

negotiate special cost allowances into individual contracts.
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of the business» even though a direct relationship

to specific contracts cannot be determined.

(c) The framework around which a statement of cost principles

~' ,( ~ ~:J ~",j.>'" ::c::::-~:::::e:e a::O:a::i:::e::::.::::::e:Ollowed.
I- \', ,~,' ,1\ .t tJ \;,!

\LI.'',i: I:,:,,' ,:":': ,;",I.~' For the purpo.. of thi. comment ·generally accepted
(V\ f)" , 't \~:J ",~" ';'\* accounting principles and practices" can be said to be

" :~!" - i /.,.._,'
t'\.'v\~AJA.~ .. )v::~:t:: "'~,,' represented by an accounting system which in the opinion

tJ J P:: r~, •..Jj{,' ,"1., .",' .' of the contractor and the accounting profession produces

w:( o.~ ;,. '/I.A }.!.\:,,: ~ .~,t proper segregation of costs and equitable allocations of

,') .' ~~J\:~~.i jy' e"P.ns.. to 011 o.gmentB of aContractor'. husin... and
'J t!' c~J'\ \ \
t_."y is consistently followed. Emphasis should be on reasonable-

ness and fairness with flexibility as to system as long as

the accepted principles are reflected in the over-all

results. Abuses can best be prevented by the application

of normal tests of reasonableness and allocability, and

the disallowances of unreasonable or improperly allocated

costs.

The application of an acceptable statement of cost principles

once established should be limited to contracts in which cost is

a factor in negotiating price and should not be applied to

contracts let under formal advertised bids or negotiated

contracts in which reasonableness of price can be established

based upon evidence of competition or other supporting data

without reference to costs.

Audit instructions should be put into a separate document

completely divorced from any statement of cost principles.
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6. The proposed statement of cost principles fails to accomplish

any of these fundamental objectives. The basic reasons therefore are set

forth more fully below.

EXTENSION OF COST PRINCIPLES APPLICABLE TO COST REIMBURSEMENT TYPE CONTRACTS

tAJ Jv.,tl,.,{t\ 7. Fundamentally ~ the draft is a listing of allowable and unallowable

ck\Vl ('I .~JJJ costs most of the definitions of which have been adopted from earlier highly

&" 1"1/1;\ JJ ' obj ectionable proposals for the revision of Part 2 of Section XV of ASPR
~ tY"'~'

~.~L~t ' r~with respect to cost reimbursement type contracts, a proposal which

<';~J,~,".,.J merely extends such provisions across the board to practically all types
\ t . '1 ;.j

~\ :;-.b;\ ~:.lof contracts. Even in comparison vith these earUar drafts the current

t,f, ,>;.~, proposal represents a definite backward step from the standpoint of both

Government and Industry since it has multiplied the number of controversial

provisions as indicated below.

8. By its very terms, as defined in paragraphs 15-000, 15-100 and

15-101, the proposed regulation would apply to all Government contracts

and subcontracts thereunder, with the exception of construction contracts~

research and development contracts with non-profit institutions, and

facilities contracts which are covered under other parts of Section XV.

This would therefore include all contracts let by formal advertising,

negotiated contracts in which reasonableness of price can be established

by competitive or other pertinent factors, and all fixed price sub-

contracts, which we believe should be excluded from the scope of the

cost principles in any event •

.;,t ,(. " ~;,1'~ il -\-\.(.,t.....,·
J ,,"
f \
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9. Obviously, the scope of the application of the cost principles

should clearly define the types of contracts and the particular situations

in which the proposed principles are to apply. The principles for the

determination of cost should be limited in their application to situations

where costs are a factor in determining reasonableness of price. The

,application of the cost principles to subcontracts should also be clearly

defined with due consideration given to the preservation of the privity of

subcontractors 0

CRANOR IN BASIC PHILOSOPHY OF NlOCl:OTIATION

10. The format of these principles changes the basic philosophy with

respect to the pricing of negotiated contracts. As indicated in paragraph

15-101 (d), the statement endeavors to provide for the reimbursabi1ity,

/l.~ .~ ..J • a.11owability, acceptability, and the like (by whatever name called) on a
Cr ,J.c.'fII">/)~
~~/1t:~ ~common basis for all fixed price type contracts and accordingly calls for

h~ N'*'"

I

~v~ft'\'''''''' cost determinations under fixed price contracts. Thus identity as to type

,/'...,~,; ~'( of contract would be lost, and as a practical matter, every contract would

J:I
I become a cost type contract either on an estimated basis or an actual basis o

This type of mathematical pricing is incompatible with the intent of fixed

'price contracts and would result in pricing on the illegal basis of cost

Plus a percentage of cost.

11. Sub-paragraph 15-101(a)(ii)(A) states that the cost principles

are to "serve as the basis for the development and submission of cost data

and price analyses by contractors in support of pricing, repricing,

negotiated overhead rates, requests for progress payments and termination

settlement proposals o
ll This indicates that contractors are to omit from
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\
j ~~ t.A

submissions of actual cost data, estimates, or price analyses thoseI'r;~ !
v~\l 10 ()".'

items of cost that are arbitrarily determined by the Government to \ V;2.~·-",.,j I bAJ.-'1

of ,1 t., ',:..:1 kA~LtIbe unallowable but which are in reality normal legitimate costs ~ ~~
k-,L\(I' 1;1. .. '
P "VI ..tW Alt.>; t"'J

doing business. Under no circumstances can we agree to omit from SUb:...oo.:;t': tJ.k~

missions of cost data or price analyses, any costs that are incurred safi ;,..;/ LAt.:,!
tll~'~ j.\.p .~ :\ !

legitimate costs of doing business, and which are properly allocable r"!

to a contract, even though the Government may be disinclined to share

in such costs. Moreover, to do so would require

of existing and accepted accounting systems.

~12. The use of cost principles should be limited to being a guide

~4-;Jl., Jin fixed price contracts (where cost is a factor in negotiating price)
._ \ ~ .•'!!.~.:t·

A.' ~.. Irather than an absolute basis for final determination (which determination

, would be unilateral) of questions of allowability or acceptability of
\

costs. In sub-paragraph 15-101(a)(ii)(B) and (C) the use of the words

"basis" and "resolution of questions" implies that controversial issues

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

Government.

13. SUb-paragraph 15-101(b) makes the statement that "In negotiating

firm fixed prices or settlements for work which has been completed

factor indicates a curtailment of pricing by negotiation and the

the treatment of costs is P major factor in arriving at the amount

o •. . . .o 0

of the price or settlemen~." Again this emphasis on cost as a major

or substantially completed at the time of negotiation •

'I·

adoption of price by formula based upon cost plus a percentage of cost.

This is completely inconsistent with the principles of negotiation of



fixed prices as set forth in ASPR Section III, Part 8 on Price Negotiation

I,,

Policies and Techniques. The only area in Paragraph 15-101 which appears

to be left open for negotiation is where cost is a factor in forward

pricing, but even here Part 2 is specified as the basis for resolution

of que~ions of acceptability of costs.

14. As set forth in ASPR Section III Part 8, the primary objective of

the Government is to procure supplies and services from responsible sources

at fair and reasonable prices to both the Government and the contractor,

calculated to result in the lowest ultimate overall cost to the Government,

giving due consideration to such factors as capability or quality of

performance, ability to meet specifications, delivery in accordance with

required schedules, and improvement in the knowledge of the art. This

principle is applicable to the negotiation and administration of fixed price

type contracts, including price redeterminable and incentive types. In
I

\ establishing prices under negotiated contracts, educated judgment and not

I.llt.' t. '".;t) \ mechanical rules or mathematical formulae based on cost should be used.

U\.~~ \ It follows that pricing decisions should not be made solely on the basis
.,N'" ~
,,. "lof a determination of costs and profits.

l
FACTORS AFFECTING ALLOWABILITX OF COST

15. In 15-202.2 reference is made to factors affecting allowability of

cost, one of which is "significant deviations from the established practices

~'If"':S,', of the contractor lffiich would aubstantially increasa the contract costs·.

This factor is completely unrealistic and should be deleted. Deviations may

be necessary and required, as for example, to isolate pre-production costs

and to properly determine post-termination costs and expenses. Actually,

the factors of "reasonableness in amount" and "allocation in accordance with

generally accepted accounting principles and practices" are adequate in
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considering the determination of allowability of cost.

16. Although this paragraph includes reference to the "application of

those generally accepted accounting principles and practices appropriate to

the particular circumstances", the proposed cost principles do not in fact

discretion of Government personnel. Al though gerwr.'ally accepted accounting

principles and practices should be the standard for allocability, the

accounting principles and practices could be very narrowly applied at the

Moreover, the factor is qualified by the words "appropriate to

the particular circumstances" with the consequonc0 that generally accepted

agree with general commercial accounting practices in many important

respects.

proposed draft does not itself adhere to this standard, and is so incompat-

ible with it that it is frequently both inequitable and uneconomic from the

overall standpoint of the Government.

FAILURE TO REC03NIZE NORMAL AND TRUE COSTS

17. The incompatibility of the proposed principles with generally

Forty-five (45) specific items of cost, with

In spite of the emphasis on reasonableness and alloc-

merely because the Government chooses to call them unallowable and which in

accepted accounting principles and practices is exemplified by the expressed

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

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

VI" \ 1
,)..1." \ \J Non-Government business are normally recovered in the market place in the

~<:~)Z. price of the article sold.
I V"' ."

,qr ~,:~ :; "J additional subdivisions under many, are dealt with in detail in these newly
~ , I%"'P r...~"

~~~' 'lI.'''. d 1"" ~.~' ,,\,IV propose regu atlons.
, tot l,t..~ ,

,,~~:.... \J, ability, the draft would disallow in whole or in part 30 out of 45 of these

specific items of cost. The attached Schedule A lists these items broken

down into 52 subdivisions.
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18. By comparison, 17 of these 30 items are unallowable under the

present ASPR Section XV, and only 9 of the 30 are unallowable in settlements

by determination of terminated fixed price contracts under the present

Section VIII. In ather words, in comparison with the present treatment of

cost-type contracts, almost twice as many specific items of cost would be

subject to disallowance in whole or in part on all types of contracts

covered by the draft.

19. These unallowable costs are not only in contravention of normally

accepted commercial accounting principles, but are also in violation of the

proposed revision's own general standard of reasonableness and allocability

in determining the allowability or acceptability of contract costs. All

types of expenses listed in Schedule A are customary costs of doing business

and are related to the continuing growth and vigor of a business enterprise,

and as such contribute materially to the whole of a company's productive

potential. Even though some of these costs cannot be directly related to

any Government contract work, the Government is the beneficiary of substan-

tially lower overall productive costs made possible by the volume and scale

of operations which the contractor has attained by incurring such expenses.

Therefore, to disallow categorically any of these costs is unjustifiable and

their curtailment would not be in the best interests of the Government.

ITEMS REqUIRING SPECIFIC CONTRACTUAL COVERAGE OR AUTHORIZATION

20. In addition, Paragraph 15-204.1 refers to other elements of cost

which are made allowable or acceptable only if they are subject to specific

contractual provisions or advance authorization and even then some of these

are allowable only in a limited way. It is not clear why the items mentioned

are specifically singled out, nor is the listing in this paragraph all



inclusive since frequent cross this provision in other

paragraphs throughout the proposed regulation. There are 17 such areas of

cost involved as listed in the attached Schedule B.

21. This requirement would be combersome, administratively burdensome #

and in fact would not achieve uniformity of treatment, as actual practice·

would soon show some contracting officers willing and others unwilling to

negotiate these special provisionso ComPanies in a strong negotiating

position would undoubtedly achieve some manner of success in negotiating

such allowances while those in a weaker negotiating position would not.

Moreover, this requirement limits management's discretion to make sound

business decisions during the course of performance by requiring prior

approval to incur legitimate business expenses. Just as important,

however, is the fact that rather than using the basic principles of

reasonableness and allocability in accordance with generally accepted

accounting principles and standards as the tests to determine costs,

special provisions are required to determine allocability. Inasmuch as

uniformity and equity in the allowance of costs is one of the objectives

of a set of cost principles, these requirements for obtaining special

contractual coverage or advance agreements should be removed from all of

these items of costs. Our small business membership has expressed parti-

cular concern over this requirement.

INSERTION OF NEW TEST OF ACCEPTABILITY OF COSTS

22. The draft also incorporates a new test of acceptability of costs in

paragraphs 15-20103 and l5-204.l(b) by stating that companies with a pre-

ponderance of Government business are not subject to competitive restraints.

It admonishes that their costs must be scrutinized with great care as to
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reasonableness and allocability, and with respect to such companies certain

costs are to be allowed only if they are specifically negotiated into

contract or agreed to in advance of the contractor's incurring of such costs.

Reference is made to this philosophy 19 times in the proposed draft as listed

in Schedule C, based upon the fallacious assumption that such companies are

not subject to competitive restraints. That this is far from true could be

readily demonstrated. ,') ~ 411'{!.'''t~,,~ ~ .I!l,l.")\~, if1:,~ t-v li \V J,~.~ot,,'~/J

23. Why these specific cost elements should be singled out for this

test is not apparent, nor is it conceivable why "lIch costs would be allowable

to one company which is not predominantly engaged in Government work, and not

llowed to another, merely because it is predominantly Government. This test

s highly inequitable and should be deleted throughout the draft.

CHANGES IN ACCOUNTING MEmOOS AND PROCEDURES AND/OR AUDIT MANUAL APPROACH

24. As in earlier drafts of Part 2 of Section XV there continue to be

many provisions in the new proposal which either dictate the accounting

system to be used by the contractor or spell out such detail as to constitute

an audit manual approach. These areas totaling 26 are listed in the attached

Schedule D which is an increase of 6 over previous drafts with respect to

cost-type contracts. Indicative of the audit manual approach is the direction

throughout the draft that the Government take into account other factors in

addition to the usual tests of reasonableness and allocability. To add these

new and most nebulous criteria, the application of which would necessarily be

even more vague and nebulous in character, will lead only to confusion, and

inconsistency of treatment.
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25. In the initial award of a Government procurement contract~ the

contractor's general business reputation, management know-how~ responsi

~ }.vJ! "'L\,~I bility ~ and productive efficiency are generally taken into consideration.

l'~~'t'c-.(:. It is totally contrary to good contracting policy, in the interest of
'. '(;V~,~

1'~'~cC},"~'" ., Go..vernment as well as to the contractor, to superimpose upon this general
AI \I' '!e

~~t;,V-;e'view authority additional oriteria involving retroaotive raview of

tJ;tf"T 1J'!'J··",·¥~~",tndividual business judgments with respect to the incurrence of costs.
~ L~,·t .~ tJ-w '" 1"All ~',}t"''fhio ia particularly true since audit. are ganerally removed from the

~ ·wS·~~t existing circumstances underlying the business judgments at the time they
r>~- ~"~-

\...\.l:-.l ~ l' ~ are exercised. Moreover, the insertion of these additional factors is
J..!""J...

~''').',,_ unnecessary in the light of the existing tests of reasonableness in amount

and allocability in accordance with generally accepted accounting

principles and practices. Such factors should therefore be completely

removed from the proposed revision.

IREATMENT OF INDIVIDUAL COSTS TO COVER SPECIAL CASES

26. The draft has entered into a detailed treatment of certain items

of cost~ which obviously is an attempt to cover peculiar circumstances of

special cases. It should be recognized that emphasis should be placed on

the basic principles of "reasonableness in amount ll and "allocability in

accordance with generally accepted accounting principles and practices"

rather than the injection of rigid detailed treatment of various cost

elements to cover such special cases. It is undoubtedly the intent of these

detailed instructions to provide Government auditors and contracting officers

with guides. However honorable the intent, detailed treatment of various

cost items generally leads to arbitrary, unilateral, and artificial

determinations which are not consistent with sound business practice nor with



the basic principles of reasonableness and allocability. Therefore i we feel

that this has no part in a statement of cost principles and seriously limits

the flexibility of the basic principles in addition to creating costly

administrative problems and many misunderstandings.

* * * *
27. In conclusion i the application of the provisions of the proposed

cost principles to fixed price type contracts on much the same basis as

cost-reimbursement type contracts would impose burdensome administrative

controls thus increasing costs to the Government as well as impair manage

ment responsibilitYi authoritYi flexibility and incentive.

28. We are grateful for the opportunity of presenting these comments.

Howev~ri we believe that a fundamental problem of Government relations

exists which results from the lack of general understanding and agreement

between the parties involved which will never be resolved by an exchange of

correspondence. It is therefore requested that a conference be arranged to

explore fully and reach agreement on the basic philosophies around which a

Comprehensive Set of Cost Principles should be developed. Once this mutually

acceptable philosophy is reached it is suggested that a joint Government

Industry drafting committee be established to reduce these previously defined

policies and objectives to a detailed written form. Our Association is

ready to lend support to this undertaking and is willing to devote its

talents in whatever way is necessary to bring about a mutually agreeable

conclusion.

29. Because of the importance attached to this effort our Contract

Finance Committee has devoted extensive effort for more than a year to the
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development of an industry proposal for a Comprehensive Set of Cost

Principles. This is nearing the final stage of completion and we will

be prepared to present it for consideration in the very near future.

It is our opinion that this draft might provide the basis for resolution

of many of the problem areas discussed herein.

- 0 -

Attachments:

Schedule A
Schedule B
Schedule C
Schedule D
Appendix 1
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ASSISTANT SECRETARY OF DEFENSE

Washington 25, D. C.

SUPPLY AND LoGISTICS

CP

Dear

We have completed our staff' analysis of the views of' industry as
expressed 1n connection with the draft of the comprehensive set of cost
principles dated 10 5eptembe1" 1957.

We believe that the next step should be to consider with industry
certain issues which have been raised by industry comment and which a1"8
basic to the realization of a mutually acceptable document. The issues
have been separated into twelve questions, four of which are basic to
the use ot a ~omprehen8ive set of cost principles and the remainder of which
relate to those individual items ot expense which were most widely camnented
on.

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

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

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



Paragraph .2!:~

Part 1, "Applicability"

15-204.1(b)

15-204.2(f) Compensation

15-204..2(y) Overtime

15-204.2(ii) Research and
Development Costs

Purpose £! Change

To clarify intent that Part. 2 has application
to "negotiated" pricing and to clarify the
nature of the evaluation of cost data in
such pricing.

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

To simplify the coverage; to modify it to
provide for the a11owabi1ity of management
incentives to the extent that the totAl compen
sation is reasonable; and to sharpen the
guidance with respect to reasonableness of
compensation.

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

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

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

Sincerely yours,

Inclosures



'. AGIIDl------
Jleet1q nt.h Inc1uat.rt'Repreeentat.ivea

Cont.ract. Colt, Principles

Oc,t.ober 15, 1958

2l Aquet 1958

A. Ditterences in general concepts ~"'''D industry cOIBHnts &Dd
September 10 draft.:

1. Applicabll1t.1 - ,~

Conoern evidenoed t.ha.t the aPR11cat.ion to fixed-prioe tne contl"aota
11I&1 lead to formula pr1ciaa. Dl.oua.iol'l ot re'ri.s.d Part 1.

2. wAll Coststl concept :.

Contention that Government should accept a ehare ot all 1'1ol'lll&l
bueinese costs.

3. Reasonablenese and alloeabilit1 -

Feeling expressed that the t~ tlreasonablene"tI and allocabilltr'
need no further amplification in the principles. Colttraoto,r's normal
practice and accountil'l1 qat. should 10V8l'1'l acceptance of apecific colta.

4. Advance understand1J181 -

Objections were ra1eed to the provision encouraging advance negotiation.
to reach "agreement on the basis tor allowing certain eoets. Discussion
ot clari.ty1ng revision ot Parasraph 1,..204.l(b).

B. Specitic 1ttuol ooStl

1. Advertisina '
2. Campeneation 101" personal servic.. -

DiSOUISioD ot rev1lion ot Paragraph 15-204.2(1).

3. Contributions and donations
4. Intereet
5. Overt1m.e-

J)1ecusa1on ot revi.ed ParaFaph 1,-204.2(1).

6. Plant reconversion COltl,
7. Relearch and deTelopneDt -

Discussion ot revised Paragraph lS-204.2(11).

8. Training and education
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, -'\'
.,~ PropOsed Amendments to Draft Dated 10 September 1957

Sl!lCTION IV
1

CONTRACT COST PRINCIPlES
\ \. "

"(
15-000 Scope g! Section. This Section contains general cost principles

~d atanc1arcls for uee in connection with (i) the detem1nation or !'1Wtorical
"~. "\ . . , ,T :.... ' ' :':. i, '. ",' .,

coata, (i1) th4---pNparation and presentation o-feoet·,'est1JDat.e& bTproepeGt-i"l'
J, 76 "'., •

...,...... ~ ,,",' -( ..t(' • I ;;[" (" ~ l., ;" , _.,1 ~ , \.. -.~. r, , .,. (r ~ .~ ~ -.; ( r .~. ..-'\ ,i" ( ! .

,c.oIltractora; contractors"and-subcontractors in negobiated proourement and in
",·~t_~,~, . '0 ' I f ( ,\" '. '"," 'I- ••,.I~ '~./ -r i_·'~,,".l1 .l- '. . ,- • .r" :f.... "

termination tor con.n1ence of the Government, and (iii) the audit or cost

_~.the negotiation and administration of contracts, and (iv) the evaluation

of cost data. in procurement and contract administration.

Part 1 - Applicability

15:101 Scope.2! f!!1. This Part prescribes the use ot the cost principles

and standards set forth in the several succeeding Parts of this Section in

contracting and subcontracting and delineates the nature ot such use under
," ~ t ,
different circumstances o

15-101.1 !!!!. Part. 2 is prescribed tor use:

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

contract, tor determination of:

(A) reimbursable costs under cost-reimbursement t7p8 contracts

including cost-reimbursement type subcontracts thereunder

and the cOlt-reimbursement portion of time and materials

contract8~

(B) ~eDs·when the UlOWlte thereof are detel'll1ned

VlilaterallT by the contraot~ott10'.r;
~

(0) coata of termiDated cost-re:1mbursement contract••

l '.
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(ii) As a basis :tor:

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

analY'ses bY' contractors and. PI'Ollpective contractors as

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

negotiated overhead rates,~equ••ts ~or progress payments,

and settlement proposals under t,l'!:1:"'\'1 nl':tion;

(5) audit repOrts prepared by the Audit Agencies in their
\

aMonnt'1_n,~i_nformation.,"

1
re?~~~~~~ and termination.relpectingnegot1ated pricing)

advisory capacity of providing

{i,l' "
ttti) BY' Contracting Ofticers in the evaluation of cost data, as

follows :

(A) !!! Retrospective Pricing !lli! Settlements.
;j

In. necotiating-,:

firm. fixed prices or settlements for work which has been

completed or substantially completed at the time of

negotia.tion (e.g., final negotiatiol'lfJ under fixed-price

incentive contract, redetermination of price aftA'" e"",-

pletlon of the work,~~atl,QR ~i:t1al:"l:',ve~headNt,eR~ \

or negotiation of a settlement agreement under a contract \ .

terminated for the convenience of the Government), the ~

t:reatment of costs is a major fa.ctor in arriving at the

amount ot the price or aettleme:Qt. ACC01'dingly', A8PR,

Seotion XV, PaI"t; 2, shall serve as the i:ba~~i tor evaluation

of cost data. However, the finallY' agreed price or

settlement represents something other than the sum total

"\,

of acceptable costs, since the final price accepted by

each partY' does not neoessarilY' reflect agreement on the

2



Dt,...r:t
21 Augut 1958

evaluation or each element of cost, but rather a final

resolution of all issues in the negotiation proceea•

.(-8) !!:! Forward Prieingo -To the extent, that costs area'

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

- ahall-aern as-aguide in the evaluation ()t ooetrdata.

The extent to which costs influence r.orward pricing

varies greatly" from case to case o In negotiation.

covering future work, actual costs cannot be known and

the importance ot cost estimates depends on the circum-
'.

stances. Th~ contracting officer must consider all the

factors affecting the reasonableness ot the total propo'sed

price, such as the technical, ,production or financial

risk assumed, the complexity of work, the extent 01'

competitive pricing., and the contractor's record tor

efficiencY', , eeonom;y and ingenuity, as well as a'ftilable

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

price which equitab17 distributes the risks between the

contractor and the C',overmnent and prOVides incentives for

efficiency B~d eost reduction. In'negotiating such a

price , it is not possible to identi17 the treatment ot

specific cost elements since the bargaining is on a total
\

price basis. ' Thus~ while Part 2, will be used to evaluate

cost data, it will not control negotiation of prieetlfor

work to be pex-formed in the tuture, e.g., negotiation of

a firm fixed-price contract, an intermediate price revision

covering, in whole or important part, work which is 7et
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target price under an incentiveto be performed, or a

contract.

(1v) As the basis tor the resolution of questions of acceptab111t7
r

ot,J.ndividual costs whenever such questions beccme issues.f'"

15-101.2 "Allowable"~ "Unallowable" .!!! Connection~ Fixed-Price

.!l:e! Contracts. As used 1n ASPa, Section XV, Part 2, the words "allowable,"

ttunallowable," and ,the like~ shall, I in connection with &IV fixed-price type

contract, mean "acceptable~. flunaeceptable,fl and the like.



,
Negotiation Regpirement

Kodif7 lS-204.l(b) to read as follows:

(b) The extent ot allowabil1t1 of the selected itema of cost covered 1D

ASPR1.5-~. 2 has been .tated to appq broacD1' to m&n1' account1Dl ISJISt.. in

val'71n& oontract situations. Thus, as to 8lJ7 g1veD contract, i;he realSo_blene••
. .

and allocabUit7 of certain items of cost 11I&1 be difficult to determine, panic1il&r17

1n the case of contractors 1IIhose business 18 predom1nant11 or lSubet&nt1&l~w1th

the Govel'Dlent. In order to ay01d possible subsequent disallowance baled on

unreasoDableneas or non-allocabilit:v, it is important that prolSpectin con-

tractors, particular17 those whose work i8 predOlll1nant17 or lubstant1all1 With

the Government, seek agreement with the Government in advance of the 1nc~nce

of special or unusual costs in categories Where reasonableness or allocabilit7

are difficult to determine. Such agreement 1M3 be im.tiated b7 the contractiDI

officer. A:q such agreement should be incorporated. in cost-reimbursem.nt t7P8

contracts or _de a part of the contract file in the case ot negotiated f1Dd

price type contracts, and should govern the cost determinations covered thereby

throuahout the pertormance.o£ the related contract. Included are such elements as:

(1) compensation )~: p,rsonal services (ASPR 15-204.2( t») ;
"'~,.' .\

'\..\~,.\'\\. '\

(i1) use charge. lor~ depre t~d assets (ASPR 15-204.2(1)(6»;

(111) ::OO1n::u:m::t::~L~~:~~::.;:):O oapl.,.••

(1v) deterred maintenance costs (ASPI ~o.5-204.2(t)(1)(U»;

(v) pre-eontract costs (ASPa 15-204.2(d<1»;

(vi) research and development costs (lSPa 15-204.2(11){6» ;

(vii) ro181t1es (ASPR 15-204. 2( jj»;

S
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(viii) selling and distribution costs (ASPR 15-204.2(kJci)(2»; and

(ix) travel coste, as related to special. or maes personnel movement

(ASPR 15-204.2(1313)(5».

6
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Compensation !2! Personal Services

Modify 15-204.2(f) to read as follows:

(f) Compensation!2r Personal Services.

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

remuneration paid currently or accrued, in whatever fonD. and whether paid

immediately or deferred, for se~ces rendered by employees to the contractor

during the period of contract performance. It includes, but is not limited

to, salaries, 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 incentive

compensation of management employees. Except as otherwise specifically pro

vided in this paragraph (f), such costs are al;L~wal:>J.e to the extent that the-----, .. , --

total compensation of individual employees is reasonable for the services

..tendered and a.re not in excess of those costs which are allowable by the--.."..--
InteTnal Revenue Code and regulations thereunder.

b o 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 contorms generally to compensation paid

by other contra.ctors of the same size, in the same industry, or in the same

geographic area, for similar services" However, cert.ain conditions g1ve rise

to the need for special consideration and possible limitation as to allowability

for contract cost purposes where amounts appear excessive. Among such conditions

are the following:

(i) Compensation paid to owners of closely held

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

7



Draft
21 August 1958 .

..thereot, or to persons who are contractuaJ.J.r comm1tted to acquire a substantial

.twne1al interest in the contractor's enterprise. Detemination should be _ele

that such compensation is reasonable tor the actual personal services renelereel

rather than a distribution ot protits.

(11) Arq chang- in a contractor's campensation

polle7 resulting in a substantial increase in the contractor's level ot

campensation, part,icular17 when it was concurrent with an increase in the ratio
,~.

ot Government contracts to other businelS, or any change in the treatment ot

allowability ot specific t7pea ot compensation due to changes in Qovernment

policy.

(iii) The contractor's business i8 such that his

compensation levels are not subject to the restraints normally occurring in

the conduct ot competitive business.

~. Compensation tor services rendered paid to partners

and sole proprieton in lieu ot s&1&1"7 w:I.ll be allowed to the extent that it

is reasonable and doee not constitute a distribution of profits.

d. IDaddition to the general requirements set forth

in ! through ~ above, certain foras ot compensation are subject to further

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

(2) !alar1es~ Wales. Salariee and wages tor current services

include gross compensation paid to employees 111 the form ot cash, products,

or services, and are allowable subject to the qualifications of (7) below.

(3) Q!..,!.h Bonuses .!!!!! Incentive Compensat;1on. Incentive compensation

for ma.nagement .ploTees, cash bonuses, suggestion awards, eafet1 awarde, and

incentive ccmpeuation based on production, cost reduction, or efficient

.--P8J'formance, are allowable to the u.tent that the overall compensation i8

8
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,... '\etermined to be reasonable and such costs are paid or accrued pursuant to an

"",greement entered into in good faith between the contractor and the emplo".e"

before the services were rendered, or pursuant to an established plan followed

by the contractor eo consistently as to implT, in effect, an agreement to make

such pa1Jllent. (But Bee ASPR lS.,.204.1(b).) Bonuses, awards and incentive

compensation when any of them are deferred are allowable to the enent provided

in (6) below.

(4) Bonuses~ Incentive Compensation~ !E- Stock. Costs of

bonuses and incentive compensation paid in the stock of the contractor or of

an affiliate are allowable to the extent set forth in (3) above (including

the incorporation of the principles of paragraph (6) below for deferred bonuses

and incentive compensation), subject to the following additional requirements:

(i) valuation placed on the stock transferred shall be the

fair market value at the time of transfer, determined

upon the most ob3ective basis available; and

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

of such stock to the employees shall be subject to adjust

ment according to the possibilities that the employees

will not receive such stock and their interest in the

accruals will be forfeited.

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

principles set forth in (6)£. below. (But see ASPR 15-204.1(b).).

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

of the contractor or of an affiliate is unallowable.

( 6) D.t.rred C""'l>"nsation. !. Aa UIlec! h.rein, d.t.1~d cClIIlpen••tion

_includ•• all .....",.ration, in what.".r :0..., tor oemc•• Cl'1'l"811tlT rend.r.d,

.~

." .......".~,

,
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;
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,,~
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ft,·" tor 1fb1oh the eaployee il DOt paid 'QAti1 atter the lap,e ot a 'tated period

It year. or the occurrence of other neatl a. prov1ded in the plana, except;

that ~t doel not inclllcle nomal end ot accoUDtiq period acenal.. It inclueles

(i) contributions to penl1on, &rU11I1tT, stock bonus, &Il4 protit sharinc plana,

(11) contrib11tioDs to d1sabilltT, Withdrawal, 1nlurance, survivor.h1p, &net

s1lDi1ar benetit planl, anel (11i) other. eleferred cOlllp8ftl&tion, whether paid

·in cash or in stock.

~. neterred compeneation is allowable to the ext.ent

that (i) .it is tor service. rendered during the contract period; (11) it is,

together with all other compensation paid. to the employee, reasonable in

amount; (iii) it i8 paid pv'UU1t to an aare..rtt entered into in good taith

between the oontractor and empl0Jeea betore the semee. are reDdered, or

pureuant to an established plan tollowed by the contractor· so conlistent17

's to imply, in ettect, an ave..nt to make such p.,.ents; and (iT) for a

9lan which is subject to approval by the Inte1"D&l Rewnue Service, it taUs

within the criteria and Itandards ot the Internal Revenue Code and the

regulations ot the Internal aevenue Service. (But lee ASPa l5-204.l(b). h

~. In determining the cost ot deferred compenlation

allowable under the contract, appropriate adjustments shall be made tor

credits or gains ariSing out ot both normal and abnormal emplo,.e turnover,

or arq other contingencies that can result in a torteiture b,. _ployees ot

such deterred cClllpensation. Adjustments shall be made onlT tor torfeitures

which directly or indirectly inure to the benetit ot the contractor; tor

teitures which inure to the benetit ot other _ploTOes covered by a deterred

compensation plan with no reduction 1». the contractor" coets will not normally'

10
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give rise to adjustRent 1n contract costl. Adjustments tor normal emplo18e

urnover shall be based on the contractor's experience and OD fore.eeable
•

prospects, and Sball be refleoted in the am~ ot cost current17 allowable.

Such adjustment.s will be wmecesN.ry to the/'xtient that the contractor can
/

demonstrate that its contributions take 1'hto account normal torfeitures.

Adjustments for possible future abno~ forteitures shall beettected according

to the follow1nl rule.:

(;I abnormal torfeitures that are toxoeseeable

and which can be currentlJr evaluated with

reasoMble accur&c;y, by actuarial or other

so~d computation, shall be reflectedb,. an

adjustment ot current costs otherwise

allowable; and

(il) abno1"lllAl forfeiture., not Within (i) above,

may ~. made the eubject ot aareement between

the Go~mni.ent and the contractor elther as

to an eq,uitable adjustment or a method ot

determining such adjutment.

~. In determining ~ether deferred compensation 1s

for services rendered during ,the contract period or is for future services,
!

consideration shall be g1van to conditions imposed upon eventual pa1Dlent, such

as, reQ.uirements of continued emplo;yment, conlUltation atter retirement, and

covenants not to compete.

(7) Frinse Benetitl. See (0).

(8) Overtime, Bxtra-Par 8MIt~ Multi-Shift Premiums. See (1').

U'

.,
, .

./

I
I'

I



~Tn gen,pul, ~~ta1 compensation of individual employees

will be deemed to be reasonable unless the cost is clearly

unreasonable as to type or amount.

. . '___••. .__ .__•.•. _ ..•...L_ _ _ .c .
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(9) Tratp1y; sa Id-watton Sxpe'itg... Se. (qq,).

(10) lftevanoe !!Sjftd.e1lln1f1oat1oe. S•• (p).
, .'.
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":i ' ,
(i1) iesearch and Development Costs.

• ~rl) R$se1Ch and development costs are divided into two major

categor1es:for the wrpose of contract costing - (i) basic research, also

referred to as general research, fundamental research, pure research, and
•

blue-sky'researeh and (ii) applied research and development, also referred

to as ~duct rese~reh and product line research.
I'

" '! (2) Basic research is that type ot research which is directed. " ~

',t?watd i~rease of lmowledge in science. In such research, the primary aim
!

of the ilvestigator is a fuller knowledge or understanding of the subjeet

under study, rather than a practical application thereof. Costs of indepen-
I ,

dent bastc research (that which is not sponsored by a contract, grant, or
I '

other arrangement) are allowable, subject to (6) below and subject also to

their being allocated to all of the work of the contractor.

(3) Applied research is that type of research which is directed

t~riard practical application of science. Development is the systematic use

ot scientific knowledge directed toward the production of or improvements in

useful materials, devices, methods, or processes, exclusive of design, manu-

facturing, and production engineering. Costs of a contractor's independent

applied research and development (that which is not sponsored by a contract,

grant, or other arrangement) are allowable, subject to (6) below, under any'

production contract to the extent that such applied research and development

are related to the product lines for which the Government has contracts and

.Juch costs are ~ocated as indirect costs to all production work of the

contractor on such contract product lines. Costs of independent applied

research and development are unallowable under research and development

contractso However, in cases where a contractor's nonaal course of business

13



does not involve production work, the coste ot independent applied research and

developaent work (that which is not sponsored by contract, grant or other

arrangement) are all~ble, subject to (6) below, to tne extent that such work

is related and all~ated as an indirect cost to the field of effort ot the

Government applied research and development contracts. t
, ~

(4) Independent research and developnent projects ahall absorb

their appropriate share ot the indirect oosts ot the department where the

work is pertormed.
\'~,

(5) 'Research and development costs (including amounts capitalized),

regardless ot their nature, which were incurred in aocounting periods prior

to tho award ot a particular contract, a.re una.ll0wa.bleo

(6) In addition to the det1n1tion ot reasonableness provided in

ASPR 15-201.3, the reasonableness of expenditures tor independent research

and development should be determined in light or the pattern or the coet ot

past programs (particularly thoae existing prior to the placins of Government

contracts), with due consideration to chances in science and technologr. SUch

expenditures must be scrutinized with great care in connection with contractors

whose work is predominantly or substantially with the Government o' ,Where such.,

8xpend1tures are not subject to the restraints ot commercial produ~t pricing,

there must be assurance that these expenditures are made pursu~ to a planned,

research program which is reasonable in scope and is well mana~d.. :\,.,!he costs

should not exceed those which would be incurred bY' an ordinarilt,> prU4ent
, "\

person in the conduct of a competitive busine~. (See ASPR l5-2d4.l(b).)
, I

. ~

\
I
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(r) Overtime, Extra-Pay~~ Multi-Shift Premiums. Overtime, extra-par

shifts, and multi-shift work is allowable to the extent approved pursuant to

ASP~ 12-102.4, or authori:ted pursuant to ASPR 12-102.5.

15



RAYTHEON MANU:PACTURING COMPANY
WALTHAM 54, MASSACHUSETTS

/
ERNEST F. LEATHEM

ASSISTANT TO THE PRESIDENT

[
I

OCtober 29. 19$8

Coradr. J. M. Mal1.o1, SO, USK
Office of the Aaa18taDt ~tarT of Defen_ (S&L)
WUh1Dgt.on 2S. D. C.

I haft not replied to your letters ot October 21
and 23 because I wanted to cOflt)lete II{f review at the tranacript
and get. it ott to the printer-. betare vr1t:lng you. 'l'hie baa
been done. and I expect that the tint copus v1l1 be &Ya1lAblAt
tClft1lbt, and allot thea vlll be aft.1lab1e tomorrow. I sball
send 200 copies to you in ba1Ic .. -.:M'JD as the,. are tlftU8b1At.
In order to prortde legi;bU1V, it vu necnaa17 to 1'8t.rpe the
entJ.re job, eo .Tou w1ll 'fIIlCkntaDd that 1t 4088 not &how the
1nterpolatlms 7C14 and I Jade to correct the text 01' to uke
it Ere readable. A.otua1 l;r, I baTe .. abao1nt.e17 no change
in substance "bats..,..!'. I haft .. hoNenr, carreotecl~
and ade • f_ e1.1m1nati0Q8 to &'W01d. redaBdanc,.. I ba't'e also
NY1Hd the lUt of atteDdl. in order to lIbow those who ware
otf1c1a1l7 representing aHOO1atiaJ.II ae ae1Dg from the asso
ciat.1on. with the1J" COIIlpM1' n.e 1ft parenthes1a, bu., ahov:1n&
all otber industry at.tend...1917 w1tb the.. ot their
comp8I\Y .. 01" the1Jt usoc1&t1cm it t.be7 are qployecl on the
statte of 1lheae aesoc1aUone. I &II sure ,1Ql will haft DO

objection to th1a rew1s••

When. I send 700. the 200 copies I ehall also enclClSe
the tnnacript which you MIlt. _. 'l'b18 will abOlll .YOU the
cbangee which I _de, it you care to !'11ft through it tor that
purpoee. I wGUld awrec1ate it it 70U would save thia tor _
as I would like to reta1n it as our oft1c1&1 copy or the vane
cript. I can get. it back trom 70U the next. tiM I .. 1O'l in
Wuh1ngtaD. I am ret.urninC b.erev1th the portions or the tnna
cr1p\ whioh were duplicated. these beiDg tor the _t part. copies
o! the presentations deliYered b7 -var10ll8 1nduatl'1' persamel.

()lr schedule is as roUe_t I _ in the l!I1ddle of
prepaI'1ng a r i1'8t draft. to be .en~ --.rising the iDduat.ry
position. ~ vU1 go t~d, l:te!'~.~~.. end of the wet.

:~ i::u=e:t-M~!~j~~~~~~:,:~~
in New Yo~~, al~ wh~el1 ~!__ I WO!lld,_ll0p8 -that; fiiJil:~t
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can be reached on Lhe text ot the statement. If tllU is 80,

it will then be typed on l'rid1V'. the 7th. and mailed t.hat
89e.n112c, which should Man that 110 will be in. the hands at
Secreta1"y' McGuire OIl the moming of~, the lOth. I
asSUIlI8 this timetable ia cOIlIPletely satistactory as it iJI
vi thin the 15-day limitation ilIposed bT SecretarT ~:LN,
beg1nniAg traR the date of receipt of the tranltCJ'1pt.. After
;yw have ha.d a chance to stud,y it I will t.alk with yw or
secretary McGuire further about. 1 t-

In the meant1M, could you let me know how matl7
copies you would like to have of the statement, and liilether
allot t..'lese need to be in Secret&r7 MoOu1re1s hands at
10000ber 10?

Wi.th highest personal regards, I am

EFLfK

Ene.. /
cc. Secretary McGuire



November 7. 1958

The Honorable E. Perkins McGuire
AssiBtant Secretary of Defense

(Supply & Logistics)
The Pentagon
Washington 25, D. C.

Subject: Comprehensive Cost Principles

Dear Mr. Secretary:

Pursuant to the suggestion made by you at the joint DOD-Industry con
ference on Cost Principles held at the Pentagon on 15 October 1958. this letter
is submitted to amplify and explain further the industry views expressed at the
conference, and to comment also in some cases upon contrary views expressed by
government spokesmen. It has been prepared after the receipt of written comments
from each industry spokesman, and after a detailed review at a conference on
6 November among industry spokesmen or representatives of the associations who
participated in the preparation of the industry statements on 15 October. This
document represents the unanimous views of these people.

You and the other Assistant Secretaries have before you the task of
deciding upon issue-s-·'on·-wFiIch"W:i.'d~differences Seem to eXist between government
and industry viewpoints as exp;;s8e~d 'at the'15 October conference. In preparJ:ng
the industry statements for the conference. the views of the conferees (which
included managers, controllers, and professional accountants) were remarkably in
accord with each other. It is difficult to believe that this consensus of so
many different i!.l~~I'e13~s and viewpoints -can'beas·-whoiiy-~~ngas--th~government
spoKesmen ·would"lead one to' believe I for these industrial and professional views
arefoa'sea-upori"yea:rs 6f'eicttuilexp;;;rience. We shall. therefore, try to show you
where we think we are truly apart, where implementations negate apparent intentions
with which we are in accord, and why we think a complete and exhaustive review of
the proposals outstanding are essential. In considering these, we know you will
show the same thoughtfulness and patience which has characterized your handling
of this complex problem to date.

The responsibility which.~and the otlt~.r. ..J.\!'3f>is1-~nt, Secrert(,l.rie:;3 bear
in making these decisions is of the utmo.E!-_.~~c:-vity, as they affect ~~Q_§t
r~90y~~~es aDd profit potentials of every company engaged in defense contracting 
not, as in the past, just th~se_!i.hicJLunQ.~.I't§,k§.cost t.eimbursement type contracts.
At the same time, however, this o~+~gation to decide also provides a unig~~

oE.E.Q.11J.mity - to ~..:tJ?!,~~gh_,~_f?:t_disp'utes, to re~~!.'~ E!..~?~?:1?les basic to our
economic system, and to reaffirm that the prime objective of our Government is to
b~_.a.?9- ~gu:i,t_alJle in carrying out its business transactions. We feel that
you agree with us in this fundamental principle. For example, the definition of
allocability included in the latest draft (paragraph 15.201.4) does in fact
express a fair and reasonable approach. The problem lies, however, in that much
of the remainder of this draft of "Cost Principles" completelY-E_~g~~§!E,tltJ_f:)

definition. To correct this defect, you must make afairnessY~ a concept more

.e-..-
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fundamental than "reasonableness," or than ftapplicability,n or than uallocability,n
even though each of these three is of real importance and significance. You'must
a.lso be ready to separate principle from inj.~z:QI.:.~!-~:t-~()n, and to require the clear
subordina.tion of lnteryretatloii'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, a.nd wJ:..!-.hout now Cl.ttem.p~ing to perfect

Ievery interpJ:'etation. 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 a.spects of these proposed regulations even at this late date. When they
are made effective, they will have virtually the same effect as the e!~ctment of
new legislation, for they will change the ground rules from what they have ever
been before. If made ~~cabJ.~".~~_.~~:re!lt qon~rac:ts_to any extent, the regulations,
as proposed, would_rnateri~JJy._.x.:~y_i~~_tl1.~ba.sis.~<ie.r ..whicll.every pr(3sent contractor
a&!:eectJ/9...n..e.:rf0J:'l!i hi.!:l.91?Jig13.t:i,ons. Undoubtedly they would also cause greatly
added costs of administration and of audit and negotiation both to contractors

land to the Goverlunent, and would force extensive delays in placing original con
\tracts or definitizing necessary actions under other contracts. Any regulations
!must,.therefore, deal fairly with the entire spectrum of types of contracts,
whether now in existence or placed in the future. They may well become a precedent
for later extension to all non-defense Government procurement. Surely, then, a
;se~f-i~p~se~ ~ime schedule must yield to the necessity for being right.

Vie strongly urge that the whole body of_gener~J. J'I'in.~Jp_~e.s of cost
d~:t~~Ilation.sbe~tatedseparately and apart from any official interpretations or
detailed ins~ructions. We recognize that interpretations and instructions are
es·sentiarln 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-tlle·"gefiera.I~-<A clear Way
to draw this distinction, and to eluorceT£ ,would be to leave interpretations
and instructions out of ASPR, confining it to principles and policy - and making
this the limit of a contractorWs obligation through incorporations by reference
into specific contrac~. Auditors v manual would be an adequate place for detailed
interpretations or instructions, provided these were approved by a central source
to assure conformity to principle and policy, and uniformity among the several
Services.

While many particular differences between Government and industry were
disclosed at the 15 October conference, and others remain which were not discussed
there, the fundamental differences relate to the basic approach to be taken,
mentioned above, and to seven other factors, which are: 1) recognition of all
normal .and legitimate costs I 2) reasonableness and allQ.P~pi*~;y as adequate tests
and controls, 3} ~_ica~i~:i:-t:.,y, 4) e.ff.E:l9~~yeAate, 5) reqUirements of: public
in~erest, 6) advap~e un~erstandings~ and 7) in.g!y~~ual ~tems of cost. We believe
that all differences as to particulars would be readily resolvable if ways can be
found to reach agreement on the first five of these points. We shall, therefore,
devote most of the balance of this statement to them.

I. RECOGlUTION 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 i,n good
faith by a responsible contractor exercising its best management skills in the----...-" .....~ .~--~-~ -
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conduct of its business. Then th~ 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
acce~ted principles and an established method of accounting; that the Government
will accept such costs only in so far as they are nQ.t...:unre.a:~~onabl~_ in_ amount, and

\
are nQ~.obkctionabl:e:t:rgm the establisheci standards of pllblic policy. This

. would provide"a\iriiform and positive approach to the problems of cost analysis,

lin marke,d contrast to the proposed regulations, which confus~~princ~ple with
practice, and policy with instruction.

Contrast this, however, to what has been actually done. The Govern
ment's draft, in Section 15-201.1, shows that the Government starts from the
premise we have proposed above (if one word - "allowable" - is eliminated), but
then the balance of the proposed regulations whittle away at this to such an
extent as to render Section 15-201.1 meaningless. This, we believe, is because
that in the proposed regulations, some costs are dealt with according to their
f~ction5, and others according to their9bjects. 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 lIobject of expenditure It

which Government auditors or other critics deem to be generally objectionable by
its nature.

A single example of the distinction being drawn is illustrated by the problems
of advertising. If costs incurred to buy advertising may fairly be associated with
performance of a Government contract because of the nature of the results sought
or achieved by the advertising, then these costs should not be deemed invalid for
reimbursement merely because of the tradition that nit is not necessary to advertise
to get Government business."

The Government's own internal accounting practices, developed since the
endorsement by the Hoover Commission in 1948 of the accounting distinctions
between tlfunctions" and Hobjects," are utilizing more and more the approach we
advocate. An example is IIperformance budgeting.a

It is axiomatic that contractors ~~..re~()ver .all of the costs they incur
someJ1QJ·~__?J}9-e;omeW'h~re. If they do not, it is only a question of time when their
funds, capital and credit will be exhausted, their business insolvent and closed,
and the employment they have provided lost forever. This is why management must,
and always will, exercise judgment in incurring costs. Obviously, if fairness is
the overriding consideration, the Government should bear its fair share of all of
these j~Q.!?ts - not just of some of them. To the extent that rr fails'todo so, it
is not only seeking or demanding special favors for itself, but is asking its
suppliers to handicap themselves when they go out in the market place to compete
with other companies for commercial or other non-Government business, because
they would h~~ to recover Government-disallowed costs from commerical prices.

To ~hat extent is the Government, in these proposed regulations, refusing
to bear its f!'iJr share? It would disallow ~i:-.~IE~__e~~.YJ of which only 18 ar~
disallowed by the provisions of the present Section YJj of ASFR. It would partially
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disallow 20 other items, of which only 6 are disallowed~"!-hepresent ASPR. It
would subject "I1other items to special -resrs--o·r~'revrews· (not "principlesU ) which
would, by definition or tests applied, lead to still more partial or total dis
allowances. Of these 19 items, 3 are disallowed and 7 are subject to "special
considerationlW 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
ationii under the present ASPR. Elsewhere in the document, however, advance
negotiation is stated as a requirement of cost allowance in 6 additional cases.
The identification of the above statistics are included in the attachment hereto.

These figures demonstrate conclusively that the new regulations would
not only subject cost data to substantially more detailed and lengthy analyses and
reviews, with added costs to both Government and contractors, but that the negotiatior
process would likewise be lengthened. They also show that contractors must expect

I
to recover sUbstantially less of their costs than they have heretofore obtained
under cost reimbursement type contracts, and to the extent the proposed regulations
are applied to other types of contracts, contractors must expect disallowances of
cost equivalent to the new measure of disallowances under cost type contracts. If
applied to terminations, the allowable recovery would also be much less than under
the provisions of Section VIII of ASPR. It is impossible to predict the measure
of such non-recoveries under the new regulation, but they would aggregate a
substantial portion of profits.

At the 15 October conference, the propriety of industry's position has been
recognized from time to time by Government spokesmen, but these~ixtZ=~!'9""departures
from "£!,.1.,nciple" into ninst~~ti(m,it from ufunctlonu into i9obj~c.!-,It were justified 
to the extent they were specifically discussed - on one or more of the following
grounds: statutory prohibition, pU91ic policy (whether expressed officially,
unofficiallY or merely implied), or unalloc~bi:li!-y.to.Qc>v~rnment contracts. Implicit
also were disallowances or limited allOwances provided for solely because of
supposed,.~g£~~~e~~nm~asu!,ing reasonableness, allocability or equality of
trea tment between competing contr'1fctC5rs';"""·' ,,- -

An examination of the disallowed or partially disallowed items, however,
discloses only one - i'contingent fees for securing goverrunent orders, It which is
forbidden by statute. governing expenditure of DOD funds. Statutory prohibitions,
therefore, have created none of the disagreements.

Public policy is a subject we shall discuss more fully later. Allocability
should be a wholly separate question from a*l.9y~~~i~. If no allocability can be
sh"QlID or reasonably ~~.i~d, industry does not ex.:p~~t recovery from the GOvernment.
It does not, however, ~sn to be foreclosed from even the opportunity to prove or
show allocability, and any disallowances on a premise of ~QJg.;J,. J,1nalloc~1J:i.;Lj.tyare,

; therefore, 0l:>jec:tio!labl~. It is the height of accounting by "objecV' rather than
; by Itfunction."

Equality of treatment among competing contractors is, of course, required
by the paramount test of fairness. It is not accomplished, however, by total or
partial disallowance. Rather it must be realized through a recognition of all
normal and legitimate costs and judicious price negotiations. One company is not
superior to another because it may not have incurred a cost that the other company
has - the test~Bhould 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 hoth industry and government can be found to provide
equitable" measurements for allowing the costs of such ttilngs"as -contributions,

t the maintenance of excess facilities, interest, grants to educational institutions,
{advertising, civil defense, reconversions, applied research and development, and
)mBny other kinds of costs proposed to be disallowed or specially reviewed. Let
IUS recall Commander Malloy's admonition at the start of the 15 October conference
hhat ttany problem can be solved by reasonable men who are in possession of the
li'acts 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.
lf 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 flprinciplesu in ASPR.

In concluding discussion on this point, let us be sure that the Government
does not conclude that industry is seeking a blank check. If such an impression
has been left, please re-read the first paragraph of this Section I, and consider
the tests and limitations therein suggested.

II. REASONABIENESS AND ALLOCABILITY AS ADEQUATE TESTS AND CONTROLS

Government spokesmen at the 15 October conference, on several occasions,
justified specific instructions, limited allowances or disallowances on the grounds
that "reasonableness" and "al1ocabilityU are not sufficient, definable or usable
tests. Such a position is not only contrary to the experience of industry, the
opinions of every professional accountant \tho certifies to the accuracy and
propriety of corporate books and records, the history of Anglo-Saxon and American
jurisprudence, but also to the words of the proposed regulations themselves.
nReasonablenessa or ilallocability" as tests are used ~2_tilne:s throughout the 10
September 1957 draft, as amended by the 21 August 1958 draft. They were also used
by almost every Government spokesman at the 15 October conference.

One Government spokesman at the 15 October conference quoted excerpts
from an article by Dr. Howard Wright in THE FEDERAL BAR JOURiIJAL of April-June,
1958 as proof that "generally accepted accounting princip1es1t are not a suitable
base for cost determination. This was curious, however, because this phrase or its
equivalent was used 19 times throughout the DOD draft. He failed also to quote
Dr. Wright 9s conclusion and recommendation, in tIle 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 JO~JAL, as follows:

u. • • • Cost principles used in contract pricing if they are to
apply in many situations should, in my opinion, be based on the
following assumptions:

(1)
(2)
(3)

(4)

Cost is something to be determined, not negotiated;
Competition in the market place Will create equity;
The Government should recognizo its share of the

operating costs 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 r~vern~ent

contracts:

WAll costs incurred solely for the benefit of the
Government contract shall be charged dire.9't1..l.~h~reto;
all cost incurred solely for the benefit of other
classes of work shall be charged directly to such
classes of work. Other costs incurred benefit both
classes of work and shall be allocated to each in
proportion to the benefits derived or reasons for
incurring.WII

Obviously, Dr. Wrightts position is much closer to that of inrnlstry than it was
portrayed to be.

These are, therefore, usable tests recognized by all parties to the
present discussions. All that remains to resolve these differences, then, is to
agree on the kinds of tests to be applied in utilizing such terms as itreasonablenessi1,
itallocabilitylt, "standard accounting principlesu, and ilconsistently applied. It We
believe a joint effort can also resolve these problems. As requested, there is
included in the attachments hereto recommended tests of "reasonablenessil • 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 Itreasonablenessv¥, itallocability" and like concepts as tests
are wholly consistent with accounting by Hfunctiont1 , and the separation of ilprinciples
from interpretations and instructions, as heretofore recommended. mlen recognized
as adequate tests, they also go far to justify the recognition of all normal and
legitimate costs, as we have urged.

III. APPLICABILITY

In preparing a single set of comprehensive cost principles and providing
that they will be applicable clear across the procurement spectrum from cost
reimbursement type contracts on one side to price analyses submitted with bids for
firm fixed price negotiated contracts, including termination or change order
repricing claims against any type of contract, however placed initially, the
Department of Defense has made the fundamental assumption that cost allowability
is an identical problem throughout this spectrum and in each of the covered types
of transactions. We agree that a cost is a cost wherever incurred. Because the
proposed regulations arbitrarily exclude certain normal or legitimate costs from
consideration, the Goverl~entWs proposals of areas of applicability become
impractical and patently unjust.

If ttf~!.!E.~~~~' is the ultimate test, as we have recommended, then it must
Jbe conceded tEat there is nothing fair about both retaining ~he unilateral right
t to c~n~e~ a contract for the· GOveri1.rrientV~ convenience, and then - WI1~11that right
j is .~~rcised - ch9ugiQfCih~gr.Q1::ll!~L:ru;J,.~JLqf~llo"lfr:l.b::Le costs of t&rmiIJ9Jj,.on even

__ l though the irD:tia1 contract may have..1:>e.en .placed through advertised bidding, or on
'a nego~ia~~q firm fixed price~ or ata time long before the new regulations were
even promulga!;edJ Yet in the abs~.nceQ:f+cmgll.~g!Lto the contrary, this is a sure
result of the presently proposed language. Similarly, it is not fair to req=ulre
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a contractor to certify that something less than legitimate costs, actually incurred,
are iftotal costs. 1f Such costs do not become a ItprofitU merely because they are
"disallowabletl under arbitrary Government regulations. This is another inevitable
result of blindly accepting these proposed regulations.

It is also interesting to contemplate the regulationis effects upon the
"growing-in-popularity" incentive type contract. Consider the incentive contractor
who, against a $1000 target cost, is to be paid $100 profit, or a total of $1100.
It actually performs the contract with total costs of $950 but which, under these
regulations, might well result in allowable costs of only $900. If the incentive
profit division is 80% to the Government and 20% to the contractor, the contractor

I would receive a price of $1020, thus being required to give ~O of the I1savings lt

'1\ back to the Government, even though he had already actually paid out $50 of that
$80 as costs incurred. On his basis of costs, he would have received a price of

I $1060 and a profit of $110. Thus his absolute ar~ actual profit is reduced from
: the target of ~100, or from the deserved profit of $110, to $70, but the Government

would report to a Renegotiation Board that he had received a profit of $120J This
simple example, we submit, clearly demonstrates the unfairness of applying to
incentive contracts any cost principles which do not recognize all normal and
legitimate costs of doing business.

We cannot emphasize too strongly that experience of the last decade
indicates that to the extent that costs are rigidly decided to be allowable or
unallowable, formula price fixing is automatically involved. Despite the sincere
instructions in this draft that costs shall be only one factor of pricing, the
draft actually requires that many costs called tlunallowable" be eliminated from
the SUbmission from the outset. Thus such costs will never be considered in
negotiation, and will never become a factor in pricing. To this degree, formula
pricing has already occurred. In this atmosphere, an increased use of formula
pricing will be an inevitable result of putting regulations out in this format
and of this character. The Hoover Commission, in 1955, recognized this in its
recommendations for revisions in ASPR, Section XV, when it recommended cost
principles only for cost reimbursement type contracts, and that there only be
"guidelines for auditorsil as to everything else.

Are !tcosts a factor" in any negotiation before such costs are incurred'?
They are not then costs, but only estimates of what costs will be - and one may
argue, but never decide, as to which is the most accurate of different estimates.
A final meeting of the minds occurs on price, not oncostl" - and this necessitates
each--party taking a risk of being wrong. This, however, is nothing to fear, or
to be ashamed of, for this has been-the trading technique of centuries, and has
provided the highest incentives to efficiency. To go to or toward rigid formula
pricing is to diminish or remove such incentives.

Implication exist that these proposed regulations may broadly apply to
subcontractors and vendors. There is no privity of contract between the Government
and a subcontractor on any tier below the prime contractor itself. There can be
no assurance, therefore, that a prime contractor can, even in the best of faith,
in all cases obtain necessary goods or services from subcontractors under contracts
containing Government clauses or incorporating by reference Government cost or
other regulatiions. Nor can it always require its subcontractors so to contract
with their vendors and suppliers. This has been the repeated experience in many
instances where such attempts have been made. Also it is impossible to predict
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or anticipate at the time of initial negotiations, all such problems which may
arise with subcontractors. Thus, if applied to subcontractors' costs, this
regulation would appear in some cases to have the effect on the prime contractor
of forcing it to accept not only the disallowances of some of its own costs, but
also of some of its subcontractors' costs. In other cases, it would deny the
availability of subcontractors to primes, thus forcing the use of second-best

. sources.

For these reasons, and those advanced at the 15 October conference, we
strongly urge, at the very least, that this regulation not apply to fixed price

) negotiations, or to the preparation of cost estimates or price analyses in
Inegotiated procurements or terminations, and that its use in such circumstances
Ibs specifically negated; and that it not apply to any determinations of costs
or prices under any contract or subcontract in which it is not specifically
accepted by the contractor. If, however, the regulations are redrafted on the
principle of recognizing all normal and legitimate costs, reasonable in amount
and fairly allocated, then their applicability could be expanded. We oppose in
principle, however, any use of cost data as a formula basis for negotiating
prospective firm fixed prices.

IV. EFFECTIVE DATE

The regulations as proposed are completely silent on when and how they
will be made effective. This is a matter, however, which cannot be left undecided.

If the regulations are applied, in any way, t2.__.contracts in1.:leing, the
Government should be prepared to negotiate equitable adjustments of price. This
applies to contracts placed by advertised bids as well as by negotiation, for theII applicability to termination settlements and pricing change6i'ders affects these

if contracts, too. We see no other way of being fair in making these regulationsJ effec~ive. To say that they shall apply only ~o contracts. negotiated after ai certa1n date, or executed after such a date, Wlll not suff~ce - for then a con-
tractor is left with two different sets of cost accounting rules to apply - one
as to old contracts, and one as to new. This would continue until all present
contracts are run out, which could be years ahead. Experience under ASPR, Section
XV has shown that auditors and negotiators would try to apply the new regulations
to existing contracts, whether the contractors had agreed to accept them or not.
This would o~- cause confusion, more delay, and more friction between Government

i and business.

, To be fair, then, the Government must be prepared to pay for taking

.1

· away rights to cost recoverJ. Parenthetically, but also of importance, it must
also be prepared to accept and pay indefinitely for materially longer times for
cost and price presentations, audits, and negotiations, and substantial delays

; in completing procurement and pricing actions. It just takes longer to isolate,
j revie",', audit, discuss and decide about over 60J.l.~men:t_fLQ.[.. ~9_s.i.J..h~n .!.1l_.9,Q~ 18,

or none. This will cost money to both the Government and the contractor in
higher administrative costs and time delays.

v. REQUIREr1ENTS OF PUBLIC IN'I'EREST

At the 15 October conference, it was pointed out that Government officials
"must weigh rather carefully and rather heavily the public interest factor. 1I Several
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spokesmen alluded to this, and to "public policyl1 or such phrases, directly or
by implication. For example, one said, liare based not necessarily on public
policy stated in law, but on pUblic policy which we derive from many sources,
from commit.tee hearings, for example, personal conversations, and formal memos
from the various members of the legislative branch. 1i

We are sure that few of us in industrJ can appreciate the extent or the
) nuances of pressures of many kinds which must be placed upon you and your staff t

. directly or indirectly - including those from industrialistsl As citizens, we
want the public interest protected, and public officials placed under pressure to

\

protect them. At the same time, however, we want to be sure it ~ public interest,
or that it is public policy - and not merely some individuaPs concept of it, that
causes a decision to be made adverse to the interests of industry, and ultimately
to the Government itself.

In this area of cost principles, of allowable or unallowable costs for
contracts, etc., we do not know of any official or clearly identified legislative
expression of public policy. We do know of an expression of policy by an agency
of Congress - the Hoover Commission - which we have already quoted and endorsed.
We know of some individual rulings of the General Accounting Office on cost
allowability - but each of necessity is narrowly restricted to the facts of the
particular case, and is not unchangeable, overriding policy, nor should these be
deemed to be the establishment of policy. The same is true of rulings by the
Boards of Contract Appeals.

The proposed regulations depart from and are more restrictive then all
of these, in one way or another. Wh~-.!'~,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
~elief that you have not been restricted in your decisions by any official of
the Government, even though certain members of Congress and of the Administration
may be impatient to have you reach decisions. This is why we have put forth,
successively, such efforts to try to apprise you of industryVs sincere and objective
views on these problems.

We may be considered by some to be biased, but we believe very deeply
that the welfare of our country's 20,000 defense contractors, large and small,
is important not only to defense, and maintaining our armed might, but also to

. the overall economy and welfare of our cities, towns, states and nation. These
f will be hurt by these proposed regulations - not vitally, but significantly - and

their profits, already below those of other industry, will be still less. Before
the action is taken, therefore, we request that you weigh very carefully whether
any public policy requires or makes desirable the infliction of this hurt.

VI. ADVANCE UNDERSTANDINGS (Section l5-204..l(b»)

Industry welcomes anY opportunity to agree in advance on cost principles,
cost allowances or any other points of potential controversy which might arise
during or after contract performance. If the intentions of this section as we
were given to understand on October 15 is truly to make available to contractors
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the privilege of taking up questionable items in advance and will not be deemed
I 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 l5-204.2(dd»; (vii) royalties (ASPR 15-204.2(jj); and (ixr ~ravel-· .
costs, as related to special or-mass·personnel movement (ASPR 15-204.2r~j"s)(5»).
All others must ~f necessity be treated uniformly and on an overall basis. No

,forum is provided for such overall negotiations p nor is any basis provided for
\effecting ~greements binding for all Government end-use work, whether as a prime
lor subcontractor. The latter is especially burdensome for small businesses doing
,business as subcontractors to many large primes.

Comparisons to custom under Part 5 of the present ASPR, Section XV are
invalid, as such discusssions have often been with auditors and rot contract
officers, and not always embodied in formal contracts or agreements. Nor are
such overall agreements favoritism to contractors, for no special advantages are!sought- only uniform treatment of these kinds of indirect costs.

, This section, then, should be deleted in its entirety, for the reasons
( outlined at the 15 October conference. If retained, however, it should affirm
\ that failure to negotiate in advance does not lead to disallowance, that initially
i negotiated amounts or clauses may be reopened on showing of necessity or changed

circumstances, and it should provide a forum in which contractors might negotiate
these factors on an overall basis.

VII. INDIVIDUAL ITID'1S OF COST

We could extend our remarks at the 15 October conference and debate
further on each individual item discussed. This would be Ul1neCessary if you accept
our basic premises, as heretofore outlined, for then you would not issue, as an
ASPR, any statement on allowances, disallowances, or review requirements for
individual elements of cost. If, on the other hand, you should decide to continue
the present format and approach implicit in the outstanding drafts, then, though
in overall disagreement, and in addition to the COlmnents herein above expressed,

.we would want to be heard on individual items as completely as possible. Towards

. this purpose, we have prepared and attached an illustrative list, with only a
minimum of justification, stating industryVs position both on those items discussed
at the 15 October conference, and on those items not discussed but as to which
disagreements still exist. We shall, of course, be glad to amplify these in

:writing or in person to any extent you or the other Assistant Secretaries may wish.

Apart from these items, it was apparent at the 15 October conference that
considerable redrafting of the proposed regulations is necessary to clearly express
the matters on which there is no disagreement except as to semantics. When your
overall decisions are reached, we hope that their implementation, as well as these

1
corrections, can be .~d~ t.he basis of a joint. drafting effort by a ve~persons
from GoverrllIlent and ,J.ndl1!l~ry- who are not comnu.tted to the old words anathe -old

,~ •..,-_ ... ,....'-- - ~ ._-........_~--""'-'.... -~---. ._-_..--.'-
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Sincerely yours,

cliches. Such a procedure has been expeditious on other subjects - it should be
on this one, too.

In conclusion, may we express again our appreciation for your sincerity
and patience in hearing us out on these difficult issues. You have an opportunity
to make a unique and lasting contribution to the health and welfare of our defense
effort and the industries which are participants in it. We hope that we have
helped to show you how that can be done.

/-:) /
--' --.,/.'

«:6;;/ ..( v·--- /., //. /~-
/ ......-: ... -4.....:.. '.. ~ . .¥ ._" ,-,.

Ernest F. Leathem
Associate Chairman
October 15, 1958 Conference

ENC.



ATTACHMENTS

I. TEST OF REASONABLENESS

We propose the following:

(a) In evaluating estimates or actual costs of performance of specific
contracts, the application of the test of reasonableness requires a flexibility
in understanding and the exercise of sound judgment in dealing with the specific
item after consideration of all influencing or related factors.

(b) Evaluations of reasonableness, of necessity, involve consideration
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances
under which it was incurred.

(c) These elements may then be tested against one or more of the following
factors as appropriate:

1) Whether the cost is recognized as an ordinarJ type of
expense in the conduct of the contractorVs business.

2) Whether the cost makes a functional contribution to
the conduct of the contractorVs business.

3) Whether the cost was incurred in accordance with
established policies and practices of the contractor.

4) Whether the level of the cost is consistent with the
prior history or experience of the contractor with
regard to the cost, adjusted for changed conditions.

5) Whether the cost is compatible with the prevailing
level of comparable costs incurred in similar concerns,
in the same geographic area, or in industry in general.

6) Whether the cost exceeds that which would be incurred
by an ordinary prudent person in the conduct of
competitive business giving recognition to the
circumstances under which it was incurred.

(d) In the negotiation of fixed price cont.racts, the presumption of
reasonableness, of costs, as such, is not applicable ~la8much as the controlling
e1~nent in such negotiation is the overall price.

(e) As to a110wability 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 &nount when measured by applying the appropriate
factors of those listed in (c) above. Prior to making a determination of unreason
ableness, the contractor shall be given the opportunity to submit data sustaining

.-, the reasonableness of the cost. The burden of proof shall be regarded as having
been met if the evidence submitted sustains the reasonableness of the cost under
the circumstances in which it was incurred.
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II. ADVERTISING - Section 15-240.2(a)

Industry recognizes that some forms of advertising are seldom, if ever,
properly allocable to Government contracts, but these are far narrower than the
areas of advertising, and other types of costs, absolutely excluded and ma~e
unallowable by this section. It protests, therefore, such absolute exclus~ons and
wants the right to present its case in negotiations to show whether and to what
extent its advertising is of benefit to the Government, is reasonable in character
and amount, and is fairly allocable to Government contracts. This is especially
necessary in view of the breadth of definition given to advertising in this section
and the artificial distinction drawn among varying advertising media.

Here, as in all specific elements of costs, we recommend that there be

I
no eXC1..us. ions bY..de.f.in.ition., and that the tests of allowability should be defined,
and not the tests of unallowability. This would relieve cost elements of the
stigma of unallowability in general.

III. COMPENSATION FOR PERSONAL SERVICES - Section 15-204.2(f)

The 21 August 1958 revisions to this section are a great improvement,
but a few needs for clarification remain, as pointed out specifically by the
industry spokesman at the 15 October conference. As no serious disagreement
seems to have evolved at the 15 October conference, this seems to be purely a
drafting problem. It would be helpful, however, to reduce the quantity of needless
reviews by shifting the burden from the contractor (to prove reasonableness) in
part to the Government (to allege unreasonableness).

IV. RESEARCH AND DEVELOPMENT - Section 15-204.2 (ii)

We propose the following specific language to substitute for this
clause:

ttl. Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller
knowledge or understanding of the subject under study, rather than
any practical application thereof. Applied research, for the purpose
of this regulation, consists of that type of effort which 1) normally
follows basic research, but may not be severable from the related
basic research, 2) represents efforts to determine and expand the
potentialities of new scientific discoveries or improvements in
technology, materials, processes, methods, devices, and techniques,
and 3) represents efforts to 'advance the state of the artie Applied
research does not include any such efforts when their principal aim
is the design, development, or test of specific articles or services
to be offered for sale.

~'2. .Development is the systematic use of scientific knowledge which
2S d2rected toward the production of or improvements in useful products
to meet specific performance requirements, but exclusive of design
manufacturing, and production engineering. '

913. A contractor's costs of independent research as defined in (1)
above (not sponsored by a contract, grant or other arrangement,) shall
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be allowable as indirect costs, provided they are incurred pursuant
to a broad planned program reasonable in scope, with due regard to
expansion when justified by changes in science and technolog~, and
which is well managed. Such costs should be charged off as ~curred,
and not capitalized, and shall be. equitably allocated to ~ the work
of the contractor but in appropr~ate cases, such allocat~ons may be
made separately f~r each of acontractorts organizational segments.

t14. 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 ~he goverrnnent
has contracts and provided such costs are reasonable ~ amount and are
allocated as indirect costs to all work of the contractor on such
contract product lines. Such costs may either be ~llowed as incurred,
or capitalized and amortized over a reasonable per~od, but the method
of recovery chosen by the contractor must be uniform and consistently
applied.

"5. If provided for under the contractor's accounting system, indepen
ent research and development costs may, but are not required to include
aronunts representing appropriate shares of indirect or administrative
costs."

This supports the basic industr,y position that applied research should
be grouped with basic research, and not with development (which Mr. Holaday's
comments supported). These costs should be recoverable against the base of all
contracts of any type to the proportion which Government business bears to total
business or in accordance with other acceptable methods of allocations. Development
should be recoverable against all types of contracts, included within the product
line toward which the development is directed.

On study we believe this clause will be seen to provide the overall con
trols sought by Messrs. Munves, Golden and others at the 15 October conference. On
the other hand, the proposed language in the 21 August 1958 draft would exclude
entirely all applied research cost recovery unless it was related to production work
in contract product lines. This is impractical because such research begins long
before such a relationship can be identified. Also it excludes any recovery of that
portion allocable to research and development contracts. This is manifestly unfair,
especially to those companies whose Government work is largely, but not wholly, on
that form of contract. Moreover, the requirement for applying departmental overhead
to R&D jobs should be permissive and not mandatory since the proposed draft would
force a contractor to perform his accounting in a prescribed way•

•v. CONTRIBUTIONS AND DONATIONS - Section l5-204.2(h):

It is contrary to every instinct of humanity and fails completely to
recogn~ze industry's p';lbli~ and community responsibilities to deny acceptance.,o,f its
expend~tures for contr1but~ons and donations ae nor.mal and legitimate costs •. l~e
fear of the.Government seems to be excessive"gifts or.improperiobjects of giving.
"rhese certainly can be defined, and tests of reasonableness established which are
acceptable to both industry and Government. Every other branch of the Government
recognizes such expenditures as costs, except the Defense Department and GAO.
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This is a very small percentage of total costs for most contractors, but
is a very vital one in maintaining external and community relations.

VI. INTEREST - Section 15-204.2(9)

The Government spokesman at the 15 October confere~ce to~k a position,
contrary to all fact when he said that interest i'is not.a pr~ce pa~d :or someth~g
used in production. tt It is incredible for anyone to think that a bu~~ness can ~e
run or a Government contract produced without money, and that there ~s not a pr~ce

.to be paid for money. The simple fact is that interest is a vital c~st of doing
,business. Indeed, this cost of capital ranks with the cost of mater~al, the cost
of labor, the cost of overhead, etc., as the fundamental costs of conducting any
business operation.

The most frequently presented arguments against interest recovery hinge
primarily upon the thesis that the Government should not favor those companies which
engage in substantial borrowing over those companies which rely primarily upon
equity capital. The proponents of such a thesis are ignorant of the peculiar set
of economics in military business as opposed to the acceptable economics of ordinary
commercial business. This separate set of economics must dictate to the sophisticatec

'and competent management of a military company that the best interests of their
stockholders are served by engaging in an optimum amount of borrowing to finance

,the working capital requirements of military sales. This "leverage approachu is not
used for the purpose of pyramiding the earningson stockholders' equity, but rather
because of the cyclical, expandable and contractible, n?ture of military business.
Since most borrowings are of the short-term or V-Loan nature, which too is expandable
and contractible, management can to some extent insulate the company's financial
status against the cyclical hazards inherent in military business. To do otherwise,
i.e., to re~ solely or primarily upon additional stockholders' capital for the
financing of military sales, would, by an professional investor standards, represent
poor management policy. Very simply, to have committed the corporation to a broadened
stockholder capital base and to be faced subsequently with a contraction in its
military sales would result in a diluted and weakened corporate status. Indeed,
the corporation would at that time look like an uuninvestedtt investment trust.

If, however, the financing of this business was pursued intelligently
via optimum borrowings, rather than additional stockholder capital solely, the
corporation would have its stockholder capital reasonably undiluted after both the
military sales and the aforementioned borrowings have been contracted and its
financial status, although reduced, would still be one of a going business. It is
for the Government's protection that these military contractors remain going
businesses, following any contraction periods, since it might have to call upon these
contractors again in the event of a sudden outbreak of hostilities. Financing solely
through stockholders' capital will result in the virtual destruction of these
companies following a contraction period because stockholders will have descended
upon these corporations and divided the swelled cash purses. However if these
corporations remain financially sound and flexible with an undiluted ~qUity base
during ~ ~terim co~traction periods, they will retain the capability of meeting
any new ID1litary requ~rements at short notice.

Therefore, the granting of interest recovery by the Government is not a
subsidy f~r weakly managed and weakly financed corporations, but instead represents
compensat~on to the well managed and well financed corporation for very properly
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incurred costs. Such management cannot ignore the fact that by their very nature
defense contracts often generate more requirements for working capital than any
other kind of business.

Finally, this is another instance in which all that industry seeks is an
opportunity to make its case in negotiations freely conducted, and not to be fore
closed arbitrarily from such negotiations.

VII. PLANT RECONVERSION COSTS - Section l5-204.2(cc)

Industry believes that there are circumstances not within the limited
allowability provided in this section, and that these should be left open for
negotiation. This is another instance of unreasonable and arbitrary disallowance
in an area where adequate controls upon allowability should be readily devisable,
or could be negotiated in advance on a case-by-case basis. This matter can be
resolved by a joint drafting co~nittee.

VIII. OVERTIME CO~WENSATION - Section l2-204.2(y)

Industry 9s reco~nendations are lLnited to requesting a clarification
between overtime premium pay and shift premium pay, both in ASPR, Section XII and
any new Section XV.

IX.

This matter can be resolved by a joint drafting committee.

I~ffi NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE

RENTAL COSTS - Section l5-204.2(hh)

The provisions of this section, both as to normal rentals and lease-back
rentals, are unrealistic and inequitable in that the tests of reasonableness are
much too narrow. The ultimate test should be the rental value of comparable
properties, and not comparisons to costs which the contractor would have sustained
as owner. For example, the actual owner is entitled to a profit, to be included
in his rental, and not just a bare cost recovery.

Full recovery of actual lease or lease-back costs have been maintained and
allowed in decisions of the Armed Services Board of Contract Appeals.

It would be unfair as to present lease or contractual commitments which
cannot be altered to disallow now legitimate costs incurred thereunder. This is
a typical example of the injustice of changing rules in mid-stream.

x. CIVIL DEFENSE COSTS - Section l5-204.2(e)

It is unrealistic, and a detriment to the perfection of civil defense
plans for a community or area as a whole (which certainly must be done under threats
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken
off or away from the contractor's premises, and for contributions to local civil
defense funds and projects. The latter usually consist of employee time and
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant
protection costs than to charitable contributions.

The limitation that expenditures must be made at the suggestion or require
ment of civil defense authorities is not only unrealistic, but a direct violation of
management~s right and duty to protect its properties.

This item is of insignificant dollar value in most companies, but is
illustrative of a number of items where partial disallowance is accomplished by
definition.

XI. CONTINGENCIES - Section 15-204.2(g)

As to "historical contingencies," industry requests that they not be
categorically disallowed, but left open for negotiation. The proposed regulation,
in subparagraph (2), is based on the erroneous assumption that because the event
giving rise to the cost is in the past, then the actual cost can be definitely
known. This is not true in many normal business situations. One typical example
is warranty expense.

XII. DEPRECIATION - Section 15-204.2Jil

This section is replete w~.th technical changes req\llr~ng the type of
language revisions which could be accomplished by a joint drafting committee. The
principal matter of substance which, in fairness, should be revised is subsection
(5) in order to recognize the national interest in maintaining stand-by defense
facilities, even though these are not necessary to current or uimmediatelY
prospective ii production.

XIII. EXCESS FACILITY COSTS - Section 15-204.2(1)

L:llniting the allowance of excess facility costs to "current and
immediately prospective purposes" is too restrictive and does not serve the Govern

ment's best interests. We feel that those facilities ilreasonably necessary for
stand-by production purposes l ' should be the criteria.

XIV. INSURANCE AND INDEMNIFICATION - Section 15-204.2(p)

Industry's objections to this paragraph are technical but vital. These
are based upon the premises that (1) the portion of business interruption insurance
which is disallowed cannot be avoided by contractors as a normal and legitimate
business cost and should be allowed in full, (2) actual losses incurred through an
approved self-insurance program or otherwise should be allowed without being
contingent upon contractual coverage since these cannot be foreseen in advance of
occurrence, and (3) the contractor should not be prohibited from purchasing
insurance covering the insurable risk that a contractor has in Government property
unless there is a complete relief of liability granted to the contractor.
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xv. FINANCING COSTS OTHER THAN INTEREST - Section l5-204.2(g)

Financing and refinancing costs are an inevitable part of the costs of
doing business. These costs should not be shoved over entirely against corrrnercial
business. Government should bear its fair share.

Does anyone really believe that financing is not required to do business
with the Government?

XVI. MAINTENANCE k~D REPAIR COSTS - Section l5-204.2(t)

Industry recommends an un~lalified allowance of such costs, and hence,
the deletion of 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 to
recognize varying acceptable accounting practices. As to subsection (5), the
allowability of prices in interdivisional transactions is too narrowly defined and
needs extensive revision, especially to recognize the fact that competitive costs
exist as to wholly Government end-use components as well as to commercial components.

XVIII. ORGANIZATION COSTS - Section l5-204.2(w)

True costs of organization are an inescapable cost and should be
allowable if araortized on a reasonable basis. Without them, the contractor would
not exist to undertake contracts for the Government.

XIX. PATENT COSTS - Section l5-204.2(z)

This section is unduly restrictive in its wording, and could be materially
improved by a joint drafting committee. The Government certainly should not,
directly or by implication, disallow the costs of obtaining and protecting patents
to which it wants or claims license rights and, in addition, it should bear its
allocable share of patent costs incurred by the contractor.

xx. PROFESSIONAL SERVICES COSTS - Section l5-204.2(ee)

The success of a suit against the Government, or of defending a suit brought
by the Government, is proof of the contractor~s inherent rights. The professional
costs of defending these rights should, in all fairness and equity, be allowable.

Technical corrections and changes are also desirable in the tests of
reasonableness and allowability contained in subsections (1) and (2) of this
section.
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XXI. RECRUITING COSTS - Section 15-204. 2(ggl

We would prefer to see the subject of uspecial benefits or emoluments"
dealt with affir~matively. As presently written the use of "standard practices in
the industrya as a criteria for allowance would be most difficult if not ill.possible
to administer and determine. Therefore we reco~mend changing the last sentence
in this paragraph to read: "Reasonable costs of special benefits or emoluments
offered to prospective employees are allowable. i

'

XXII. ROYALTIES - Section 15-204.2(,til

This section needs material revisions and deletions. The determination
of the unenforceability of a patent (see subsection (iii)), or of its invalidity
(see subsection (ii)), are judicial functions, which under no circumstances should
ever be left to the determination of a contracting officer.

Royalty payments are usually based upon contractual obligations freely
negotiated at arms length. There is no reason why it is not enough to subject
them to ordinary tests of reasonableness.

XXIII. SELLING COSTS - Section 15-204.2(k~

The philosophy that selling and distribution expenses are generally
unnecessary in securing Government business, and hence are unallowable, fails
to recognize the many indirect benefits the Government gains from a contractoris
sales, distribution and sales engineering functions. '1'he paragraph as written
would permit an allocation of only those expenses which consist of ittechrlical,
consulting~ demonstration and other services" for purposes of adaptation of the
contractor~s product to Government use. This is an unwarranted limitation and
this category of expense should be fully allowable, subject only to tests of
reasonableness and allocability.

KXIV. TAXES --pection 15-204.2(00l

This section requires technical reV1Slons to bring it into accord with
recent court decisions, and to pen11it a contractor to protect property against
tax lien enforcement, and to protect its interests in a timely manner when the
Government fails to meet date deadlines.

(XV. TRADE, BUSINESS AND PROFESSIONAL ACTIVITY COSTS - Section l5-204.2(pp)

Here again, exclusions by definition occur. One omits from allowability
nembership costs in service organizations which in fact are required to preserve
~ corporationis status in its plant communities. The other places overly narrow
iualifications (i.e., udissemination of technical information or stimulation of
Jroduction1i ) upon meeting and conference expense allowability.

~XVI. ADDITIONS NFJEDED FOR TERMINATION SETTLEMENTS

Recognition should also be given in the Cost Principles to the following
.dditional types of costs which are experienced by contractors under termination
~la.:i.rns:

Common claims of subcontractors
Costs continuing after termination
Initial costs (inclUding high start-up costs)
Interest on borrowings
Loss of useful value of special machinery and equipment
Pre~aratory expenses
§~~ct~Te£~a~~enses
Subcontract settlements

".,.,------



ATTACHMENTS - 10
Made Unallowable
by Present ASPR

Paragraph of Proposed Cost Principles Section XV

Accruals for mass or abno.rmal
severance pay (Sec. l5-204.2(mm)(2)(ii»

Commissions and bonuses (Sec. l5-204.2(f»
Unrecovered true depreciation (Sec. l5-204.2(i)4(ii)
Insurance (Sec. 15-204.2(p)
Deferred maintenance (Sec. 15-204.2(t)1(ii)
Material costs - credits (Sec. l5-204.2(v)2)

n tt - writeups or
writedowns (Sec. 15-204.2(v)3)

Lease-back costs (Sec. l5-204.2(hh)(3»
Memberships (Sec. 15-204.2(pp)(1)
Training and educational costs (Sec. l5-204.2(qq)(1,2&3)

XXIX: COST ELEMEliTS FOR WHICH SPECIAL TESTS OR REVIEWS ARE REQUIRED

yes
yes

yes

yes
yes

yes

yes
yes

(2»

(2)
yes

yes
yes

Paragraph of
ProEosed Cost Principles

Bidding costs (Sec. 15-204.2(c»
Compensation for personal services (Sec. l5-204.2(f»
Future contingencies (Sec. 15-20~.• 2(g)(3»
Emergency depreciation or

amortization (Sec. 15-204.2(i)(4)
Use charge on fully depreciated

assets (Sec. 15-204.2(i)(6»
Insurance (Sec. 15-204.2(p»
Costs of materials transferred

between plants or affilitates (Sec. 15-204.2(v)(5»
Overtime J extra-pay shift and

multi-shift premiums (Sec. 15-204.2(y)
Pre-contract costs (Sec. 15-204.2(dd»
Professional service costs (Sec. 15-204.2(ee)(1) and
Recruiting costs (Sec. 15-204.2(gg»
Rental costs (Sec. 15-204.2(hh)(1) and
Research and development costs(Sec. 15-204.2(ii»
Royalties (Sec. 15-204.2(jj»
Selling costs (Sec. 15-204.2(kk»
Severance ~ (Sec. 15-204.2(mm»
Unadjudicated taxes (Sec. 15-204.2(00)(2»
Meeting or conference expense (Sec. 15-204.2(pp)(3»
Travel costs (Sec. 15-204.2(s5)(5»

Made
Unallowable
By Present
ASPR Sec.XV

yes

Special
Consideration
Required by
ASPR Sec.XV

yes

xxx ITENS ON WHICH ADVANCE NEGOTIATION IS REQUIRED .AS A REQUIREMENT OF COST ALLOWANCE

Contingencies (Sec. 15-204.2(g»
Insurance and indemnification

(losses not covered by insurance - Sec. l5-204.2(p)(1)c)
(Indemr.ification - Sec. 15-20402(p)(2))

Patent Costs (Sec. 15-204.2(z»
PrOfessional service costs (Sec. 15-204.2(ee)(3»
Rental Costs (Sec. 15-204.2(hh)(3»
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XXVII COST ELEMENTS MADE WHOLLY UNALLOWABlE

Paragraph of Propgsed Cost Principles

Made Unallow1.ol
by Present ASPF
Section x:v..

Bad debts (Sec. l5-204.2(b)) yes
Stock options (Sec. l5-204.2(f)(5»
Historical contingencies (Sec. l5-204.2(g)(2) yes
Contributions and donations (Sec. l5-204.2(h» yes
Entertainment (Sec. l5-204.2(k» yes
Excess facility costs (Sec. 15-204.2(1»
Interest (Sec. 15-204.2(q» yes
Bond discounts (Sec. 15-204.2(q» yes
Costs of financing and refinancing (Sec. 15-204.2(q» yes
Legal and professional fe~s paid

in preparation of prospectus (Sec. 15·-20h.2(q)) yes
Costs of preparation and issuance

of stock rights (Sec. l5-204.2(q» yes
Losses on other contracts (Sec. 15-204.2(5» yes
Organization costs (Sec. 15-204.2(w» yes
Reorganization costs (Sec. 15-204.2(w» yes
Costs of raising capital (Sec. 15-204.2(w» yes
Legal, accounting and consulting

services (of certain types) (Se~. 15-204.2(ee)(3» yes
Federal income taxes (Sec. 15-204.2(00)(1)(i» yes
Taxes in connection with financing,

refinancing or refunding (Sec. 15-204.2(00)(1)(ii») yes
Special assessments (Sec. 15-204.2(oo)(1)(iv»
Taxes for which exemptions are

available etc. (Sec. 15-204.2(00)(1)(iii»
Grants to educational or training institutions, including the donation of

facilities or other properties, scholarships or fellowships (Sec. 15-204.2(qq)(5»

(Sec. 15-204.2(a»
(Sec. 15-204.2(e»

Losses from sales or exchanges of
capital assets (Sec. 15-204.2(ff»)

Contingent fees for securing government orders

XXVIII COST ELEMENTS MADE PARTIALLY UNALLOirlABLE

Advertising Costs
Civil defense costs
Depreciation on idle or excess

facilities (Sec. 15-204.2(i)(5»
Use charge in fully depreciated assets (Sec. 15-20h.2(i)(6»
Fines and penalties (Sec. 15-204.2(m»)
Insurance on lives of officers,

partners or proprietors (Sec. 15-204.2(p)1(v»
Patent costs (Sec. 15-204.2(z»
Reconversion costs (Sec. 15-204.2(cc»
Costs of special benefits or emoluments

offered to new employees (Sec. 15-204.2(gg»
Applied research and development

costs (Sec. l5-204.2(ii»

yes
yes

yes

yes

yes
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3780 WEST SIXTH STREET lOS ANGELES 5, CALIFORNIA

November 17, 1958

DUnkirk 8-7195

Hon. Perkins McGuire
Assistant Secretary of Defense (S&L)
Th~ Pentagon
Washington 25, D. C.

Dear Mr. Secretary:

Unfortunately, I could not take part in the November
6 and 7 industry meetings which resulted in Mr. Leathem's com
pr~hensive letter to you--industry's final "rebuttal" on Cost
Principles. Our President and our Cost Principles Committee
hav~ reviewed Mr. Leathem's letter and wish me to express to
you our general support of its contents.

There is one additional aspect which they would like
m~ to stress--the situation respecting fixed-price contractors.
We believe you are sold, so to speak, on the inequitable effect
of applying the principles in their present state to the settlement
of fixed-price terminations where the principles were not embodied
in the original letting of the contract. But we believe further
emphasis on the hazards, both to industry and government, should
b~ made with regard to any application in the area of fixed-price
contracting.

To illustrate the harm to government, as well as industry,
we should note that the word "unallowable" with respect to a cost
r~imbursement-typecontract is to be taken to mean "unacceptable"
with regard to a fixed-price contract (13-101.2.) In negotiating
a new fixed-price contract, therefore, it is evident that all
"unallowable" items must be automatically excluded from the area
ot negotiation.

This places the prospective fixed-price contractor in one
ot two positions, both of which are untenable:

(a) He must conduct "negotiation" solely within the area
of "acceptable" items--that is, be negotiated out
of some of them and hence wind up in a position
inferior to that of a cost-reimbursement contractor,
or

formerly SMAll DEFENSE ASSOCIATION
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(b) he must consider a formula price--all acceptable
costs, plus a percentage th~reon--as the most
desirable result of his so-called negotiation.

My statement at the defense-industry meeting on October 15
cited a specific instance of formula pricing. This was confined to
a single instance merely for sake of brevity. Our experience has
been that formula pricing is increasing on all fronts. It is par
ticularly evident in the matter of repricing "negotiat ons" conducted
by mail, a common circumstance as between the smaller contractors
and government purchasing offices located remote from the plants in
volved.

In repricing, the formula approach seems particularly
hazardous to government because it tiptoes dangerously close to the
forbidden cost-plus-a-percentage-of-cost. From the contractor's
standpoint, the limitations inherent in formula pricing are completely
counter to the higher risk philosophy which normally does and should
surround fixed-price work. Rather than accept a cost straight-jacket
on a fixed-price contract, the incentive will be to seek a CPFF con
tract which, at least, guarantees payment of agreed costs.

To be constructive, we would like to suggest that the
commitment to issue the Cost Principles be honored by proceeding
on the basis of having a set of principles applicable only to cost
reimbursable type contract (as suggested by the Hoover Commission)
making such minor modifications in the existing writing as to effectuate
this change together with the handful of revisions necesssry to
bring equity into the treatment of certain specific costs as delineated
in Mr. Leathem's letter and its attachments.

I want to thank you personally for your great courtesy dur
ing our time to~ether in Washington. It added to the very sizeable
respect our SIA people have for the guy who is sitting in your chair.

Sincerely,

JM:bb

Jo arschalk
xecutive Director
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DUNKIR2i§~5

Apr il 22, 1959

Hon. Perkins McGuire
Asst. Secretary of Defense (S&1)
Pentagon
Washington 25, D.C.

Dear Mr. Secretary:

It was certainly gracious of you to write as you did on
April 8. Let me repeat what I said at the close of the session: Pete
Mulloy is an excellent chairman and one of the most competent people
I've met on your good staff. He never seemed to pre-favor either a
Government or industry position, but showed highest regard for what
seemed the most reasonable logic on any given point. In fact, he was
so doggone deft that I found myself yielding on some points I had
originally intended to be fairly noisy about.

As he probably told you, I never did get off my soap~box

on certain aspects of handling fixed price. If I had my druthers, I'd
like to see all references to fixed price contracting taken out of
Section ~V, Part 2 - some of them interfere with this part's use in
cost-type contract language - and have these references picked up in
the new Part 5. And as Pete also knows, I'm still afraid that the big
majority of contracting officers are much too human to avoid falling
back on formula pricing unless the fixed price language is less man
datory in tone.

In spite of the foregoing, I sincerely feel the language
appropriate to cost-type contracts, if issued just as we left it at
the conclusion of our session, would represent a job exceedingly well
done from both industry and Government standpoints.

Thank you again for having me take part. It was no
sacrifice at all, and it's always a pleasure to serve you.

Sincerely yours,

JM-la

P.S. James Dunn sent me the copy of MIL-D-30727, the drawing control
specification. I've written to tell him how delighted I am to see
that the objectionable provisions were deleted ••• and much thanks to
you, sir!

----------,-_....._--_ .._---
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15-000 Scope of Section. This Section contains general post principles
.

~ and procedures for the determination and allowance of costs in connection

..- with the negotiation and administration of cost-reimbursement type contracts

~ and contains guidelines for use, where appropriate, in the evaluation of

~ costs in connection with certain negotiated fixed-price type contracts and

~ contracts terminated for the convenience of the Government.

Part 1 - Applicability

15-101 Scope of Part. This Part describes the applicability of succeedingI~ Parts of this Section to the various types of contracts in connection with

+- which cost principles and procedures are used.

15-102 Cost-Reimbursement Supply and Research Contracts with Concerns
1J.#is c4t1~ory

• " Other Than Educational Inst itutions. include5at'l cost-reimbursement
(ASPR.3-~"~' h

~ type contractstf0r supplies or for experimental, developmental, or research

4- work (other than with educational institutions, as to which ASPR 15-103
ir

~ applies), except that~~ does not include facilities contracts (see
S

~ ASPR 15-101) or construction contracts (see ASPR 15-104).~

-?&-_.Ghe cost principles and procedures set

~forth in Part 2 of this Section shall be used in connection with cost-

~reimbursement supply and research contracts with other than educational

~ institutions -

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

contract, for determination of reimburseable costs under cost-

reimbursement type contracts.~A8PR3 ~1, including cost-

reimbursement type subcontracts thereUnder, and the cost-

reimbursement portion of time-and-materials contracts

I ,-



--
(ASPR 3-405.1); ~

\

\

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

(ASPR Section III, Part 7); and

(iii) as the basis for the determination of oosts of terminated

cost-reimbursement type contracts where the contractor

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

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

mination (ASPR 8-209.7).

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

in~ .t1:ud-prlce tJJHI cOlltract.., .. iDtieated in Part , of this
f

.'SecUon.

'S"- 103

~~ lout-t",,-r~.: ~:s CA.~Dr7 ~'-k ...II ~r-~bson;~
OtSPR. 3·'ib'4)

+tpe. c:o.,tf"U.-J.s"1.r- e"rerl~tJ J Je~~t...l, or rQ.4e.-.n~ ~oMC-

w;t.. ~jL(c«,t.;~ __l ~tt...t..;;.; __ ~e06-r- trt';Cr a-J rcoaj~

..beT jo,..« ~ -:p&l\.r 3 1 ~ SQ.,ft,o..... .sl.JI .k.. ~.~ CO""UU t..;.
w/tft Cdr-~~r:r«' ........t JJ..e6e4rr:-~ c..~t.....c.h ...:.. {( eJ....c4.t;".~1 b1~t:f..t~

(i) ~ 1k. coY\tract-l .lnw~.J -'j j~~rQ~. ~
~.~ r:. tf-. CA~T~-r; t Jeier-:..io.;-If
, ~~r:u.ik.. ceis~ ctrSt- ..Nt'-'raG1e~r
ry~ conTrActsJ C4,SP~ :3. 'i~ ':-c:Uj
~r:~_"l.aY.r~~1 +'1"'" ..bc.Llru,..traJs t'.c.~w..Jc:f1

,fl) ~ tr.- .inw~ for- tf.- ~£a~ 14verU Jl&.~

(JtsPR s~i:-..1lLJ a.,..t 7) j ~cl

.... L-
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allowability of the selected items of cost

been stated to apply broadly to many accounting systems in varying contract

situations. Thus, as to any given contract, the reasonableness and allo-

cability of certain items of cost may be difficult to determine, particularly
(Y'-- t",.,. J' ...T:".. /,-,.r~tl- {C> •. :;j'/~' .:..,.. <:.-/ <L(f (\ ;::,. ,-I,. . .:., ., t..J~.-( "'1 .... ...t... c. t ,., . .n.; ",,_"1 f ('

t' l' ift tAu ahsang; er8ffective competitive restraints. In drder to avoid .'''" I)id"t.:·

possible 'subsequent disallowance or dispute based on unreasonableness or non-

e?li:tL.JnA~f~~ii~~,~'~t' i~~~~:t~~~~t' ;r~~~ed~~v:' ~~~:;ac~~;' ;~~~[~~~e:;:t' f i.,.. , f ••1;
. /~

with the Government in advance of the incurrence of special or unusual costs

in categories where reasonableness or allocability are difficult to determine.

Such agreement may also be initiated by contracting officers individually,

or jointly for all defense work of the contractor, as appropriate. Any

(iii)

(iv)

(v)

(vi)

(vii)

\
such agreement should be incorporated in cost-reimbursement type contracts,

or made a part of the cont.raot til. ia the ~ase of negotiated fixed-price

type contracts, and should govern the co.ttreatment covered thereby

throughout the performance ef the coBtract. Jut 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 servicesj4MPft 15 £~.@(f)h

(ii) use charge for fully depreciated assetsj~h8fi!R 15 :2e!i:1@" " •

..(i) (01Tr

deferred maintenance costSj=€A:8FR ""-264.l! ~<t4'#){llt),

pre-contract cost~~J;S 20¥..~ (dd», ==
research and development costS){i\BPR 1;-!e!lJ!'''~~~H6» ,

royaltiesj h'triac 3:, 2~.2 t~j», ~

selling and distribution costsJ~PR 15 2a4.! (MeHan,

,..aN

(viii) travel costs, as related to special or mass personnel

{

movement, (1tfWR 15-l0t;.'2 tss)(5»wc- / P41< b:::\
........ >. .....,." .. _._. ., _._.._.~~_ , _._. M· • •.••••_ = __



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

CR
SUPPLY AND LOGISTICS

4 May 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS)
Through: Director of Procurement Policy~

SUBJECT: Letter From John Marschalk With RespJct to Contract Cost
Principles.

In his letter of April 22, 1959, John Marschalk has repeated a
recommendation which has been made many times in the past; namely,
that the Cost Principles in Part 2 of Section XV be restricted to only
cost-type contracts. In this instance, he has recommended that any
and all non-cost type contract language be removed from Part 2, to
be picked up in the new Part 5 dealing with fixed-price contracts.
Both Mr. Kilgore and I feel that any such revision would in large
part negate one of the principal objectives of the cost principles;
namely, to provide a single useful document to be used whenever costs
are a factor. The present draft of Part 2 does contain some language which
is associated with fixed-type contracts. However, this language does not
detract fram the usefulness of Part 2 for Cost-type Contracts. If it were
to be removed from Part 2 and placed in the new Part 5, it would be very
confusing and difficult to work with. We have made one change, however,
of this general character as the result of our recent Industry discusstons.
In the current draft, we have changed the location of the treatment of
Advance Understandings by removing it from Part 2 and placing it in Part
I of Section XV. In a small way, this partially accommodates Mr. Marschalk's
recommendation. We feel that this is as far as we should go in this regard.

We have prepared a new draft of the Cost Principles, giving effect to
the latest Industry recommendations and to certain editorial rearrange
ments which we have made in our further study of the Cost Principles.
I am meeting vith a departmental group on Tuesday, May 5th and Thursday,
May 7th, to secure departmental reaction to the changes which we have made.
I am hopeful that the departmental coordination work will be completed
this week and that I will then be in a position to provide you with our
recommendations.

InCl.
Ltr. fm Mr. Marschalk
dtd 4/22/59

~~~ J. M. MAi.~
J Cdr, SC, USN

Staff Director, ASPa D1vision
Office of Procurement Policy



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

OR
SUPPLY AND LOGISTICS

4 Mt!q 1959

M1MlJWltl)UM :mR THE JSSISTAlfr SECB"l'ARY OF DlPUSI (SUPPLY AND LOGISTICS)
Throughc Director of :Procurement "olley

SUBJiCT t Letter ham John Maracbalk 'With Respect to Contract Cost
Principles.

In his letter at AprU 22, 1959, John Marsohalk baa repeated a
recommendation ",blah has been made DaIlDT tw. in tl. past; namely,
that the Cost Principle. in Part 2 ot Section XV be restricted to only
oost-type contract.. In this instance, he bas reoommended that en:!
aDd all ftOn-eost type contract language be removed tram. i'art 2, to
be pioked up in the new Part 5 dealing with f1xed-pr1ce contracts.
Both Mr. Kilgore and I feel that tm7 such revision 'WOuld in large
part negate one or the prino1pa1 object1.... of the cost prinoiples;
name:q, to pro'V'1de a single usefUl docnaent to be used whenever costs
81'e a faotor. The preeent draft of Jlut 2 doe. oontain some language which
is as.ooi.ted 'With fixed-type contracrts. However, this language does not
<letr.cst from the UsefUl.ne8. ot Part 2 £01' Coat-type Contracts•. If it wwe
to be remo'ftd from Part 2 and plaoed in the new Part 5, it would be V9'q
contu.ing and dit.tlou1t to \tOrk with. We haft J84de one ohanp, however,
of t.his general oharacter a. t.m. relilUlt of oUt' recent Indust17 discu••lone.
In the aurrent draft, ~ haw ohabged the looation of the tr..tme.nt or
AdftDoe l1DderBtandinge by lWlOvlng it trOll Part 2 aDd placing it in Part
1 of Section IV. In a caall vq, 'this partially aCOOBlllOdatea Ur. Marschalk t •

reOO88Ddation.. We feel t.hat this i. &8 far as we ahould go in this regard.

We have prepared a new draft of the Cost Principles, giving effect to
the latest Industry r8OO1llllendatlona and to oertdn ed1torla1 rearrange
mente whioh we have mad. in our further studT of the Co.t Pr1Deiplea.
I am meeting with a depertmentel group OD Tueedq. Mq 5th and Thuredq,
Mq 7th, to Moure depertmental reaction to 'the changes which w ha.... made.
I em hopeful that the departmental oool'd1natlon v.ork vi11 be completed
this week and 'that I 01111 t.hen be ln a position to provide you with our
reC01lllleDdatlons.

Incl.
Ltr. fa Mr. Marscba1k
dtd 4/22/59

J. M. MALLOY
Cdr, SC, lSI
Statf Director I ASPR Ilivision
Office of ProGUr-.mt Policy



29 July 1959

I aa iaclosiac a cow of' our lateat. draft ot the eotrtract cost
pr1Aoiple8 tor ,our Worsaatlon. This draf't 1a furtdlhed to you tor
7O\U" per801I&l iAt01'M:Uoa in view or Tour helptQl sealstanee in con
tlHticm with. our r....t renew ot the lanpageot the regulation.
I sa 8\Il"8 that 70\1 UDderfltand BI3' reqwtst that 10U bold tbe contents
of tohi. <!ratt coafidellUal 1JI'ltll it. publication.

\de are, I th1l:1k, pttlng nearer to a publiestion date, although
this depeade on our success 1ft dealing with the Co1aptroll81" General.
W. bad soheduled a .etiaa lI1tb. Mr. Caapbell last vuk but it was
cancelled at the last minute. It will probably be reaebed'U1ed shortl,..
We hope to oonnDce Mr. Callpbell that. he should not get into the
details ot the coat praciple. because of our desire to pllbli4'h them
at aD. ee.r17 date.. If' \!Ie are SUC<Mss.f'ul, we idll be nble to go f'or\Jud
lhort17.. If' not, I cant t predlct it ..

I ,. not f'urJdsh1ng the attached drart tor COJl'II1ent. 1fowe..r, I
_ sure that you Malin that we dll alwq_ be he.PPT to receive ,-our
euaest10as tor oorreetlO1l or aDI' possible errOl'8 wb1.ch Idght haw crept
into our etf'orta.

A. we pt closer to a publlcatiOB date, I am beooaiag iAcI'eas1ngly
&'6161"8 of the Med ror rather explicit 1Jlstructione ~th respect to the eut
OWl" to the aew pr1Doipl... We are OUlTotl)" experi.aoing aoae dH'fi
cult,... ia We regard 111 ClOJ!l8eot1on ~th S.otiOll XV, Part ) with the
tIJd.'I'8J'a1tl... OUr (NIT.nt thiJlk1Ac 1s to haft the DeW' prboipl•• effectlw
on 1 JaaWU"J'1 hewewr, it there ill .ch rurthGr 08181', we would b"l'e to
put toM. ott _t11 1 Jul.r 1*. 'they would apply oD.l7 to new contracts or
to -.ndment. to exist1.Di co.tracts oalllng tor new proeurement. 1 think
that the new prmc1ples can be 'l:l8ed rather cpd.ek17 in the fixed price ar8~

vhere tbe7 are for u.. oDly e.s a pidtt. It iIO'Uld _em that aftJ" difficulties
that ar1aeOO1lld be !rOBed out in the .iot1e:t.iOll process ..

w. tore... a 'probl. in coJmecUOft with~ existing coat type
contracts tnwlrtng the legal queetioa ot adequate consideratloD. We EU"fl

'j

!



curNllt:l.7 WOI'JdAg OIl thi8 problem and it you ba-ve €I.DT ideas that may
help a, plea.. feel ,(1"'8$ to drop _ a 11u.

J. M. MALLOY
Cdr, sc,tEl
statr 1)1reetol', ASPR 1l19itdon
Ottl.. of' P!'oC\U'want Policy

Mr. Jolm Mar.ebalk
nao w. 6th Street
Loa Aap1••, 5. Callt.

Identjcal letter sent to: Mr. Bel~01J2 :t-'b. HcAnly and Mr. Haynes

2
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jJohn ..Marschalk
2850 BelJen Drive

HollywooJ 28, California

HOIlywooJ 9-9174

August 18, 1959

(S&L)

Dear Peter

Thanks for your kind letter of 29 July and the enclosed latest
draft of Cost Principles.

I'm much impressed with the physical changes, renumbering of
paragraphs and so on. Also, it's good to see that a number of the wordings
we sweated over found their way into print.

Only one major recommendation that didn't make the grade bothers
me, the one which would deny reimbursement fOr a royalty payment on a patent
"administratively determined to be invalid" or "considered to be unenforce
able". Considered by whom?

Nearlyall the other provisions as to reimbursement type contracts
strike me as representing big improvement for both industry and government
when compared with earlier drafts. On fixed price contracts, we appear to
have lost another change that really ought to have stuck, the final sentence
under 15-602(b)(i), in that "the final price accepted by each party ~hould

not reflect agreement on the evaluation of each element of cost" •••etc. I
go down with colors flying on the belief that any other wording denies the
thesis of negotiation.

You may want to check a couple of apparent typo errors. On page
30, first line of paragraph (d) appears to have an omission. And on page 51,
in the second line, the word preceding "settlement" seems like ,it ought to be
"or" instead of "of".

As to effective dates, is it a worthwhile idea to consider per
missive effectiveness immediately as to any contractor who agrees to accept
it by modification of existing contracts? This might be very beneficial to
companies with complicated contract structures. The harde~problem would
be to work under two different standards of acceptability.

Thanks again for keeping me posted.

JM-la

Sincerely,
~/-._--~~~

//'~ \" •./ __I-._'L-~
/" /·Jonn Mar scha lk



SOME PROBLEM) OF NEGOTIATION AND ADMINISTRATION

OF

COST REIMBURSEMENT TYPE CCNTRACTS WITH COMMERCIAL ORGANIZATIONS
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THE Nmi "'COST PRmCIPLESIt PROMULGATED BY THE REVISICNS TO SECTION XV

OF THE

ARMED SERVICES PROCUREMENT REGULATION

ISSUED ON
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AN .ADDRESS
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AT A BRIEFING CONFERENCE ON GOVERNMENT COO-TRACTS

SPONSORED BY

THE FEDERAL BAR ASSOCIATION AND ITS PHn.ADELPHIA CHAPTER

IN COOPERATION WITH

TIm BUREAU OF NATIONAL AFFAIRS, INC.

AT

THE SHmATON HOTEL, IN PHILADELPHIA, PENNSn.VANIA

ON

FEBRUARY 19~ 1960



Mr. Moderator, Fellow P-anel Members, Ladies and Gentlemen:

It has been a long time since I have addressed an audience compos~d primarily

of lawyers. For that matter, it has been a long time - almost thirteen years - since

I have myself practised law. I am, therefore" rusty both as to the law itself and to

any approach slanted solely or primarily toward lawyers. I would be doing you all an

injustice were I to attempt to resurrect from the dim past such an approach in talking

about the subject - or rather, that part of the subject - which has been assigned to me

today. So expect no citations or Latin maxims, and few 1£ any quotations.

Instead let us pick out and discuss just a few - four to be exact - areas in

which problems have already been met, or will surely arise, in putting the new ASPR

Section IV cost principles into effect. under cost-reimbursement type contracts. I say

these are just a few, because there are seven subsections under Sec. XV, Part 1, eight

in the first four sections of Part 2, and forty-six under Sec. 15-205 alone. I predict

that one or more problems will arise under each of these sixty-one within the next

eighteen months. It must always be so as long as Government continues in its obstinate

refusal to recognize as costs all true costs of conducting a business.

It is not JII3" purpose today, hOllever, to rehash the debates which went on for

the eight years during which these new ASPR provisions were under study, preparation,



review and revisione For the tiIoo being,\) at least,\) these are all water over the dam.

Now the new provisions are officially promulgated, and will become mandatorily effective

on and after July 1. Nor do I propose to cover, however lightly, all of the principles

as stated. Even if time should permit, I would not do it - for no one can wet-nurse

you through this complex field. Whether you act for Government agencies, for defense

contractors,\) or as private practitioners,\) there is no possible Bubstitute for your own

careful and painstaking reading and study of the document which spawned this monster,

ASPR Revision No. 50 of November 2, 1959.. In fact, from now on, I shall assume that

you have read it.ll and not only it, but also the old rules in the present Section XV of

ASPR, and even the last draft of the new prOYisions presented to industry for comment

- that dated September 10 9 1957. For ease of reference, I shall call these, respectivelys

the "hew ru1es s lt the ttold rules," and the "last draft."'

The first problems I want to discuss are those created by making the new

rules effective on July 1 9 1960 to all contracts thereafter issued. The exact language

used is as follows~

ltIThis Rev::l.sion shall be effective at all applicable echelons with respect to

contracts issued on or after 1 July 1960, but compliance is authorized upon

receipt hereof~ Existing cost~redmbursement type contracts may be amended»

but only if the amendment will not be to the disadvantage of the Government.
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Thus, if a proposed amendment would result in the allowance of greater

costs, there must be an equivalent benefit to the Government in the form of

improved delivery schedules, increased quantities of work, offsetting reductions

in administrative expenses'p or tm like."

Elsewherej! in the news release issued by the Department of Defense£) No. 1233~59

of November 2, 1959,\1 announcing the issuance of the revised cost principles, and in the

Question and Answer Sheet whic,h accompanied the news release, it was stated that the

It'allowability of costs under cost-reimbursement type contracts is not materially changed

from the previous regulationjll1 and that "contractors can expect about the Bame result. III

Yet it is a fact.ll just to mention two items, that under certain circumstances£) development

costs are for the first time allowed as a cost, and the allowability of research costs

is extended beyond mere Ugeneral research,"~which is all that the old rules permitted

under any circumstances.

Now let us assume that contractor A, holding outstanding ePFF contracts which

will extend to July 1, 1962, has never before sought recovery of general research but

has in fact company-sponsored programs of applied research and of development which would

qualify for cost allowability under the new rules. In order to amend its present contracts

to incorporate by reference the new rules" must A match precisely the dollar value of

its impending recovery of research and development costs by showing what lesser costs
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will be allowed becaus e of the more restrictive nature of the new rules $ an d if this

does not yield enough dollars» then go on to undertake additional work~ faster deliveries

or other new cost-creating obligations? A strict reading of the quoted language leaves

no doubt that this 11 and only this 9 is the price to him of an amendment. Thus it has no

value to him9 and he cannot be expected either to seek it, or to agree to it if proposed

to him by a Government negotiator.

And yet, can it possibly' be tba t the Government wants its regular defense

contractors to have to keep two sets of overhead rates - one applicable to old contracts

issued prior to July 1 3 1960 9 and another applicable to new contracts issued after that

date, and to keep these dual accounting systems in being so long as any old contracts

continue or are extended? Does it really want to set up barriers as rigid as these$ or

does it want to get all cost-reimbursement contracts under the new rules 9 and to have

uniformity of treatment~ as soon as this practically' can be done?

This is where you Government lawyers come into the picture 11 for if the past

repeats itself.ll you will either volunteer or be called upon to say what is compliance

with the quoted language, and to say whether a. given set of circwnstances does in fact

yield "an equivalent benefit to the Government. It! Here you can receive litUe help from

either the contractor or the contracting officer, for neither will honestly' be able to

assign a dollar value to savings from single, versus double, bookkeeping, audit, rate



Jreparation, negotiation and contractual amendment.

It seems proper, therefore, for me to suggest that the purpose may be more

important than the words, and that the words should be interpreted and applied to carry

out the purpose - and also, that perhaps the best solution of all would be for

Commander Malloy and his associates in DOD to rewrite this language to recognize the

real, though intangible, benefits to both Government and industry of having one set of

rules and not two.

Already, defense contractors are being asked to incorporate by reference the

new rules not only into new contracts now being negotiated for issuance prior to July 19

but also into amendments of present contracts occasioned by funding actions, changes in

scope, extensions of work ti.nJ3, or other reasons. If the unwary contractor, being

anxious to please and with no bargaining position to resist, agrees ~ is he later going

to be met by a legal ruling of failure to provide adequate consideration?" This has

happened in the past - steps should be taken now to prevent it happening again in the

future.

The next problem I want to discuss is the applicabUity of the new rules.

I shall try to stay awaY' from the tempting extensiat of this discussion to what happens

about the varicus kinds of fixed-price contracts under the provisions of Part 6, and

shall let that drop after merely saying that I am inherently suspicious of the use of



the phrase 11lguidelines for use in th:l evaluation of costso-W But there are going to be

problems, even in the applicability of the new rules to cost~reimbursenent type contracts.

'!he new rules say that they It contain general cost principles and procedures

for the determination and allowance of costs in connection with the negotia tion and

administration of cost-reimbursement type contracts," except facilities or construction

contracts~ and shall be -the basis for determination of reimbursable costs, 6000000

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

portion of t:ine-and=materials contracts. 1t I am sure that this will be read by the

auditors to mean that their findings are absolute, and that this language leaves no

latitude for negotiatingo

Yet the next subsection says the new rules shall be "the basis for the

negotiation of overhead rateso" Since an auditor admittedly has no power to negotiate~

this seems to give the ultimate decision to the contracting officer or his delegee in

overall rate negotiations o Is there, then, to be one group the contractor deals with

as to direct costss and another as to indirect costs, and none as to all costs? If

such be the intention,!) look out for fireworks from the contracting officers 1

The new rules contain, for the first time, definitions of "reasonableness"

and"allocabilitYott Contractors with whom I have talked find no fault with these, and to

have them spelled out with such care is a real achievement of the new rules o Indeed,!)
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many professional accountants believe that the new rules would be excellent had they

stopped right there. Do these provisions give us any guide as to the authority to

determine applicability? I believe they do - for in Sec o 15-204(a)>> it is said tlE. t

It'Qoats shall be allowed to the extent that they are reasonable, allocable and

determined to be allowable in view of the other factors set forth in ASPR

15-201.2 and 15-201050 These criteria apply to all the selected items of

cost tolhich follows notwithstanding that particular guidance is provided in

connection with certain specific items for emphasis or clarity. It

These words certainly seem to make reasonableness and allocability the

ultimate tests,j) and it would seem that even the most audacious auditor would leave

the determination of reasonableness to the contracting party ... namely, the contracting

officer.

I really believe we shall have no more problems in this area under the new

rules than we have had under the old rules» but being new rules, and hence subject to

new interpretations» I suspect that some of our old problems may be repeated. I hope»

though, that we all can agree that the contracting officer or his delegee should retain

the ultimate authority for cost settlements as well as price settlements and other

contract terms.
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The applicabilityof' the new rules to successive tiers of subcontractors

holding cost-reimbursement type subcontracts may prove more troublesome. It is not

enough to pass this off by saying that all the new rules say is that the primew.ll only

be paid for payments to subcontractors which recognize the allowances, disallowances and

interpretations contained in the new rules. This is a pretty hefty stick, and you can

be sure that the prime will be taking every possible step to pass the new rules through,

by contract terms, to tre cost-reimbursement type subcontractors - but in many cases,

he cannot force such acceptance, and even if he does, be often will not be permitted to

audit a major compa.ny's costs merely because it is a subcontractor. So here we are with

the same problem the Air Force is facing in its efforts to have prime contractors get

more cost data in pricing subcontracts - some way mlJ3 t be provided for Government audit

of subcontracts and for the protection of private data belonging to the sub when cost

data is disclosed to the prime. This is easier said than done 1

The third area of discussion is about advance l.U1derstandings. As you knows

the new rules list, in Sec. 15-107.9 eight cost elements as to which defense contractors

are urged to make advance agreements which can be embodied in contract terll'.l!f. ActuallyJ

elsewhere in the new rules, advance agreements are urged or reqUired as to at least five

additional kinds of costs. The last draft made, as to the eight listed items, an advance

agreement mandatory if any such costs were to be allowed, but the new rules are less
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stringent and now state: "But the absence of such an advance agreement on any element

of cost will not, in itself, serve to make tal t element either allowable or unallowable."

Nevertheless, advance agreements are certainly desirable, and industry

representatives have welcomed the forthright recognition of their desirability in the

new ASPR provisiomlo Any contractor which does a lot of cost-reimbursement type con-

tracting with the Government will be sure to seek them and to want promptly to negotiate

such agreements - but how will he go about it? This is far from clear, and this is the

reason I want to discuss; this problem today.

To get the matter sharply into focus, let me list the items about which advance

agreements are suggested. As I do sc, consider as to each whether separate agreements,

contract by contract, are practical - or whether the particular cost factor is one which

must - to be feasibly handled - be treated alike in every situation, no matter who the

customer is or wl'B t the type of contract used. I suggest that some are one, and some

are the other, and s orne are mixed.

The eight items listed in Sec. 15-107 are:

1) Compensation for personal services

This I believe <can be handled only on an overall basu,

2) Use charge far depreciated assets
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This I believe can usually best be handled on a contract-by-

contract basis~ in the situations where such assets are in faot

to 00 used - but if it is a oomplete facility, building and

equipment~ then an overall treatment might be required.

3) Deferred maintenance costs

Except in rare instances, this would normally be spread across

an entire plant area's overhead costs, and should, therefores

be treated on an overall basis.

4) Pre-contract costs

Obviously, this should be covered on a contract-by-contract basis,

for such costs would not always be incurred, or if they were, should

not be borne in any degree by another contract or group of contracts.

5) Research and development costs

The whole concept of Sec. 15-205.35 is predicated upon an overall

treatment, even though recovery of development costs may be possible

only against Government purchases within a given product line.

6) Royalties

Here, it seelJB. to me, is a mixed sitnation. If a contractor's

obligations to_pay royalties extend over all its products, or even
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all the products of a single division, then this can be handled

on an overall basis. If9 however, the royalty obligations are

narrower, then recovery should be restricted to the situations

where royalties have to be paid, and probably would require a

contract-by-contract treatment.

7) Selling and distribution costs

Normally, these can and should be spread over all of a contractor1s

business and, therefore, can be handled on an overall basis. '!his

is true even in a business which bas some Government and some eommercial

businessj) for Government selling and distribution costs - other than

advertising - are quite different and identifiable from normal commercial

sales activities.

8) Travel costs, as related to special or mass personnel movement

This is, again, a situation which could be mixed. Normally' it would

relate to the specific performance or service requirements of a single

contract~ and hence would lend itself to contract-by-contract treatment.

But how about the move into a completely new and distant laboratory',

production facility or test site made by a company to improve its

facilities» or to draw upon a new labor market? If this new location
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will serve more than one contract~ or especially if it will

perform both Government and non-Government work, then such costs

should be spread across all work on an overall basis.

The five other areas in which advance agreements are suggested or required are:

1) Contingencies (Sec o l'-20'.7(i1»)

The possible allowability of contingency reserves as a cost is here

recognized officially for the first time, but will undoubtedly be

approached warily by individual contracting officers. It seems to

me i therefore ll that this must be handled only on a contract-by-

contract basis.

2} Insurance (Sec. l'-205.16(a)3)

This relates to the allowability of losses against a self~insurance

program which could have been covered by permissible insurance ll only

if' prOVided for in the contract. It is imposs ible in advance to predict

either the nature or extent of such losses in any precise waYi but

reasooable actuarial approaches can be taken in fixing charges to a

self-insurance program. 'lbese ll it seems to me, must be viewed only on

an overall basis i and cannot be left to separate allowance on one contract

and disallowance on another.
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3) Plant reconversion costs (Sec. 15-205.29)

These are stated to be recoverable only !tin special circumstances, II

and hence must only be handled on a contraet-by-contract basis.

4) Professional and other services in connection with patent litigation

(Sec. 15-205.31(c»

It seems clear that the drafters of the new rules intend this to be

negotiated on a contract-by-contract basis, but like royalty costs s

situations might arise where equity would require an overall treatment

and spreading of such costs. I, therefore, consider this a mixed

situation.

51 Rental costs (Sec. 15-205.34(c»

This relates to rental costs fixed in sale and leaseback agreements.

These often cover major real estate and facUj"ties, or plant areas

alone. Where they do, an overall agreement is the only fair basis

for spreading such costs across all the work done in such facilities

or plant areas.

In these thirteen situations, then, we have only four that clearlY' lend

themselves to a contract-by-contract negotiation, and six demand overall treatment



if we are to avoid excessively long negotiations of single contracts and. the probable

inequity of varying conclusions by different contracting officers. The other three are

mixed. How and with whom does a contractor negotiate for the overall agreements needed?

There is no part of the Department of Defense set up or authorized to conduct such

negotiations, nor are there single representatives yet able to speak for aU. parts of

anyone of the three Armed Services. '1be only exception to this statement is the

Tri-Service Committee just starting to work on advance agreements covering research and

development costs, but even it will only try to cover the largest 50 or 60 defense

contractors. Many more than these will need overall agreements covering research and

development costs.

We have, therefore, the recognition and promise of advance understandings

and agreements, but as to sus and possibly nine cost-elements, no place to get an

agreement carrying any assurance that the treatment afforded will be fair, prompt and

uniform, except possibly as to research and development costs. This is a situation

which I hope will have the attention of each of the Services and of the Department of

Defense. In the meantimeg however, one device is possible - and even a cure if the

various parts of each Service can be brought together into a single, Servicewide

negotiaticn o That is the "basic agreementcott

The basic agreement has been used by the Air Force with some contractors
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with considerable success 9 but it has not been widely used elsewhere. For cost-

reimbursemnt type contracts» its usage has even been less. To some extent this

reluctance has been the result of unwillingness to come to grips with difficult or

controversial problems, or the inability to bring together persons with authority to

represent or speak for each part of anyone of the Services. There has also been

reluctance among some Government lawyers to have contract issues resolved in what they

have cons idered to be a vacuUlnjl apart from the Government t s requirements and the

contractor's problems relative to a particular procurement. Some have raised questions

of adequacy of consideratioD9 or other potential legal obstacles.

Yet here is the only method, now in existence, by which schedules of

reimbursible costs!) tailored to each contractorus accounting system and containing

the advance agreements needed for these ten elements of costs under the new rules!)

can rather readily be negotiated for incorporation into contracts to be issued after

July 1 of this year. I reconunend, therefore, that this lmthod be employed by the

departments as rapidly as possible g even to the extent of assigning personnel and

clothing them with authority to negotiate overall basic agreements as expeditiously

as possible. I also suggest again that the objectives gait the action, and that the

Government lawyer seek out ways to accomplish the objectives, and not interpose roadblocks

The final point I want to discuss with you is the concept of cost=sharing9
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which is set forth in Sec. 15-205.35(h) pertaining to the a11owabi1ity of research and

development costs. The philosophy back of this appears in the definitim of reasonab1e-

ness, in Sec. 15-201.32 where it is said:

ltThe question of the reasonableness of specific costs must be scrutinized

wi th particular care in connection with fims or separate divisions thereof

which may not be subject to effective competitive restraints."

A preponderance of Government business apparently~ create a presumption that

competitive restraints are absent.

I can assure you that this is the exception rather thal the rule. There

are few businesses whose purchases are so sought after and fought for as are the

kinds of things the Government buys by negotiated procurement. I can assert categorically

that a preponderance of Government business rarely, if ever, frees a company from compet-

itive restraints. Remember that restraints are not imposed merely by having to bid on

the price of identical or substantially identical iteIl18. Price is only one facet of

competition. others g equally important, are labor rates - fixed by the competition

for jobs in the area or industrY3 technical capabilities - the competition to ou ta

design someone else» production know-how - the ability to produce faster s or better,

or cheaper than someone else. None of these are lessened by haVing a preponderance of

Government business.
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But having assumed an absence of competitive restraint, Sec. 15-205.35(h)

goes on to say:

"'In recognition that cost sharing of the contractor's independent research

and development program may provide motivation for more efficient accomplish-

menti 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."

Now what does this mean? I can show you by pointing to what tie Air Force is doing.

Before the new rules were announced~ but apparently just after the quoted language was

decided upon, the Air Materiel Command at Wright Field on March 24, 1959 issued, over

General Graalmanis signature, a memorandum to all Commanders of purchasing actiVities,

directing tlsupport of allocable general research costs on a dollar-for-dollar basis

.000. when the Government is the principal customer. II This position was reaffirmed

by General Davis at AMC at a Symposium on Subcontracting held in October 1959, when he

indicated that 50% sharing was the average, and that negotiations would be upward or

downward closely from that average.

This approach, unless enforced so as to have the Government bear close to

its full allocable share of allowable costs, can result in great iDjUZltices to individual

contractol"S,9 but even more important, it may vitiate the real reasons why this new cost

allowance was included among the new rules. Let me illustrate what I mean.
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Imagine two companies, A and B. Company A's business is 25% with the

Government and 75% commerciaJ... Company B's business is just the reverse, 75% with the

Government and 25% commercial. Each does a volume per year of $100,000 ,000 and each

devotes 5% of its billings, or $5,000,000 to company-sponsored research program8, the

costs of which are allowable under ASPR 15-205.35.

In the case of company A, if cost sharing was based directly on the principle

of allocability, 25% of $5,000,000 9 or $1,250,000 would be allowed against its Government

business. The Air Force formula, however, would allow dollar-far-dollar sharing, or

$2,.500,000 to be borne by the Govermnent.

In the case of company B, allocability would result in 75% of $5,000 ,000 Q1'

$3,750,000 being borne by the GOVernment orders, but by the Air Force formula, only

$2,.500,000 would be 50 borne.

'!his means.s> of course, that company B would have to spread the other

$2,500,000 against $259 0OOjlooo of its annual commercial volume, making this factor a

10% cost of doing a dollar of commercial business. Company A, on the other hand, could

spread its other $2,500,000 over $75,000,000 of commercial volume, making its factor

only 3-1/3% of the commercial sale:! dollar. Surely Company A 18 way ahead of Company B

in the competitive maelstrom of commercial business, all because of the over-cautious
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and suspicious attitude of the Government toward the very contractor who was willing

to give the Government more rather than less of its capabilities and capacities.

Is this deserved, and does it serve the best interests of the Government?

Surely not, if the Government really does want its contractors to remain competitively

free and independently strong :instead of becoming mere agencies of the Government. But

there is another vital factor here. Which of the two companies in my example, A or B,

is going to slant its corporate-sponsored research program more toward fields which will

advance the state of the art helpful to the design and production of missiles or other

military devices? Surely not A, for there is no incentive for it to increase its share

of Government work, for after all, it wants to serve principally that 75% of commercial

customers. Similarly, B will most want to serve its 75% customer - the Government.

Therefore, B's program - given equal skill and luck - will be far more productive of

new knowledge vital to Government work than will A's program - and this is the very

reason the Government was willing to pick up this new tab by the new ASPR rules. Its

top officials,· not only in the Department or Defense, but also in the Armed Services

themse1ves Sl knew that industrially-sponsored research must be supported by Government

funds and increased if the United States is to have a real chance to stay abreast of

Russia's scientific achievements-, much less to close a "missile-gap,U if Slch a thing

truly exists"
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I submits gentlemen~ that the fear of the lack of competition and its

step-childjl "cost-sharing, It must not be allowed to negate the objective to foster and

give incentives to moreS' rather than less" independent research and development by

industry.

In summarys and in conclusim» then - these new rules will not yield the same

results as the old. In some respects they are more restrictive» both by actual disallow-

ances and by more detailed analyses of costs - while :in other respects J they permit

greater cost recoverys notably for research and development costs. They contain workable

definitions of "l'easonableness· and "allocability"', even though the former expresses

unwarranted concern over the possible absence of competitive restraints. They sufferS'

as did the old rules» from the fallacy or questioning or disallowing elements of true costs

of doing business for real or imagined reasons of public policy or equitys and tend

thereby to become an auditor's manual rather than workable policy statements.. Nevertheless

they are out and my guess is that they will not be soon changed to any material extent.

Thereforejl I am more concerned about the practical problems of being ready to live with

them and under them by July ls 1960. I have tried to point out four problem areas in this

regard, and how each might be resolved. These are:

1) The elimination of dual accounting systems and getting all cost-reimbursement

type contracts am subcontracts under the new rules as soon as can practicably
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be done, without the strict balancing off of consideration for the changes

to existing contracts.

2) The determination of who has authority for final answers to questions of

applicability, and as to interpretation, both as to prime contracts and

subcontracts.

3) The use of basic agreements or some other readily available technique to

accomplish advance agreements as to those cost elements which can on~ be

equitably negotiated on an overall basis.

4) Prevention of the objectives of the new7 rules as to research and development

cost recovery being vitiated by over-zealous application of the t1cost-sharing

concept."'

There are already many other problems under the new rules, and doubtless still

more will develop as they begin to become effective. I hope what I have said, however.,

will give you some food for thought, and much motivation for prompt action in the four

pressing problem areas I have outlined.

Thank you for your kind attention.
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" Mr. Moderator, Fellow P'anel Members, Ladies and Gentlemen:

It has been a long time since I have addressed an audience composed primarily

of lawyers. For that matter, it has been a long time - almost thirteen years - since

I have myself practised law. I am, therefore, rusty both as to the law itself and to

any approach slanted solely or primarily toward lawyers. I would be doing you all an

injustice were I to attempt to resurrect fran the dim past such an approach in talking

about the subject - or rather, that part of the subject - which has been assigned to me

today. So expect no citations or Latin maxims, and few if any quotations.

Instead let us pick out and discuss just a few - four to be exact - areas in

which problema have already been met, or will surely arise, in putting the new ASPR

Section XV cost principles into effect. under cost-reimbursement type contracts. I say

these are just a few, because there are seven subsections under Sec. XV, Part 1, eight

in the first four sections of Part 2, and forty-six under Sec. 15-205 alone. I predict

that one or more problema will arise under each of these sixty-one within the next

eighteen months. It must always be so as long as Government continues :in its obstinate

refusal to recognize as costs all true costs of conducting a business.

It is not rq purpose todq, however, to rehash the debates which went on for

the eight years during which these new ASPR provisioIUI were under study, preparation,



review and revisiono For the tiIM beings at least, these are all water over the dam.

Now the new provisions are officially promulgated, and will become mandatorily effective

on and after July 1. Nor do I propose to caver, however lightly, all of the principles

as stated. Even if time should permit, I would not do it - for no one can wet-nurse

you through this complex field. Whether you act for Government agencies, for defense

contractors» or as private practitioners» there is no possible Bubstitute for your own

careful and painstaking reading and study of the document which spawned this monster,

!SPR Revision No. 50 of November 2, 1959.. In fact, from now on, I shall assume that

you have read it, and not only it, but also the old rules in the present Section XV of

.,-, ASPRs and even the last draft of the new provisions presented to industry for comment

~ that dated September lOa 1951.. For ease of reference, I shall call these, respective1Ya

the "new rules," the "old rules,tt and the "last draft. 1t

The first problems I want to discuss are those created by making the new

rules effective on Jnl.y 1,\1 1960 to all contracts thereafter issued. The exact language

us ed is as f 011005 go

lttThis Revision shall be effective at all applicable echelons with respect to

contracts issued on or after 1 July 1960, but compliance is authorized upon

receipt hereof o Existing cost-reimbursement type contracts may be amendedD

but only if the amendment will not be to the disadvantage of the Government.



Thus, if' a proposed amendment would reeult in the allowance of greater

costs, there must be an equivalent benefit to the Government in the form of

improved delivery schedules 9 increased quantities of work9 offsetting reductions

in administrative expenses.ll or the like."

Elsewhere» in the news release issued by the Department of Defense,!) No. 1233-59

of November 2, 1959.l1 announcing the issuance of the revised cost principles, and in the

Question and Answer Sheet whic,h accompanied the news release, it was stated that the

ft'allowability of costs under c oat-reimbursement type contracts is not materially changed

from the previoW!! regulation»" and that "eontractors oan expect about the same resulte It!

Yet it is a fact,. just to mention two items, that under certain circumstances» development

costs are for the first tiJne allowed as a cost, and the allow-ability of research costs

is extended beyond mere Ugeneral research,"~ which is all that the old rules permitted

under any circumstances.

Now let us assume that contractor A.lI holding outstanding CPFF contracts which

will extend to July I» 1962, has never before sought recovery of general research but

has in fact company-sponsored programs of applied research and of development which would

qualify for cost allowability under the new rules. In order to amend its present contracts

to incorporate by reference the new rules, must A match precisely the dollar value of

its impending recovery of research and development costs by showing what lesser costs



will be allowed because of the more restrictive nature of the new rules,p and if this

does not yield enough dollars~ then go on to undertake additional work~ faster deliveries

or other new cost-creating obligations? A strict reading of the quoted language leaves

no doubt that this g and only this.\l is the price to him of an amendment. Thus it has no

value to himj! and he cannot be expected either to seek it, or to agree to it if proposed

to him by a Government negotiator.

And yetj! can it possibly be that the Government wants its regular defense

contractors to have to keep two sets of overhead rates - one applicable to old contracts

issued prior to July 1.\1 1960 09 and another applicable to new contracts issued after that

date j and to keep these dual accounting systems in being so long as any old contracts

continue or are extended? Does it really want to set up barriers as rigid as these 9 ~

does it want to get all cost-reimbursement contracts under the new rules~ and to have

uniformity of treatment.\! as soon as this practically can be done?

This is where you Government lawyers come into the picture j for if the past

repeats itself.\l you will either volunteer or be called upon to say what is compliance

with the quoted language, and to say whether a given set of circumstances does in fact

yield "an eqUivalent benefit to the Government. Hi Here you can receive little help from

either the contractor or the contracting of'ficer g for neither will honestly' be able to

assign a dollar value to savings from single j versus double, bookkeeping, audit.\l rate
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preparation, negotiation and contractual amendment.

It seems proper, therefore, for IOO to suggest that the purpose may be more

important than the words, and that the words should be interpreted and applied to carry

out the purpose - and also, that perhaps the best solution of all would be for

Commander Malloy and his associates in DOD to rewrite this language to recognize the

real, though intangible, benefits to both Government and industry of having one set of

rules and not two.

Already, defense contractors are being asked to incorporate by reference the

new rules not only into new contracts now being negotiated for issuance prior to July lp

but also into amendments of present contracts occasioned by funding actions, changes in

scope, extensions of work tine ~ or other reasons. If the unwary contractor, being

anxious to please and with no bargaining position to resist, agrees - is he later going

to be met by a legal ruling of failure to provide adequate consideration?' This has

happened in the past - steps should be taken now to prevent it happening again in the

future.

The next problem I want to discuss is the applicability of the new rules.

I shall try to stay away from the tempting extensim of this discussion to what happens

about the various kinds of fixed-price contracts under the provisions of Part 6, and

shall let that drop after merely saying that I am inherently suspicious of the use of



the phrase Itguidelines for use in too evaluation of costs .. tt But there are going to be

problems, even in the applicability of the new rules to cost~reimbursellY3nt type contracts.

The new rules say that they It conUrln general cost principles and procedures

for the determination and allowance of costs in connection with the negotiation and

administration of cost-reimbursement type contracts," except facilities or construction

contracts.ll and shall be ftthe basis tor determination of reimbursable costs, GO .......

including cost-reimbursemen t type subcontracts thereunder.9 and the cost-reimbursement

portion of time-and-materials contracts .."' I am sure that this will be read by the

auditors to mean that their findings are absolute,9 and that this language leaves no

latitude for negotiatinge

Yet the next subsection says the new rules shall be "the basis for the

negotiation of overhead rates .. " Since an auditor admittedly has no power to negotiate9

this seems to give the ultimate decision to the contracting officer or his delegee in

overall rate negotiations.. Is there.ll then, to be one group the contractor deals with

as to direct costS.ll and another as to indirect costs, and none as to all costs? :cr

such be the intentiong look out for fireworks from. the contracting officers 1

The new rules contain, for the first time, definitions of "reasonableness"

andftallocabilitYott Contractors with whom I have talked find no fault with these, and to

have them spelled out with such care is a real achievement of the new rules .. Indeed.ll
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many professional aCcolwtants believe that the new rules would be excellent had they

stopped right there. Do these provisions give us any guide as to the authority to

determine applicability? I believe they do - far in Sec o 15-2b4{a), it is said teat

trCosts shall be allowed to the extent that they are reasonable l1 allocable and

determined to be allowable in view of the other factors set forth in ASPR

15-201.2 and 15=20105. These criteria apply to all the selected items of

cost which follow,\) notwithstanding that particular guidance is provided in

connectioo with certain specifio items for emphasis or clarity.1t

These words certainly seem to make reasonableness and allocability the

ultimate tests,\) and it would seem that even the most audacious auditor would leave

the determination of reasonableness to the contracting party - namely, the contracting

officer.

I really believe we shall have no more problems in this area under the new

rules than we have had under the old rules!i but being new rules 11 and hence subject to

new interpretations~ I suspect that some of our old problems may be repeated. I hope,\)

though,\) that we all can agree that the contracting officer or his delegee should retain

the ultimate authority for cost settlements as well as price settlements and other

contract termse
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The applicabilityar the new rules to successive tiers of subcontractors

holding cost-reimbursement type subcontracts may prove more troublesome. It is not

enough to pass this off by saying that all the new rules say is that the prime iiill only

be paid for payments to subcontractors which recognize the allowances, disallowances and

interpretations contained in the new rules. '!'his is a pretty hefty stick, and you can

be sure that the prime will be taking every possible step to pass the new rules through,

by contract terms, to tl"e cost-reimbursement type subcontractors - but :in many cases,

he cannot force such acceptance, and even if he does, he often will not be permitted to

audit a major company's costs merely because it is a subcontractar. So here we are with

the same problem the Air Force is facing in its efforts to have prime contractors get

more cost data in pricing subcontracts - some way mlE t be provided far Government audit

of subcontracts and for the protection of private data belonging to the sub when cost

data is disclosed to the prime. This is easier said than done 1

The third area of discussion is about advance understandings. As you knOW.9

the new rules listSl in Sec. 15-107.9 eight cost elements as to which defense contractors

are urged to make advance agreements which can be embodied in contract terms. Actually.9

elsewhere in the new rules, advance agreements are urged or required as to at least five

additional kinds of costs. The last draft made, as to the eight listed items, an advance

agreement mandatory if any such costs were to be allowed, but the new rules are less
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stringent and now state: nBut the absence of such an advance agreement on any element

of cost will not, in itself, serve to make tlat element either allowable or unallowable."

Nevertheless, advance agreements are certainly desirable, and industry

representatives have welcomed the forthright recognition of their desirability in the

new ASPR provisions. Any contractor which does a lot of cost-reimbursement type con-

tracting with the Government will be sure to seek them and to want promptly' to negotiate

such agreements - but how will he go about it? This is far from clear, and this i5 the

reason I want to discuss- this problem today.

To get the matter sharply' into focus, let me list the items about which advance

agreements are suggested. As I do so, consider as to each whether separate agreements,

contract by contract, are practical - or whether the partioular cost factor is one which

must - to be feasibly handled - be treated alike in every situation, no matter who the

customer is or what the type of contract used. I suggest that some are one, and some

are the other" and s orne are mixed.

The eight items listed in Sec. 15-107 are:

1) Compensation for personal services

'Ibis I believe ;can be handled only on an overall basi.8

2) Use charge for depreciated assets
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This I believe can usually best be handled on a contract-by-

contract basis, in the situaticns where such assets are in fact

to be used - but if it is a complete facility, building and

equipment, then an overall treatment might be required.

3) Deferred maintenance costs

Except in rare instances, this would normally be spread across

an entire plant areaBs overhead costs, and should, therefore,

be treated on an overall basis.

4) Pre-contract costs

Obviously, this should be covered on a contract-by-cantract basis,

for such costs would not always be incurred, or if they were, should

not be borne in any degree by another contract or group of contracts.

5) Research and development costs

The whole concept of Sec. 15-205.35 is predicated upon an overall

treatment, even though recovery of development costs may be possible

only against Government purchases within a given product line.

6) Royalties

Here» it seem to me, is a mixed situation. If a contractor's

obligations to_pay royalties extend over all its products, or even
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all the products of a single divisiong then this can be handled

on an overall basis. Ifg however" the royalty obligations are

narrower g then recovery should be restricted to the situations

where royalties have to be paid, and probably would require a

contract-by-contract treatment o

7) Selling and distribution cos teE

Normally, these can and should be spread over all of a contractoros

business and, therefore, can be handled on an overall basis. 'nlis

is true even in a business which has some Government and so~ eommercial

business» for Government selling and distribution costs - other than

advertising - are quite different and identifiable from normal commercial

sales activities.

8) Travel costs, as related to special or mass personnel movement

This is, again, a situation which could be mixed. Normal.1y it 'WOuld

relate to the specific performance or service requirements of a single

contract, al1d hence would lend itself to contract-by-contract treatment.

But how about the move into a completely new and distant laboratory,

production facility or test site made by a company to improve its

facilities g or to draw upon a new labor market? If this new location
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will serve more than one contract~ or especially if it will

perform both Government and non-Government work, then such costs "

should be spread across all work on an overall basis.

The five other areas in which advance agreements are suggested or required are:,

1) Contingencies (Sec o 15-205.7(ii)}

The possible allowability of contingency reserves as a cost is here

recognized officially for the first time, but will undoubtedlY' be

approached warily by individual contracting af'ficers. It seeMB to

me j therefore 9 that this mus t be handled only on a contract-by-

contract basis.

2} Insurance (Sec. 15-205.16(a)3)

This relates to the allowabilitY' of losses against a self~insurance

program which could have been covered bY'" permissible insurance j only

if provided for in the contract. It is imposs ible in advance to predict

either the nature or extent of such losses in any precise way'j but

reasooable actuarial approaches can be taken in fixing charges to a

self-insurance program. 'lbese j it seems to me!! must be viewed only on

an overall basis j and cannot be left to separate allowance on one contract

and disallowance on another.
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3) Plant reconversion costs (Sec. 15-205.29)

These are stated to be recoverable only !tin special circumstances, If

and hence must only be handled on a contract-by-contract basis.

4) Professional and other services in connection with patent litigatioo

(Sec. 15-205.3l(c)

It seems clear that the drafters of the new rules intend this to be

negotiated on a contract-by-contract bas:fB, but like royalty costs,

situations might arise where equity would require an overall treatment

and spreading of such costs. I, therefore, consider this a mixed

situation.

5J Rental costs (Sec. 15-205.34(c»

This relates to rental costs fixed in sale and leaseback agreements.

These often cover major real estate and facil~ties, or plant areas

alone. Where they dO, an overall agreement is the only fair basis

for spreading such costs across all the work done in such facilities

or plant areas.

In these thirteen 5ituatims, then, we have only four that clearly lend

themselves to a contract-by-contract negotiation, and six demand overall treatment
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if we are to avoid excessively long negotiations of single contracts and the probable

inequity of varying conclusions by different contracting officers. The other three are

mixed. How and with whom does a contractor negotiate for the overall agreements needed?

There is no part of the Department of Defense set up or authorized to conduct such

negotiations, nor are there single representatives yet able to speak for aD. parts of

anyone of the three Armed Services. 'lhe only exception to this statement is the

Tri-Service Committee just starting to t-rork on advance agreements covering research and

development. costs, but even it will only try to cover the largest 50 or 60 defense

contractors. Many more than these will need overall agreements covering research and

development costs 0

We have, therefore, the recognition and promise of advance understandings

and agreements, but as to sU:,!l and possibly nine cost-elements, no place to get an

agreement carrying any assurance that the treatment afforded will be fair, prompt and

uniform, except possibly as to research and development costs. This is a situation

which I hope will have the attention of each of the Services and of the Department of

Defense. In the meantime,p however, one device is possible - and even a cure if the

various parts of each Service can be brought together into a single, Servicewide

negotiatim. That is the "basic agreement ...""

The basic agreelOOnt has been used by the Air Force with some contractors



with considerable success,\! but it has not been widely used elsewhere. Far cost-

reimbursement type contracts,\! its usage has even been less. To some extent this

reluctance has been the result of unwillingness to come to grips with difficult or

controversial problems, or the inability to bring together persons with authority to

represent or speak for each part of anyone of the Services. There has also been

reluctance among some Government lawyers to have contract issues resolved in what they

have considered to be a vacuUMS' apart from the Government's requirements and the

contractor's probleJIE relative to a particular procurement. Some have raised questions

of adequacy of consideration,jJ or other potential legal obstacles.

Yet here is the only method, now in existence, by which schedules of

reimbursible costs,\! tailored to each contractorvs accounting system and containing

the advance agreements needed for these ten elements of costs under the new rules.!)

can rather readily be negotiated for incorporation into contracts to be issued after

•
July I of this year. I reconnnend j therefore, that this nethod be employed by the

depart1llQnts as rapidly-as possible,\! even to the extent of assigning personnel and

clothing them with anthority to negotiate overall basic agreements as expeditiously

as possible. I also suggest again that the objectives gait the action j and that the

Government lawyer seek out ways to accomplish the objectives, and not interpose roadblocks 0

The final point I want to discuss with you is the concept of cos~sharing'p
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which is set forth in Sec. 15-205.35(h) pertaining to the allowability of research and

development costs. The philosophy back of this appears in the definition of reasonable-

ness, in Sec. 15-201.3, where it is said:

~The question of the reasonableness of specific costs must be scrutinized

with particular care in connection with firms or separate divisions thereof

which may not be subject to effective competitive restraints."

A preponderance of Government business apparently may create a presumption that

competitive restraints are absent.

I can assure you that this is the exception rather thErl the rule. There

are few businesses whose purchases are so sought after and fought for as are the

kinds of things the Government buys by negotiated procurement. I can assert categorically

that a preponderance of Government business rarely, if ever, frees a company from compet-

itiva restraints. Remember that restraints are not imposed merely by having to bid on

the price of identical or substantially identical items. Price is only one facet of

competition. others, equally important, are labor rates - fixed by the competition

for jobs in the area or industry, technical capabilit.ies - the competition to out-

design someone else, production know-how - the ability to produce faster g or better,

or cheaper than someone else. None of these are lessened by haVing a preponderance of

Government business.
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But having assumed an absence of competitive restraint, Sec. 15-205.35(h)

goes on to say:

tt.In recognition that cost sharing of the contractor IS independent research

and development program may provide motivation far more efficient accomplish-

ment 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. II

Now what does this mean? I can show you by pointing to what tle Air Force is doing.

Before the new rules were announced.ll but apParently just after the quoted language was

decided upon, the Air Materiel Command at Wright Field on March 24, 1959 issued, over

General Graalman1s signature, a memorandum to all Commanders of purchasing activities,

directing ffsupport of allocable general research costs on a dollar-for-do1lar basis

00000 when the Government is the principal customer. tt This position was reaffirmed

by General Davis at AMC at a Symposium on Subcontracting held in October 1959, when he

indicated that 50% aharing was the average, and that negotiations would be upward or

downward closely from that average.

This approach, unless enforced so as to have the Government bear close to

its full allocable share of allowable costs, can result in great iBjuetic8S to individual

contractors, but even more important" it may vitiate the real. reasons why this new COl!lt

allowance was included among the new rules. Let me illustrate what I mean.
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Imagine two companies, A and Bo Company A's business is 25% with the

Government and 75% commercial. Company B's business is just the reverse, 75% with the

Government and 25% commercial. Each does a volume per year of $100,000,000 and each

devotes 5% of its billings, or $5,000,000 to company-sponsored research programs, the

coets of which are allowable under ASPa 15-205.35.

In the case of company A, if cost sharing was based directly on the principle

of allocability, 25% of $5,000,000" or $1,250,000 would be allowed against its Governm&nt

business. The Air Force formula, hOW'ever" would allow dollar-far-dollar sharing, or

$2,500,000 to be borne by the Government.

In the case of company B, allocability would r"sult in 75% of $5,000,000 01"

$3,750,000 being borne by the Government orders, but by the Air Forc" formula j only

$2,,00,000 would be so borne.

this meansjl of course, that company B would have to spread the other

$2,500,000 against $25,000,000 of its annual commercial volu.me, making thil! factor a

10% cost of doing a dollar of commercial business. Company A, on the other hand, could

spread its other $2,500,000 over $7,,000,000 of commercial volume, making its factor

only 3-1/3% of the commercial sales dollar. S'urely Company A is way ahead of Company B

in the competitive maell!trom of commercial business, all because of the over-cautious
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and suspicious attitude of the Government toward the very contractor who was willing

to give the Government more rather than less of its capabilities and capacities.

Is this deserved, and does it serve the best interests of the Government?

Surely not, if the Government really does want its contractors to remain competitively

free and independently strong instead of becoming mere agencies of the Government. But

there is another vital factor here.. Which of the two companies in my example, A or B,

is going to slant its corporate-sponsored research program more toward fields which will

advance the state of the art helpful to the design and production of missiles or other

military devices? Surely not A, for there is no incentive for it to increase its share

of Government work, for after all, it wants to serve principally that 75% of commercial

customers. Similarly, B will most want to serve its 75% customer - the Government.

Therefore, BIS program - given equal skill and luck - will be far more productive of

new knowledge vital to Government work than will Als program - and this is the very

reason the Government was willing to pick up this new tab by the new ASPR rules. Its

top officials, not only in the Department of Defense, but also in the Armed Services

themselves.ll knew that industrially-sponsored research must be supported by Government

funds and increased if the United States is to have a real chance to stay abreast of

Russiats scientific achievement.s-, much less to close a "lnissile-gap,tt if Slch a thing

truly exists ..
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I submit, gentlemen, that the fear of the lack of competition and its

step-child, ttcost-sharing,ft must not be allowed to negate the objective to foster and

give incentives to more» rather than less, independent research and development by

industry.

In summary, and in conclusionS) then - these new rules will not yield the same

results as the old. In some respects they are more restrictiveS) both by actual disallow-

ances and by more detailed analyses of costs - while in other respectS ll they permit

greater cost recovery» notably for research and development costs. They contain workable

definitions of "reasonableness· and ttallocabUityll:, even though the former expresses

unwarranted concern over the possible absence of competitive restraints. They suffer,

as did the old rules» from the fallacy or questioning or disallow:1ng elements of true costs

of doing business for real or imagined reasons of public policy or equitYa and tend

thereby to become an auditorts manual rather than workable policy statements. Nevertheless,

they are out and my guess is that they will not be soon changed to any material extent.

Therefore, I am more concerned about the practical problems of being ready to live with

them and under them by July IS) 1960. I have tried to point out four problem areas in this

regard, and how each might be resolved. These are::

1) The elimination of dual accounting systems and getting all cost-reimbursement

type contracts and subcontracts under the new rules as soon as can practicably
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be done .. without the strict balancing off of consideration for the changes

to eXisting contracts.

2) The determination of who has authority for final answers to questions of

applicability, and as to interpretation, both as to prime contracts and

subcontracts.

3) The use of basic agreements or some other readily available technique to

accomplish advance agreements as to those cost elements which can only be

equitably negotiated on an overall basis.

4) Prevention of the objectives of the new; rules as to research and development

cost recovery being vitiated by over-zealous application of the "cost-sharing

concepte"

There are already many other problems under the new rules.. and doubtless still

more will develop as they begin to become effective. I hope what I have said, however~

will give you some food for thought, and much motivation for prompt action in the four

pressing problem areas I have outlined.

Thank you for your kind attentioo.

-_._..__.._.-._---_.._._-,-_..._--
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To: All Members, National Security Industrial Association
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Subject: Cost Principles - November, 1959 Revision to Section XV, Armed Services
Procurement Regulation.

In November) 1959 there was forwarded to you with Procurement Infor~ation Bul
letin No. 147-59, a copy of the Department of Defense press release announcing the is
suance of revised cost principles for use in defense contracting. This Bulletin is being
issued to provide further information on the cost principles.

There is attached a sumrilary, prepared by the Contract Finance Subco~mittee, of
more important provisions of the revised principles. The summary relates primarily

the cost principles as they apply to supply and research contracts with commercial
organizations.

As may be expected in a reV1Slon of this nature, there are a number of areas in
the cost principles that will require furth'3r interpretation and discussion by industry and ....
the government. However, the attached summary was not written with the idea of attempting
to resolve problems connected with this Revision or to place our own interpretations on
given items. Rather, it was prepared for the purpose of summarizing the Revision on as
factual a basis as possible and to highlight the areas that may be of particular interest
to the NSIA membership.

As a further effort to a better understanding of the cost principles) the Con
tract Finance Subcommittee is planning to hold a seminar-type meeting in April or May for
the benefit of all interested NSIA members. At this meeting, it is proposed that a panel
of industry and government personnel will discuss those areas of the cost principles that
are of most interest to the membership. Particularly) it is planned to review items that
the membership feels need clarification, further interpretation, or revision. In prepara
tion for this, it would be very much appreciated if, after you have completed your review
of this Bulletin and the revised cost principles) you would submit a list of suggested
items you would like discussed. If at all possible, it is requested that your sugges
tions be forwarded to the undersigned no later than March 14th, 1960.

(Over)

Th,., Bulletin •.q llestgnell to Het forth actwitieH of .4H80ciation committee.. llealing with militory procurement proce
dures. Comments, criticiH1JI8 anll lIuggestions exprelliled herein repreHent the viewil of l~ommittee members only.
Tt remain.. for each memher to make its own polity deeiHionH and to (leal with the M:litary Estahlishment (1,' it see.q fit,
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For those of you who do not already have a copy of' the revised cost principles)
these may be purchased from the Superintendent of Public Documents) U. S. Government
Printing Office; Washington 25, D. C. at a price of $.35. For identification purposes)
cite "Revision No. 50) Armed Services Procurement Regulation".

Cordially,

~77#7'
William F. Romig 've

'ttees ExecutlComml

WFRfjtm
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NATION1\L SECURITY INDUS'I'RIAL ASSOCETION

SUMMARY OF CONTRACT COST PRINCIPLES AND PROCEDURES

REVISION NO. 50 TO ARMED SERVICES PROCUREMENT REGULATION

Introduction

On November 2, 1959, Armed Services Procurement Regulation Revision No. 50 was re
leased by the Department of Defense and will replace the existing Section XV in its en
tirety.

The issuance of this Revision came about as a result of several years of intensive
study, negotiation, and compromise among the three Armed Services, and discussion with
representative groups from industry.

This new Revision demands thorough study by all contractor personnel engaged in the
negotiation and administration of military contracts. The more important changes may be
summarized as follows:

1. Individual items of cost} many of which were preViously not covered or were
only briefly mentioned are now discussed in greater detail as to definition}
reasonableness} and allowability. In some cases the treatment of certain
items has changed.

2. Applicability of the cost principles has been broadened to include their
use as a guide to military personnel in evaluating cost data submitted,
when appropriate, in connection with the negotiation of prices under fixed
price contracts.

3. The cost principles contained in Section VIII of ASPR will be eliminated
and replaced by the new cost principles, which will be applicable or used
as a guide in the negotiation of termination settlements of all contracts,
including those awarded through formally advertised bids.

These and other provisions of the new cost principles are discussed in the follow
ing paragraphs.

Effective Date

Use of the new cost principles and new termination paragraphs 8-213, 8-301 and 8-302
as set forth in Revision No. 50 are mandatory with respect to contracts issued July 1,
1960 and thereafter but immediate use may be permitted. This means that cost-reimburse
ment type contracts being currently negotiated may by mutual agreement employ either the
cost principles set forth in ASPR through Revision No. 49 or those listed in Revision
No. 50. Similarly in the negotiation of fixed-price contracts, mutual agreement may be
reached as to the use of the termination clauses contained in the ASPR through Revision
No. 49, which would incorporate the cost principles of Section VIII, or the new para
graphs incorporating the new Section No. XV. To prevent misunderstanding, however,
specific agreement should be reached in each case.

EXisting cost-reimbursement type contracts may be amended to include the latest
cost principles but only if such amendment is not to the disadvantage of the government.
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Obviously> circumstances permitting the selection and application of one set of cost
principles from that of three possibilities will pose problems for an indefinite period of
time. Each contractor will need to evaluate the advantages or disadvantages of negotiat
ing for the use of the new principles} or allowing contracts to run out based on existing
terms in light of a number of factors. Among these factors are the following:

1. The administrative problems in working with different sets of cost princi
ples) i.e.} negotiation of overhead rates} aUdits; etc.

2. The effect on allowability of costs.

3. A contractor1s ability to negotiate on a timely basis those advance under
standings which he considers desirable in order to avoid later disagree
ments.

4. The attitude of subcontractors and prime contractors in accepting a change.

Applicability

The new cost principles represent significant changes from the old principles be
cause) in addition to use in determining reimbursable costs under cost-reimbursement type
contracts; including overhead rates thereunder} their applicability has been broadened to
~2clude:

•

,-

..... "

"guidelines for use} when appropriate} in the evaluation of costs in
connection with certain negotiated fixed-price type contracts and con
tracts terminated for the convenience of the Government."

Applicability to cost-reimbursement type contracts

The new Section XV will apply on a contractual basis by virtue of incorpo
ration into the contract for the determination and payment of costs under:

1. Cost contracts
2. Cost sharing contracts
3. Cost-plus-fixed-fee contracts
4. Cost-plus-incentive-fee contracts
5. Facility contracts (now in preparation)

It will be used as the basis of negotiations of overhead rates applicable to
cost-reimbursement type contracts and for the determination of costs under term
inated cost-reimbursement type contracts when the contractor elects to "voucher

. out" its costs and for the settlement of such contracts by determination.

Applicability to negotiated fixed-price type contracts

The new Revision will serve as a guide in the negotiation of prices for
fixed-price contracts and subcontracts. Included in this category are:

1. Firm fixed-price contracts
2. Fixed-price contracts with escalation
3. Redeterminable fixed-price contracts

,
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4. Fixed-price incentive contracts
5. Non-cost-reimbursable portion of time and material contracts
6. Labor-hour contracts

Page Three

Contracts awarded by formal advertising are excluded except in the case of
terminations for the convenience of the government and possibly when prices require
revision because of changes to the contract.

The new Revision makes it clear that "the ability to apply standards of
business judgment as distinct from strict accounting principles is at the heart of
a negotiated price or settlement." and that "cost and accounting data may provide
guides for ascertaining fair compensation but are not rigid measures of it." It is
also made clear that the policies and procedures of ASPR Section III - Part 8 are
governing in the negotiation of fixed-price type contracts.

The need for consideration of costs under varying conditions is also dis
cussed in this Revision. In retrospective pricing and settlements, the Revision
states "the treatment of costs is a major factor in arriving at the amount of the
price or the settlement." In the area of forward pricing the Revision recognizes
that it is not possible to identify the treatment of specific cost elements since
the bargaining is on a total price basis. Factors such as the technical, produc
tion, or financial risk assumed, the complexity of the work, the extent of competi
tive pricing, and the contractor's record for efficiency, economy, and ingenuity,
as well as available cost estimates are emphasized as being important in consider
ing the reasonableness of a proposed price.

Whenever it becomes necessary to obtain specific data on certain cost
items, particularly those whose treatment may be dependent upon special circum
stances, the Revision states "that contractors are expected to be responsive to
reasonable requests for such data."

Applicability to terminations of fixed-price contracts

The new cost principles are to provide guidance in the negotiation of term
ination settlements for the convenience of the government on fixed-price type con
tracts. The cost principles formerly set forth in ASPR 8-302 will not be applicable
to new procuren~nt after July I, 1960 and will be replaced by the new cost princi
ples in Section XV.

Applicability to subcontracts

A prime contractor, whose contract binds him to the new Section XV, will
be required to justify the allowability of all costs under cost-reimbursement type
subcontracts of any tier above the first fixed-price subcontract in accordance with
the new Section XV, Part 2 (supply and research subcontracts with commercial orga
nizations), or Part 3 (research subcontracts with educational institutions), or
Part 4 (construction sUbcontracts). In the case of negotiated fixed-price subcon
tracts, the prime contractor is to use the new cost principles for guidance where
an evaluation of costs is required.

Advance Understandings
........-,

The new cost principles recognize that criteria for the allowability of the selected
items of cost covered in Part 2 apply broadly to many accounting systems in varying con
tract situations. Since reasonableness and allocability of certain items of cost may be
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difficult to determine) contractors are cautioned to seek agreement with the government
in advance of incurrence of special or unusual costs in categories where reasonableness
or allocability are difficult to determine. However) the absence of such an agreement
will not in itself make costs unallowable.

Examples of eight categories of costs are set forth in which advance understandings
may be particularly important. However) each contractor will wish to review the entire
list of costs in Part 2 as well as these specific examples to determine whether advance
understandings are necessary to insure allowability.

With respect to costs that are regularly or customarily incurred) an over-all agree
ment with the three Services may be necessary to insure equitable and uniform treatment.
This is particularly true in the case of indirect costs which may be recovered through
the application of negotiated overhead rates. To date no procedure has been established
for negotiation by the contractor of over-all advance agreements. However) the new prin
ciples do provide that advance agreements may be sought by contracting officers individ
uallyor jointly for all defense work of the contractor as appropriate. This provision
has already given rise to the promulgation of different clauses by the various agencies
in connection with the allowability of research and development costs as well as to the
formation of a Tri-Departmental Committee to deal with this matter.

In addition to advance understandings that may be common to all contracts) it may
necessary to negotiate understandings specific to individual contracts such as pre

-.Dtract costs and use charges on fully depreciated assets. Advance understandings be
tween prime and subcontractors should also be agreed upon to assure recovery of costs
by both parties.

General Factors Affecting Allowability of Costs

The general factors affecting allowability of costs remain unchanged from the pre
vious version. These are (i) reasonableness, (ii) allocability) (iii) application of
those generally accepted accounting principles and practices appropriate to the particu
lar circumstances and (iv) any limitations or exclusions set forth in Part 2 or other
wise included in the contract.

In addition to recital of the general factors, reasonableness and allocability are
now defined and basic criteria are set forth for their determination. As a practical
matter these criteria are the same as used in the past) although not previously enum
erated. These are as follows:

Reasonableness - In determining the reasonableness of a given cost) consideration
shall be given to:

(i) whether the cost is of a type generally recognized as ordinary and
necessary for the conduct of the contractor1s business or the per
formance of the contract;

..--

....

(ii )

(iii)

the restraints or requirements imposed by such factors as generally
accepted sound business practices) arm's length bargaining) Federal
and State laws and regulations) and contract terms and specifica
tions;

the action that a prudent business man would take in the circum
stances, considering his responsibilities to the owners of the busi
ness) his employees) his customers) the government and the public
at large; and
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(iv)

Allocability

(i)

(ii )

(iii)

significant deviations from the established practices of the contractor
\'ihich may unjustifiably increase the contract ccsts.

f cost is allocable to a government contract if it

is incurred specifically for the contract;

benefits both the contract and other work) or both government work
and other llOrk) and can be distributed to them in reasonable propor
tion to the benefits received; or

is necessary to the overall operation of the business, although a
direct relationship to any particular cost objective cannot be shown.

The new cost principles also indicate that the reasonableness of costs must be scrut~

inized with particular care in the case of contractors who may not be subj~ct to effective
competition restraints.

It should also be noted that in the listing of specific items of cost additional
specific criteria are established for reasonableness and allocability. Contractors
should scrutinize these with care in order to determine if their costs meet these cri
teria.

The new Revision provides also that in ascertaining what constitutes costs "any
generally accepted method of determining or estimating costs that is equitable under the
circwnstances may be used including standard costs properly adjusted for ap~licable

variances." This represents a more favorable recognition by the Department of Defense
-, the use of standard costs since the old cost principles stated that "the use of normal

_, standard costs (with appropriat~ adjustments for variances ... ) is acceptable in determ
ining amounts of provisional or interiln payments, but final allowable costs must represent
actual costs."

Direct and Indirect Costs

The new cost principles define direct and indirect costs and criteria relating there
to. As written these represent a practical approach in light of the procedures and prac
tices used by industry.

Selected Items of Cost

Paragraph 15-205 treats in a comprehensive manner 46 selected cost items. Generally,
each item is defined and explained and the circumstances and nature regarding its allow
ability or unallowability are discussed. It is not intended to cover in this paper every
element of cost or every situation that might arise in a particular case. Contractors
should bear in mind that failure to treat any item of cost in this Section is not in
tended to imply that it is either allowable or unallowable.

Tu:.. o naYagraph is an im;Jrovement over the old cost principles to the end that it
provides contractors with 8 t, . ~.~0rstanding> in most instances, of the Department
of Defense I s regulaL .. ~~:~' " ~_5cribing 'iridt"-.LUUQ.>- ..i L0rns ',f' cost more clearly and in
greater detail and by indicating the criteria for judging l~~boDableness and allocability
for certain items. Unfortunately, however, some costs are arb~~r'arily declared to be
"~allowable without regard to reasonableness or allocability to guyernment business.

lmples of this are contributions and donations. It is primarilY for this reason
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'
that industry oppose~ the use of the tle~ cost .pri~t
contra~~~,~e S\lef1: use, impl:Les that cCl1tractOJl"smGY
acce~tan~~;~.-'J1.l·- cost-s-~'ls ()fr~~~~dets and

.::-:,~.~ ,.-

'~~
'~~lines for fixed-price
more difficult nmv to gain

allocability 0

£to' is recommended that contractors compare quite carefully the description of each
~ist item in this Section ~ith the terminology employed in their present account struc
ture to assure that costs are not being improperly labeled. Failure to do so could re
sult in the disallowance of a good allowable cost because of terminology rather than on
the merits of the cost itself.

Tllere follows for your information brief comments on certain cost items in this
Section.

Advertising Costs - 15-205.1

This paragraph expands on the old cost principles by defining advertising media in
detail and by including as allowable advertising costs (a) the cost of participation in
exhibits provided the exhibits do not offer specific products or services for sale and
(b) advertising for the exclusive purpose of obtaining scarce items or disposing of
scrap or surplus items. It continues to allow the costs of help-wanted advertising
and advertising in trade and technical journals. In the case of the latter it elimi
nates the previous requirement that it be for the purpose of offering financial sup
port. All other advertising costs are stated to be unallo~able.

~ldding Costs - 15-205.3

This paragraph indicates that bidding costs of successful and unsuccessful bids are
to be treated normally as allovlable indirect costs of the current accounting period. If
it is the contractor's established practice to treat bidding costs by some other method,
the results obtained may be accepted if reasonable and equitable. Contractors may wish
to consider obtaining advance agreements if bidding costs are treated in other than the
manner indicated.

Compensation for Personal Services - 15-205.6

This paragraph indicates that compensation costs are allowable to the extent that
the total compensation of individual employees is reasonable for the services rendered
and to the extent that the costs are not in excess of those allo~able by the Internal
Revenue Code and regulations thereunder. It establishes criteria for determining
reasonableness and treats certain forms of compensation in considerable detail. It
specifically recommends advance understandings in the case of cash bonuses and incen
tive compensation, bonuses and incentive compensation paid in stock, and deferred com
pensation. The cost of options to employees to purchase stock is unallowable.

Because of the detail with which compensation is treated, it \qould be advisable for
contractors to study this paragraph carefully and assure themselves that their compensa
tion policies are consistent with the specific criteria set forth and result in reason
able total compensation for individual employees.

4_ntingencies - 15-205.7. -
This paragraph makes contingencies for historical costing purposes generally

unallowable except in special cases .

. -.
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In connection with estilnates of future costs) contingencies are either to be in
cluded in the estimates of cost or disclosed separately for negotiation of appropri.ate
coverage. The treatment of each item depends upon the degree of accuracy vIi th ,~hich

the futlli"e course of events can be predicted so as to provide equitable results.

Depreciation - 15-205·9

'1'his paragraph is basically consistent vii th the rules of the old cost principles on
depreciation but covers the subject in greater detail. It is recommended that contractors
review this Section carefully to see that their depreciation practices are consistent \~ith

the criteria set forth.

SUb-paragraph (f) of this Section states that a reasonable use charge may be agreed
upon and allowed in the case of fully depreciated assets provided the original depre·
ciation was not recovered substantially against government contracts or subcontracts.
An advance understanding is recommended for this item.

It is noted that when contractors elect to use true depreciation) the amount agreed
on is to be allocated rateably over the full five-year emergency period) and thereafter
contractors are precluded from recovering any unrecovered true depreciation. This de
serves careful consideration since in some stances) the determination of true deprecia
tion may not coincide timewise with the start of the five-year emergency period.

Excess Facility Costs - 15-205.12

Contractors should note that costs of maintaining) repa~r~ng) and housing idle and
excess contractor-owned facilities are allowable only if reasonably necessary for standby
purposes. It should also be noted that this paragraph provides that a separate contract
should be obtained to cover costs of excess plant capacity reserved for defense mobiliza
tion production.

Insurance and Indemnification - 15-205.16

The new Revision provides that the costs of insurance required or approved under
the terms of the contract are allowable. Costs of other insurance) in connection with
the general conduct of business) are allowable if the types and extent of coverage are
in accordance with sC"Jlld business practice and the premiums are reasonable. Costs of
business interruption insurance are allowable to the extent it excludes the coverage
of profit. Costs of insurance covering the risk of loss or damage to government prop
erty are allowable only to the extent that the contractor is liable for such loss or
damage. The cost of reserves for self-insurance programs are allowable provided they
do not exceed the equivalent purchased insurance. Since actual losses, which could
have been covered by an approved self-iasurance program or otherWise, are unallowable)
contractors should carefully review their practices and consider the advisability of
negotiating advance understandings.

Regarding indemnification) the cost principles state lithe government is obligated
to indemnify the contractor only to the extent expressly provided for in the contract. II

For this reason, contractors engaged in missile and other potentially hazardous work
.-..-""hould give serious attention to obtaining advance agreements for specific indemnifi

.ations over and above the standard provisions of the clauses entitled Insurance 
Liability to third Persons (ASPR 7-203.22 and 7-402.26).
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Maintenance and Repair Costs - 15-205.20

Both normal and extraordinary maintenance and repair costs are allowable but in the
case of extraordinary costs they must be allocated to the periods to which applicable.
Advance agreements are recommended if maintenance costs are deferred.

Manufacturing and Production Engineering Costs - 15-205.21

Costs of engineering in connection with current manufacturing processes and current
production problems are allowable. Contractors should exercise care in the classifica
tion within their accounts of these costs as distinct from general research and develop
ment costs.

Material Costs - 15-205.22

Material costs are treated in considerable detail and flexibility is provided to
recognize the various practices of contractors.

Specific provision is now included for the allowance of a contractor's inter-organi
zation charges on a price basis, in lieu of cost where "(1) the item is regularly manu
factured and sold by the contractor through commercial channels, and (2) it is the con
+~actorls long established practice to price inter-organization transfers at other than

... _3t for cOlmnercial work" provided this price does not exceed the price charged to the
most favored customer for the same item in like quantity, or the current market price,
whichever is lower. Although Section XV does not specifically recommend advance under
standings with reference to a contractor's inter-organization transfers at price, con
tractors may wish to consider the advisability of such understandings.

Overtime, Extra Pay Shift and Multi-Shift Premiums - 15-205.25

These costs are allowable "to the extent approved pursuant to ASPR 12-102.4 or per
mitted pursuant to ASPR 12-102.5". Contractors should be familiar with these provisions
and negotiate for the approvals of overtime, where required, with the cognizant contract
ing activity. Ad advance understanding may be required to assure recovery of costs.

Plant Reconversion Costs - 15-205.29

The costs of removing government property and related plant restoration and rehab
ilitation costs caused by the removal are allowable. Advance understandings are re
quired for the allowance of additional costs in special circumstances.

Pre-Contract Costs - 15-205.30

Advance understandings are recommended to achieve allowability of pre-contract
costs.

Pr?fessional Service Costs - Legal, Accounting, Engineering and Other - 15-205.31

The cost of professional services rendered by other than the contractor's employees
are allowable subject to special criteria. However, such costs in connection with orga
nization and reorganization, defense of antitrust suits, and the prosecution of claims
against the government are unallowable. Such costs in connection with patent infringe
ment litigation are allowable if provided for in the contract.
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In general) this category recognizes industry practices. Hm~ever) contractors
should review their practices to insure they are consistent with those followed in their
industry, since the costs of special benefits offered to prospective employees are unal
lmvable beyond the standard practices in the industry.

Rental Costs (Including Sale and Leaseback of Facilities) - 15-205.34

This category of costs is allowed. HO\~ever) criteria as to reasonableness are estab
lished which require careful review by contractors) particularly those who rent exten
sively if rental costs exceed costs of ownership. Advance agreements are especially
important if sale and leaseback agreements are involved since in the absence of specific
contract provisions, rental costs are allowable only to the extent they do not exceed
the costs to the contractor had he retained title.

Research and Development Costs - 15-205·35

The contractor I s independent 11basic" and "applied research" as defined are allowable
when allocated to all work of the contractor. The contractor's independent "development ll

is allowable when allocated to all work of the contractor on related product lines for
which the government has contracts. In addition) the costs must be reasonable in amount)
should be pursuant to a broad planned program) reasonable in scope) and well managed.
Certain other tests must also be met.

In view of all the criteria the contractor is encouraged to negotiate advance under
_. ~ndings based on submission of his planned independent research and development pro
grans. In certain cases the government may support less than an allocable share of the
total cost of the programs. In these cases) the bases for agreement include but are not
limited to (i) agreement to accept the allocable costs of specific projects) (ii) agree
Dlent on a maximum dollar limit on costs, an allocable portion of which will be accepted,
(iii) agreements to accept the allocable share of a percentage of the contractor's
planned research and development program.

This paragraph represents a substantial change in Defense Department policy brought
about by recognition of the need to encourage research and development, in the national
interest. In further recognition of the importance of these cost elements and their
magnitude, a Tri-Departmental Committee composed of technical as well as procurement
representatives has been established to negotiate advance understanding with contractors
whose business is on a Tri-Service basis. The activities of this co~nittee will un
doubtedly establish precedents of value to guide procuring agencies and contracting
officers.

Royalties and Other Costs for Use of Patents - 15-205.36

This paragraph encourages the use of advance understandings. Royalties or other
costs for purchase of patents or rights thereto if necessary for proper perforrr.ance of
the contract and applicable to contract products or processes are allowable unless the
government has a license or right to free use) or the patent is invalid) unenforceable,
or expired. Certain tests are set forth to determine whether the costs are reasonable.
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This paragraph is also one that encourages srecific advance understandings. It de
fines selling costs and provides for their allowability and appears to exclude product
advertising costs.

Severance Pay - 15-205.39

Severance pay is an allowable item of cost, either on an actual or an accrual basis
prOVided such payments are reqUired by law, employment agreement, or other established
policy, and prOVided such costs are reasonable and allocated to all work of the contractor.
The cost of abnornlal or mass severance payments will be considered on a case by case basis.

Taxes - 15-205.41

Taxes in general are allowable except for Federal income acd excess profit taxes,
taxes in connection with financing, refinancing, etc., taxes from which exemptions are
available and assessments which represent capital improvements on land. Taxes upon which
a claim of illegality or erroneous assessment exists are allowable; provided that prior
to payment of such taxes: the contractcr requests instructions from the contracting of
ficer concerning such taxes and takes all action directed by the contracting officer in
determining the legality of the tax or securing a refund. These provisions should be
~~~efully considered, together with the specific tax clauses required elsewhere in ASPR

which may be included in contracts. This is particularly so with reference to taxes
tow being levied by various taxing authorities on government property or its use by the
contractor.

Termination Costs - 15-205.42

This paragraph recognizes that terminations give rise to incurrence of costs or the
need for special treatment of costs which would not have arisen but for the termination.
Such costs and provisions regarding their allowability are set forth and should be care
fully reviewed. It should be noted that the new cost principles will apply in the case of
terminations to all types of contracts negotiated after July 1, 1960 and to all contracts
negotiated prior thereto in which either the new cost principles or the new termination
clauses are included. With respect to termination of cost-reimbursement contracts, the
new principles present little change from the principles previously established by the
termination clauses. However, with respect to fixed-price contracts the new principles
are more restrictive, particularly with respect to consideration of allowance of interest
on borrowings and certain advertising expenses.

Training and Educational Costs - 15-205.44

Training and educational costs are listed as allowable subject to certain restric
tions. This makes it desirable for contractors to evaluate their educational programs
to determine whether advance understandings are necessary.

Travel Costs - 15-205.46

~~ Travel costs are allowable; however the importance of advance understandings is
stressed with respect to costs of special or mass movements of personnel.

- END -

...
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You have heard the opening remarks by our two previous panel members,

Commander Malloy of the Office of Assistant Secretary of Defense, and Mr. Gruenwald

of Lockheed Aircraft Co. I am assuming that in addition to the information contained

in their opening statements, that you also have a certain familiarity with the subject

of the Armed Services Procurement Regulations, entitled, "ASPR Section TV."

You know, then, that under the new Cost Principles Regulations, regardless

of whether the contract is of a Cost-Reimbursement-Type or a Negotiated-Fixed-Price

Type, or if the contract has been terminated, it will now be audited under the new

provisions of Section TV. With respect to terminated contracts, the major change in

auditing under Section TV, instead of the old Section VIII, is that interest which was

previously an allowable cost in a termination situation is no longer allowed. Under

Cost-Reimbursement-Type Contracts and Negotiated-Fixed-Price Contracts, the new-- principles provide more specific guidance than in the past and it seems to me that this

will result in a reduced recovery by the contractor in many instances.

The subject of research and development cost~ representing a contractors

independent research and development work which is not sponsored by a contract, has

been mentioned briefly and inasmuch as the new regulations provide that prospective

contractors may seek agreement with the Government in advance of incurrence of this

type of cost, it is undoubtedly advisable to reach an agreement before monies are

spent in this area. Actually, as we know, there is an Air Force letter dated March 24,

1959., which provides that as a rule of thumb the Government will accept only 50 percent

of independent research and development. I believe therefor, that a contractor may

expect to be limited to this percentage - probably as a top figure which will be

shared by the Government.

However, the principal fault that I have to find with the Cost Principles is

not so much in what is said but rather in how this is administered. As you know,

industry worked for a good many years with the Government in trying to iron out the

differences that existed in the thinking with respect to the regulations that were

ultimately issued. In all probability, it could be stated that the new regulations

represent a pretty fair compromise and that the position of the small businessman is

pretty much the same as the large company.
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Unfortunately, however, the personnel in the Government who wrote these

regulations are not the same individuals who administer them and it is in this area

that I feel we run into the principal problem when you consider the quantity and

quality of the administrative contracting officers, cost analysists, financial officers,

production officers, security inspectors, resident inspectors, inspectors of the wages

and hours division, officers charged with the responsibility of inspecting stockroom

activities, use of Government Furnished Equipment, authorization of personnel, and

last but not least, Army, Air Force, Navy, and Maritime Commissioned auditors. Very

often much is left to be desired from the standpoint of the small businessman.

Then, too, the small businessman very often does not have in his own

organization an ind.ividual or individuals who are well qualified to cope with this

problem. I am reminded of the story of a small businessman who had been doing an

excellent job in industry and who the Defense Department sought out for one of its

C~st-Plus development contractso As in most small business organizations, he had few

records, controls and established procedures. The Department of Defense felt they

should give him some help and they sent their various bureaus in to assist himG Stock

control procedures were installed, progress charts, filing systems, all of the safe

guards and controls normally found in Government operations were properly installed.

A few months later the Contracting Officer stopped by to see this individual to check

on how the contract was coming along and he asked him whether he had gotten the

proper help from the various agencies. He answered that they had the systems all

installed and said he knew exactly where all the materials were in the plant, that

he knew how much it cost to do almost aDything and that he had all the graphs and

progress charts all up to dateo The Contracting Officer then said, IlFine, now howls

the work coming along? II to which he replied: 1l0h, we I ve stopped all production,

everybody I s too busy working on the records; II

Then superimposed upon this whole system is the General Accounting Office

which in practice and procedure has made each of the other agencies extremely sensitive

~-- as to what it may interpret as contract costs and what policies and procedures of a

company may be approved.

--------------------_•.
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I should like to recommend to you the statement of Mr. Charles E. Hastings,

President and Chief Engineer of Hastings-Raydist, Inc, Hampton, Virginia, before the

Select Committee on Small Business, United States Senate, March 20, 1959. In one

paragraph of his statement he says, "The G.A.O. has often been referred to as the

lwatchdog of the public purse. 1 I well recognize, gentlemen} the advantages of such

a watchdog; however, when the watchdog turns and bites not only the robber, but the

butcher, the milkman, the iceman, the neighbor, the guest and even the child, it

cannot truly be said that the watchdog is properly serving the desired purpose. In

such cases, the dog is usuclly destroyed and the owner required to pay the price for

the dog'S actions. Too vicious a watchdog is frequently more costly than the possible

robber."

It may be that Mr. Hastings is a little strong in his recommendations,,-
however, if you consider some of the things that have happened to his company in

dealing with the Government, you will perhaps understand his thinking and as a matter

of fact to a greater or lesser degree some of the things that have happened to him

have probably happened to all of us. I think it is therefor probably worthwhile to

list his recommendations:

1. Government contracts with small business should be simple, concise

and easily understood, with emphasis placed on performance and

achievement (Internal Revenue short form).

2. Small business, to participate effectively in defense projects

under Cost-Type contracts, must be exempted from most of the

provisions, technical regulations and audits under the present

ASPR, specifically Section XV. I would personally recommend

that ASPR not appl~ to small businesses at all.

.-
3. Small business must be protected against illegal and improper

actions of Government auditing and administrative officials

other than through recourse to costly and time-consuming appeal

procedures and the courts. A house-cleaning of the General

Accounting Office should be made, limitations placed on its

powers, and it should be held. more closely accountable to

Congress for its action.
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-

4. An independent statistical study should be made to determine the

true opinions, attitudes and feelings of the small businessman

toward Government contracts and the administrative agencies

involved.

5. Legislation should be provided to authorize the awarding of

damages, attorney's fees, and interest by the Armed Services

Board of Contract Appeals and the courts to small businesses

if small businesses are forced to go to these costly ends to

obtain what is due them.

6. Small business, if it is to prosper and grow, should be

exempted from the Renegotiation Act.

7. That if the Government wants to help small business, the help

should be in the form of tangible help which any small

businessman can understand and benefit from - i.e. concrete

benefits, clearly defined, easily understood and eQually

applicable to all small businesses.

8. Government contracts with small business should releve the

contractor of most of the onerous, expensive and conflicting

audits, regulations and unnecessary a~ministrative controls.

In all probability, the new cost principles are here to stay. In my

opinion, the best solution for small business would be the elimination of their

application to companies under a certain size. We have a prec\dent for this in

the tax law which provides for a reduced rate on income below $25,000. We also

have a case in puint, ip t!~",· Rc'negotiation law that provides for a floor of

$1,000,000 of sales, below which it is inapplicable.

I think we should push for this as a solutil:' and at the same time

make our feelings known that the regulations are being very poorly administered.

In this effort we could well join forces with other representative groups such as

A.I.A., N.S.I.A. and E.I.A.
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This panel discussion on "Cost Principles II is timely in some reapects.

However, we are alao at a disadvantage because, as of this date, ve have not bad

any experience in operating under the new ASPR release, No. 50. Some of the

reservations that I, and perhaps others of you in industry, hold with reepec'/:; to

this document is the manner in which it will be administered by the Armed Services.

With all due respect to one or my colleagues on this panel, C01l1B&nder )falloy, I

would like, with his permission, to quote from his speech of February 19, 1960,

at Phi.ladelphia, Pennsylvanift.:

''We have many cases that go to the Armed Services Board of Contract

Appeals which involve the factor of costs. The Board will have use for these

new principles, particularly in the area of' fixed-priee type contracts. For the

past several. years, the Board has bad no guidelines whatsoever in this area and,

hence, 1t created its own rules ana. precedents • I believe that many of these

precedents will be upset in the future. t'

I aJ.so believe that many of these precedents will be upset. Perhaps it

is wishful thinking but I hope that we are wrong and that prior decisions can be

used as guidelines for determining allowable costs. The Board 'sdec1sions were

made after careful review of the facts, giving due consideration to the rights of

the Government and the contractor. If we lIlUSt accept the new Cost Principles as
(..;c" f ~ ,. ,l ,,!- i- j

a means of upsetting prior precedents --"then .\JC •• :t,,,assume that the revised

Cost Principl.es were devel.oped as a .means of disaJ.lo\ling more of a contractor's
~• .1

leg!tlmate and necessary business expense / I hope and believe that the Comnander

did not intend his statement to ce.rry this inference, but that the new Cost

Principles are more specific and thereby will clarify areas in the so-called gray

zone.
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One of the areas in vhlch there no doubt 'Will be lJIUCh controversy is

the so-called "Cost Items Reeommended for Advance UnderstaDding. II Section 15-107

defines this as special or unusual coats 1n cstegories where reasonableness or

allocability are difficult to determine. Sections 15-201_3 and 15-201.4 :i.n turn

define reasonableness and alloeab111ty • I Will not attempt at this t.ime to evaluate

or discuss the pros and cons of these definitions except to point out. that. they

appear to follow and restate the old principle of 'l'reasury Decision 5000, i .. e.,

"Is the cost neeessary for and incidental to the performance of the contract?"

Administ.ra;tioD of a contractor's costs under these principles is difficult at

its best, and opens the way for a wide divergence of opinion 'Which may result in

many directives or regulations. With your permission, I would like to review

lIith you one sueh case already 1n eXistence.

One of the cost i.tems recommended for advance understanding 1s ''Research

and Development. tt Section 15-205.35 defines Research and Development which industry

has basically accepted. However, the cor.ditions of reasonableness and allocability

are contrary to industry practice, contrary to a free enterprise aystem, detrl.Wntal

to a healthy and expanding industry so essential to the protection and growth or

our country. Costa of' a contractor 'a Independent Research and DeveJDpment must be

recovered as overhead. through the sales of its products. In terms of Government

contracting" the cost.s should therefore be alloV'&ble in determir.d.ng the sales price.

The Cost Principles, however, state that cost sharing may mot.ivate ror more erflcient

accumplishment and, therefore, in some cases, the Government. bear less than an

allocable share of the total cost.

As an administ.rative procedure, over one year ago the Air Force issued a

letter which stated that procurement personnel should est&bl1sh support or allocable
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genera~ research costs on a dollar-for-dollar sharing vith J~he company J or

maximum limit of support vhen -the Government is the principal customer. Per-

centages of shBa'ing other than 50-50 may be appropriate in particular cases.

This policy aSSUlues that one-r..a.lf of the costs should be talte.c. from the company fa

prof!ts and the other half alloeatect th.r·o l.J.gh overhead to a~l of the contractor' s

business ,•• milltaI1r and commercial. The por-tion taken from profits assumes that

it is 8.11 investment b;:l the contractor in future products or future business. It

takes :funds from t.he stockholders or ormers of the 'business the same as using

funds for buildings and. equipment. But here the philosophy parts. Even under

investments for buildir.gs and equipment} thEl contractor recovers coats through

depreciation alioea-bleco all the work perf·OrIlled. But not g&.D -- these costs are

the contractors, nev~r to become allowable under present 01' .~uture b~siness.

There, of course, can be little disagreement as to the goal or Objective of the

Government, which is to obtain the lIl8Ximuw. development of knOWledge and technology

as well as to obtain the best application thereof in appropriate chalmels in

consideration tor the monies expended.
~--~,-' t il -. >', I~ f ,~ , 1

r<",1 -/ l~ __"'{ t f\ ',/ i. ',,l ~./ ,.' ....
( /-,. '/ ~ / '/ -- .:

Another class of expenses to \rr~ch I would like to lnvlt~ your attention

is the cost item that is more restrictive under the new Cost Principl,::s. Your past

experience, industry prac tices, or Board of' ContracG Appeals decisions l[Jay or .y

not be the basis for guidelines in making a detana~nation as to allo~ability. As

an example of this class of expense, I call your attention to Section 15-205.34,

Rental Costs (Including Sale and Leaseback of FaciHties ), paragra.ph (c), '~rhieh

states:
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"unless otherwise specifically provided in the contract, rental costs

specified in sa.le and leaseback agreements:l incurred by contrac'l;ors through.

selling plant facilities to investment organization6, such as insurance companies,

or to private investors, and concurrently leasing back the same factlitiefl, are

allowable only to the extent that such rentale do not exceed the amount which the

contra.ctor 'Would have rece:t 1red had it rete.ined legal title tCl the :faciUties."

The manner in which this principle is administered could result in

8ubstan"tlal cost disalloWanees. It my be appropriate to apply this principle

to new sale and lee.se'baek t.:ransactiOZlS but it should not appl,y to lease contracts

entered into in good faith by a contractor prior to the issuance of the new Cost

Principles. Sale and leasebaek has been aD. accepte<l. industry practice. There

are Board o'f Contrar-t \ppea.ls Ct.ec1sions that have upheld this practice. If the

costs under this type of' 8r,reement have been aD.owable In th.e past, they should

be allo'h"able in. the future. Any other treatment or be.zis of dtsallOl>18nce 5-s, by

aclm1nistratlve decision, making the new Cost Principlet$c retroactive. Such a pro

cedure would not in my opinion be fair s.nd reasonable because the contractor cannot

change his lease agreement to meet the administrative decision. ~he test o~ reason

ableness should apply to both the Government and contra-ctor.

The last item that I would like to call to your attention :f.8 the aWlleation

of the Cost Principles to certain fixed ...price type contracts. It will dlreetlj"

affeet. the subcontractor as well as the prime contractor. Prime contractors will,

of necessity, be required to train personnel in the application of the Cost Principles

to subcontract negotiation. The sub<;ontra.ctor in turn Will, no doubt, be required

to maintain more detailed records in st..-pport of its costs.
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I sincerely hope that I have not appeared to be critical for I did not

intend ~,O do so. A great amount at effort OOS been axpended over the past several

years bJI" very competent perRonnel from the Government and industry in developing

the re'lf1sc:d Cost P:rinciIllera. Compromises were made by both sides. 'l'be acid test

is yet to be appllt.'d. nnc1the SUl:;cess of this docUl"l1el1t ,depends to a great extent

upon i-ts administration.
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rather to llddr~,~s YI';U ':)11 a SUbj1K:t tolhlcL I th1;J,k ::t£ "",U:al today in the €.,
"'~ the cold 1'~3J:' and thil c'lnl:inu:Lng need for p:d.va'ke industry tel prov:Lch:: t t"
Defenst~ Department {)Of "n:"(" 30vCt'uurent with the tc,~~l~. it needs t~ keep c,]o{;,;?-.J ',"
Rt!~)si;tl in the d(::!spc;:tl~? b,sttle :':04' :IUT:viwJl. (In e£fe{~t~ the De:f:r',?1:we Gm:al
stands bet..r'2zn us 11l1.d:~\,r.l1\.mi~m;) ~iy subj~ct is ~ntit10d~ IlAcc(n~nting for
Govermilent Cont.r.lct8, Sect len XV o:t the ,i-\r.mP-d Se::"'l!!.cea Procuremr:mt Reg"" It.~, ~~:L'... l";

es re"tl'ised July 1. 196,), if

Before 1 gE:t (kl\~pel' :tntc the subject. may r ask U I::ller~: sre any goverr:n:e,i:
euditl~J~G t cont,:uct5.ng,:)zficers or military pe,:'sotm~l 1.n the audience? ;':i\:~k

fo;:~ sh~'V 01: hands), Yc;u ,,~~, I have i:t,yo t:l~,e{::h€=) ready) depending on ."-ho l.s
in the 8udlence:

Ser;~ously. I want to milb~ it clear. that
th:l-s IiI,ore cr lC::H:; q:,()':lt:r~W,~!'9ial ::mhje(~t

represent thos;~ of r~J ,:mrr;;>emy. Collins

t.he O?ini.<H1s a!>cmt to be e::q)reBs~d en
m:c m:V an.m lmd do no!:: neCe8S8'7l ly
Radio Company.

My subj,?ct. tonight: :1.8 :cc!tllf:'r spec if. li:;;ed in nature, andCherefc1re I ti III 2ur<:;; th,,",1:e
are many of you in the i'ud:i.ew':::li! ~,;ho ai~e not too famiU.m: with all the 6:et,~1iIs
t'lnd t'ElIllific8tions oj~ a~c~'}.r;ti.ng for &'mrsrmnent, C(IlDtr8cl;fl. On the ot:hfn: hand, I {:,,
certain. th~:re HZ't:: 2rlOn:~ you :ntpE:7:'t.:::;, Iil".1ch lli'Cn:e f'en,ilint' l",ith the subject t'ht;ln ,,",(1
1. Ne'i7ertbele:l3> to tiC! £..~:lr to th~: ent.ir,a me,1l0el:::!ili-? talt m~ b;,:,gin by elf!.: 1 Lfil:,g
in fairly simp1e term:; ~.:;tlat ,,,e realty mean hy ac:cCtmi.:5.ng for gmn:::.rmnent contnl'2t:"
and then £011m1 up ll:1t(~t on the '.nt:r.1.cate dBt<lU~1 {If SN~ti(m XV. ASPR •

. ASF'R tl!.eans Ar~d Se:l:vi'~es Procurement Regui.atlon. TlwefJ are the h.as:f.c r.egulati@i1s
, ' . ':h cover the handling of. governro.ent contracts pl".h~f:d by the nefense DepartiJr-nt
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go~p\.~:c:",rlent de£e{~s~~~~ P7:-~)Cu.rent::n1: ~

SectJ.on J

Section :n
3ect~L'~;n IIX
Section :rv
Sect ton H

'':

Sectir.m ~YI

Sectir:)rl 'IV"'.;~ !...

Sect:l.on '\JIII
Secti<';ln IK
Section X
ge~ti;~n XI
Section XII
Seetion KIn
Sect:i.on XIV
Sect.io')n 1.'\1'
Sect ir::m ~n

Section 2<.:VII

{J,mer"';'l r'ro\d.sions
';:i:ucurement oy r"l;n:;:'181 flchrert:.t:d.ng
]F'!'oc\rceu,cnt by NegctiDd.on
Speciel Types and Hf~thod.9 of ':?"rocut"foment
Y·rl~terdep~rtrn.ental l; Goord:b.l~ted ??~~"OC·~\1:'(~~.:t1:;nt

Fo:ce:1.gn furcha~~es

Contr&c t Clause s ti, i<'o;;:roiS

Termination of COutracts
Patent.3 c;~ Copy!:' tghts
Bonds & Insu~ance

Feder~l. State & Local TaKes
Labor
(iy,re::m-.:lent ~'roperty

In"pecticn &. M.:cept,mcG
Contract Cost Principle$
frocurement FOl:t/lS

Extraordinary Contractual Actions to Facilitate ~he

National Defeh~e

In addition to these bas~i.c Armed Sen'ic~ P~ocul·em9nt RegulGtioll9, ea(:h Se.-'lice
follows up with implencntations of their oHn. known as A~~PI ~Air Force Pro~'nrer.1i2nt

Instruction). -- llJ.r Fcn:,:e people say ,ASF1~ f0110l;J9 P,f,'Pl; -- MPD t1\1avy P!'octt'.:\.~mel1t:

Directive) t and lIPI' {Army Proc:urem€!nt 1:~rocedm:e}. The individual Service
interpretations sonlet_~mes: differ gre~tly so kl contrsctc'r must be ready to 1iv':
with :3 different set:; of rules, depending on !H'hich Ser'lice is hig customer. On.)
of industry's biggest gl:ipes is the lack of unifot'lU implementation by the ,mriou:'
Services of the besic ASPR especially at the field level. However, that is a
subject of its ~:rn, so tonight we~ 11 stick t...ith the basic ASPR Section MY ~;il::'nout:

going into details of hmi the 3 s8xvices interpret it.

As an aside at this point, 1 would like to point out that industry does and must
constantly review how the various ASPR sections a~e working out in 6ctual
prBctice. \Jarious industry org.t'mi.zBtions, such as the 1!lectronic Industries
Association, the National Security Industrial Association. the Aerospace
Industries Association, the Automobile Manufecturers Aasociation, the Nstion81
Association of Manufactu~erg. the U.S. Chamber of Comme~ce, and the Machinery &
Allied Products Institute. ~ppoint eo~~ittees of industry specialists to keep
watch on the differen!; fields of government procurement. The government 81so
favors this mutualLy beneficial approach, end joint industry-government meetings
are often held. at which industry's recommendations for changes in the basic
ASPR are reviewed. There is 8n over-all ASPli Commii::tee headed by Capt. l-lalloy
which reviews and approves or disapproves ell rec:o~nded changes to the basic
ASPR as recol1ll"Dended by t.heASPR Sub-Com1tt1:.9t~9 coverin.g each Section of ASPR.
These ASPR sub-Committees are composed of members from all the Military Services.
It is the ASPR Comnlitte2 snd Sub-('.ollQittees that industry must deal with in
recommending changes to ASPF.. I am particularly f~miliar with these endeavors
~as Chairman of the EIA Termination Cornmittee~ in the termination field where
1 have seen e llumb,"-~r of :hidustry r.ecommendationsactu<:lll}' incorporated in



Sect:l.Ol1 'tn:u> AS):R. Not tootiq; my mIn horn but the uorking rel<"\'::.onshlp of
the Industry end Government in t1"l.e T~f."lin.ation ;Helci. is cOl'H'dde:teu 81:empll'lt"y
wHh th~ result;;hat more 11.83 been accof::?lished i.n thi::: ~'.l..ea to the mutual
benefit of both sides tlum in aIlY othel:: ;a ....ea of defp-ru~e cont;:scttng. Prese.n.tly
we are jointly prep8ring a simplified Tef.lnination guide pri~~rily for use of
small subs who don't know how to handle a Termination end are confused by
ASPR Section VIII. Industry needs the help of all of you engaged in defense
contracting. !f you have any ideas or complaints) don't hesitate to bring then
to the attention of the appropriate industry association.

Before tackling exactly whet is in the new Section }''V and its impa.ct on defens0
industry, I believe you ~ould find it interesting to learn some of the history
behind the so-called new Section XV, which went into effect last July 1.

Prior to that date, the old Section XV covered cost principles applicable to
Cost-type (CPFF) etc.) contracts only. ?riee redetermination contracts weren't
covered specifically by Bny Secti~n although the old Section XV was used 8S
a gUide by Government personnel. Termination cost principles were s separp.te
set contained in Section VIn, ASPR. Cost principles for forward pr:1.c:f.ng,
quotations, establishing negotiated or firm fixed prices) etc., did not exist;
as such actions were generally accomplished by negotiation.

For a long time the government has been attempting to issue 8. comprehensive
set of cost principles which would put all costing actions under the same r.ules.
Industry ~~S strongly opposed such an idee on the grounde that different type
contracts and costs (cost reimhursement v.s. fixed price) do not lend themselves
to s single set of principles; also. that negotiated fixed price contracts aLe
priced largely on a competitive basis. Howev2T, because of pressure hy GAO and
Congress. the Department of Defanse, through Revi3ion No. 50 on November 2, 1959.
issued the N~~ Section XV Contract Cost Principles and Procedures tc be
mandatorily effective as of July l~ 1960.

Thanks to concentrated sction by industry which culminated in B joint Defease
Industry conference on October 15, 1958, prior to the issuance of the new
Section XV, the new cost princi~le3 are more flexible than the gover'ili,ent hsd
originally intended. For inst.ance. although they continue to serve as the
contractual basis for the payment of costs under cost-reimbursement type
contracts) they will serve only as 8 guide in the negotiation of prices or
settlements in £111 other defense contracting. Also, "Reasonablene~I!.;H is the
major test applied by the new Section XV in measuring the allowBbility or
nonallowability of costs.

Nevertheless. government auditors allover the country have turned to the new
principles with relish and are atte~pting to apply them across the board 83

though they were mandatory. The result is Ii trend toward "formula pricing."
One big reason for this is the present cost-cutting drives being pushed by eli
the Services; another one i~ the adverse CL~O publicity over the past f~# ye2rs
covering the so-called horror cases where contractors have on oCCBsions not
pe9sed en to the government certain cost savings. Of course, never publicized
sre the many) many cases where a contractor is given a clean bill of heBlth
by the GAO. Rue that is another subject, so let us return to the one at h~nd.

Before getting into the n~9 cost principles themselves. I think it would be
a good idea to briefly review the types of contracts snd pricing actions which
may be affected. Remember that CrFF and Production Contracts are 2 different
animals. The cost-reimbursem~nt type contract, whose costs are strictly



governed by the Section XV cost principles. is commonly kn~rn ss a CPFF, crYF
or Cost Sharing. In the case of the CPrF Contract, which usually covers
development of a new type equipment J all estimated cost plus 11 fixed fee is
established. The fee remains fixed even though costs may be more or less.
The fee may be increased. of course, if a change of scope can be established.
CPIF means cost plus incentive fee, where the contractor gats a greater fee if
costs are under target and a lesser fee if they are over. Cost sharing is
waere the contractor Bnd the government share the costs with no fee involved.
Cost-reimbursement eontracts may be of a construction nature, with educational
institutions. or with commercial organizations such as contractors.

The new Section XV cost principles are to be used as a guide on the following
type contracts and pricing actions:

(l) Firm or negotiated fixed price contracts where once the price is
negotiated it ia never changed.

(2) Redeterminable and incentive type contracts where an original or target
price is set and then redetermined at some future date into a final
price. Both actions are now subject to Section XV cost principles as
a guide.

(3) Terminations. Every government contract contains 8 termination for
convenience of Government clause. In event of termination, most costs
are recoverable, with Section XV instead of the old Section VIII cost
principles 8S B guide.

(4) Fixed-price contracts with escalation; non-cost-reimbursable portion of
ttme and materials contracts; and labor-hour contracts.

In other words, we now have government auditors checking sllBOst everything W'e
do, including quotes, setting of prices on firm fixed price contracts,
redeterminations, terminations, etc.

Now, after 811 these preliminary otlJlt~l'/Iii:ntn, let UEJ tUi;n to the much
publicized new Section XV, ASPR, end ~ee just what it does say and how it effects
defense contracting. Before considering the individual elements of cost which
are or are not allowable, we should revi~some of the generalizations in the
new Section 1JI:

(I) Advance understandings on particular cost items.

In order to avoid possible subsequent disallowance or dispute based
on unreasonableness or nonallocability, it is tmportant (says the
government) that prospect1ve contractors 1 particularly those whose
work is predominantly with the government, seek agreement with the
government 1n advance of the incurrence of special or unusual costs
in categories where reasonableness or allocability ere difficult to
determine. Examples of such instances are: Compensation for personal
services; use charge for fully depreciated assets; deferred maintenance
costs; pre-contract costs; and R&D Costs. Let me give you a word of
warning. Dc not get advance agreements in areas where you are having
no trouble. Also, don't sell your rights down the river just to get
an advance agreement with. say. a local auditor.

(2) General factors affecting allowability of costs.

Pectors to be considered in determining the allowability of individual
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items of costs include (1) ~easonablenes9, (ii) allocability, (iii)
application of those generally aceepted accounting principles and
practices appropriate to the particular circumstances, and (iv) Any
limitations or exclusions set forth in See. XV or otherwise included
in the contract as to types or amounts of cost items. A cost is
reasonable if, 1n its nature or amount, it does not exceed that which
would be incurred by an ordinarily prudent person in the conduct of
competitive business. A cost is allocable if it is assignable or
chargeable to 8 particular cost objective, such as 8 contract, product,
product line, process, or class of customer or activity, in accordance
with the relative benefits received or other e~uitable relationship.
Unfortunately for industry, if a cost is listed as unallowsble in
Section XV, tests of reasonableness, allocability and generally ecce~te~

accounting principles do not apply.

(3) Direct and Indirect COsts.

A direct cost 1s any cost which can be identified specifically with a
particulftr cost objective. As an aside, the government accepts direct
costing if results are fair to Government. Direct costing, however, is
difficult to use under Government COntracts where costs ere usually deferred
and amortized. An indirect cost is one which, because of its incurrence
for common or joint objectives, is not readily subject to treatment 8S

8 direct cost.

The above explanations are from the broad-brush viewpoint but it 1s necessary
to consider them in order to understand Section XV, because we are now ready to
consider the vsrious individual elements of cost which in the eyes of the
government are or are not allowable. Before listing such costs, Section XV
says: "Section 15 does not cover every element of cost lind every situation that
might arise in a particular case. Failure to treat any item of cost in
Section 15 is not intended to imply that it is either allowable or unallowable. 11

This means that any peculiar costs you may have not specifically covered by
Section 15 have to be negotiated based on the broader principles of reasonableness,
allocability and application of generally accepted accounting principles. One
other observation might be in order at this time -- the contractor who mixes
government and commercial work in one plant, with a consequent mixture of costs,
will probably encounter more difficulty with the new cost principles than the
contractor who keeps his defense work isolated in one location.

We are now ready to consider the individual cost items and their treatment in
Section XV, paragraph 205. They are in alphabetical order and we'll cover them
in that order with stress on the more controversial and important areas.

ADVERTISING

Our Urst topic is nl!ar the top C)f the list as one of the most controversial of
all. It is the generel opinion of industry that the new Section XV maltes recovery
of advertising costs more difficult than the old Section XV, and certainly much
more difficult under a termination than wss true under the old Section VIII,
where advertising wss allowable if reasonable and allocable. Under the new
Section XV the following sdvertising coste are allowable:

Advertising in trade & technical journals provided such advertising
does not offer specific products or services for sele.

Help-wanted advertising.



Costs of pnrtlcipation in exhibits upon invitation of the Gov't. or.
for purpose of disseminating technical informwtion within the contractor's
industry providing specific products or services aren't offered fer sale.

Advertising for purpose of obtaining scarce materials, plant or e~uipment;

or disposing of scrap or surplus materials, in connection with the contract.

Although government auditors are prone to disallow almost all advertising today,
defense contractors should not give in without a battle as it is definitely an
area for negotiation. The framers of the new Section XV recognize that Advertising
is causing considerable trouble in negotiations, and they ere investigating the
matter which wiil probably result in elaborating on the current language. Over
the years advertising has been a sore spot in the costing of defense work.
Although military people know it is useful, and often necessary, advertising by
defense contractors is politically vulnerable. Defense officials have never
found 8 way to explain the contribution that institutional advertising makes to
tl~ stability of our production system, or to the public's understanding of
national defense problems.

Advertising in trade and technical journals is the biggest bone of contention.
A clear cut definition of whet constitutes B trade and technical journal has
never been released. The prohibition of advertising copy which offers specific
products or services for sale also is in an ambiguous area -- for instances,
what if sucn products are offered solely or substantially to the government.

In the absence of authoritative, definitive interpretations, defense contractors
are placed in the position of negotiating indiVidually with various Government
procurement anu audit representatives. In ~ opinion defense contractors whose
advertising expenditures are substantial should seek reimbursement for every
dollar of advertising expense which has not been declared unallowable in 8 clear
cut m2nner by a regulation. supporting his case by reasonableness. allocability,
and the fact that it is the over-all intent of Section XV to negotiate a fair
price -- not to allow or disallow individual items of cost. Advertising beamed
strictly at commercial products, of course. could not be supported under a
government contract. The gist of the two positions is that the Government sees
Advertising as Selling Expense -- Industry BS 8 means to keep its name before
the public, including Government sgencies.

BAD DEBTS

Unallowable as before on the theory that bad debts are inapp11cable to government
sales.

BIDDING COSTS

Spelled out 85 Proposal COsts in the old Section XV, this is another problem area
in the new principles. ~anie9 who previously charged independent research into
bidding expense are being forced to change their methods as it no longer can be
buried there. Also, some firms are running into trouble because of heavy charges
under bidding expense for unsolicited technical proposals. Bidding costs
basically are acceptable if reasonable and equitable.

BONDING COSTS

Generally allowable.



gIVIL DEFENSE COSTS

Allowable except for contributions to civil defense funds 6ud projects.

C~iFENSATION FOR ~RSONAL SERVICES

Generelly allowable. However, important qualifications are placed on such things
as executives salaries, cash and stock incentives and bonuses, and deferred
compensation. If you are having trouble in this area, an advance understanding
may be desirable. Stock options are unallowable. The new Section XV goes to
much greater length than the old Section XV in outlining what is covered by
compensation for personal services.

CONTINGENCIES

The new Section XV is more liberal than the old Section XV in that it specifi~s

that contingencies which are foreseeable within reasonable limits of accuracy
are allowable in estimating costs; all other contingencies are unallowable.

CONTRIBUTIONS & DONATIONS

Continue unallowable. This is a real sore spot with industry. We maintain that
support of charitable, scientific and educational institutions is a normsl and
necessary cost of doing business in a community and, as such. is sllocable to
Government business to the extent that it is reasonable. For years industry
has fought to get contributions and donations accepted as an allowable cost on
government contracts. At one time it had succeeded through all the procurement
labyrinths of the Pentagon, only to hsve the idea vetoed by a Secretary of
Defense who felt that what was good for General Motors was not good for the
govet'nment. We will have to wait and see how the man frOlll Ford reacts! We will
continue to fight this battle. Rowever, for the time being contributions and
donations are unallowable costs on every phase of government procurement.

DEPRECIATICtl

Generally allowable if handled in Accordance with procedures approved by the
Internal Revenue Code of 1954, as amended, and if a~plied on a consistent aud
reasonable basis. However, depreciation on idle or excess facilities is not
allowable unless such facilities are necessary for standby purposes. If an
asset has been fully depreciated, a res.sonable use charge will be allowed if
a substantial portion of the emount previously depreciated was not against
Government contracts or subcontracts. The use of a replacement value basis
is not allowed since it involves s process of valuation.

EMPLOYEE MORALE. HEAL'm. AND WELFARE COSTS AND CREDITS

Allowable providing income generated from these activities is credited to the
costs.

ENTERTAINMENT COSTS

Strictly unallowable, unless for benefit of employees or in connection with
technical business meetings and conferences. As an interesting sidelight,
when the new Section XV was first released, this particular paragraph said
"but see 15-205.42." Section 15-205.42 happens to cover Termination Costs.
At the time the new Section XV Was released, my Electronic Industries Association
termination committee made 8 detailed study comparing the new Section XV cost
principles with the old Section VIII cost principles. We could see no reason
for the reference to termination costs under entertainment, so we contacted



certaiu people iu the Pentagon aud asked them if this U¥~ant that entertniranent
costs were allov!able under a terminBtion: We got a quick an~2r on that one -
it wns a clerical error and the re.f.erence should have been to section 15-205.43,
covering Trade, Business, Technical and Professional Costs; the new Section XV
has no,o1 been corrected to show the proper reference, so at least f.ndust.l'.."""} can
say in one inst.ance they were instrumental in changing the new Section XV! We
discovered it one day before Mr. Eannerman, DOD Director of Procurement ~oltcy.

EXCESS FACILITY COSTS

Unallowable, except those reasonably necessary for standby purposes.

FINES AND PENALTIES

Unallowable, except when incurred 88 e result of compliance with specific
provisions of the contract or instructions in writing from the Contracting Officer.

FOOD SERVICE Al'.'D DORMITQtY COSTS AND CREDITS

Allowable providing profits are included as credits. company cafeteria is an
example.

FRINGE BENEFITS

Items such as pay for vacations, employee insurance, etc., generally allowable.

INSURANCE AND INDEMNIFICATION

Generally allowable hut with important limitations. If you have any problems in
this area. suggest you read the n~~ Section XV carefully snd have an understanding
with the Contracting Officer.

JNTEREST AND OTHER FINANCIAL COSTi!

Unallowable, as it was under ~he old Section XV. However, under old Section VIII
Interest Expense was allowable under a termination, which is the major change
8S far as termination is concerned. Over the years industry hss argued that
Interest Expense should be allowed as the cost of money, for whatever purpose
and however evidenced. is en essential cost of doing business, government or
commercial. The government position is that tha allowance of interest 8S 8

cost would provide a preference for one method of obtaining capital requirements
over other. methods and, therefore, would provide an incentive for borrowing for
the performance of 80Vernment contracts even where cash requirements could be
met out of available capital. Industry will continue to push for all~~ance of
such a basic cost 8S interest; however, it will be a long hard road.

LABOR RELATIONS COSTS

Allowable.

LOSSES ON 0'1'HER. CONTRActS

Unallowable.

MAINTENANCE AND REPAIR COSTS

Canerslly allowable.



l'iANlJFAC,'TlJRINC AND PRQDUCTION ENG1..t~121:~RIN"G COSTS

Generally allowable.

MATERIAL COSTS

Generally allowable. The big problem in this area 1s material sold or transferred
between plants, divisions or organizations. Competitive prices, profit on profit,
inventory pricing, etc., all enter the picture.

Unallowable. Cover such things as fees in connection with reorganization of
8 business or raising capital.

~ BUSINESS EXPENSES

Allowable. Include such items as registry and transfer charges, costs of directors
and shareholders meetings, etc.

O'!1ERTIME. EXTRA-PAY. SHIFT. AND MULTIf?HIFT PREMI~

Generally allowable. Overtime requires prior approval.

PATENT COSTS,

Allowable if title is conveyed to the government. Will discuss further under
royalties.

PENSION ?LANS

Generally allowable but subject to close scrutiny. If Internal Revenue has
approved Plan, there is no ~uestion.

PLANT PROTEcrlON COSTS

Allowable.

PLANT RECONVERSION COSTS

Generally unallowable. However. the cost of removing government property, and
other additional costs msy be acceptable if agreed upon in advance.

PRECONTRACT COSTS

Allowable to extent they would have been ~llcwable if incurred after the dste of
the contract. An anticipatory cost clause 1s a good idea in this erea.

PROFESSIONAL SERVICE COSTS -- LEGAL.. ACCOUNTING, El~GINEERING AND OTHER

Generally allowable. except in connection with organization and reorganization.
defense of anti-trust suits. Bnd prosecution of claims against the government, or
patent infringement litigation.

PROFIts AND LOSSES ON DISPOSITION OF PLANT. EQUIPMENT. OR 0l'HER CAPITAL ASSET~

'~nal1owable •



RE~.U1TINq COSTS

Allowable within the standsrd Pl~8ctices of the industry. From the government
standpoint, this i9 another problem are~. Congress is constantly keeping the
hest on DOD to make sure that excessive recruiting costs are not allowed. A
recent DOD survey shows that recruiting costs of Defense contractors are
substantially higher than those of non-defense contractors. The ~esult may be
that CPFF contractors are given too much leeway to engage in 8 race for technical
tslent Bt government expense. Industry. of course, maintains that recruiting is
a necessary expense to advance the state of. the art. and that it could not turn
out the complicated missiles and planes demanded by the government without
recruiting talented personnel.

RENTAL COSTS (INCLUDING SALE AND LEASEBACK OF FACILITIES)

Generally allowable. However, the portion relating to sale and leaseback of
facilities not previously covered in the old Section XV, is causing trouble.
The new Section XV says: "Unless otherwise specifically provided in the contract,
rental costs specified in sale and leaseback agreements, incurred by contractors
through selling plant facilities to investment organizations, such as insurance
companies, or to private investors. and concurrently leasing back the same
facilities. are allowable only to the extent that such rentals do not exceed the
amount which the contractor would have received had he retained legal title to
the facilities." Th19 illlmE!diat61y becomes t.l hard figure to prove and an aree
for negotiation. For instance. does the new Section XV apply to sale aud
leaseback agreements entered inte prior to July 1, 1960, the costs of which are
reflected in contracts issued after that date? This could be an ares uhere an
advance agreement would be nece3sary.

RESEARCH ANI) DEVELOPMENT COSTS

Without a doubt this 1s the most controversial and difficult area in the entire
new set of cost principles, both from an industry and government standpoint.
The regulation is flexible envu~h thst each contractor Is being looked upon more
or less as an individual case, with the result being separate agreements between
contractors and government as to how much of the contractor's Research and
Development program the government will pay. TWo important new general features
are incorporsted in this revised principle -- (1) Necessity for advance agreements;
and ~2} The theQry of cost sharing -- in other words, industry picking up a
portion of the tab for Research aud Development Expense.

DOD Instruction 4105.52 established the Armed Services Research Specialists
Committee to review individual contractor's Research and Development Expense
Bnd to determine what portion the government should bear. This COmmittee goes
into action only upon request of a particular military department for review of
independent Resenrch and Development programs of defense contractors. If one of
the military services has already been assigned "negotiation cognizance" over
your firm. the chances are you will continue to deal with that Service in
negotiating your Research and Development Expense rate. It is the intent of the
government to review this area yearly. To date there has been wide divergence in
how various individual contractors have fared in the Research and Development
area. As 1 mentioned above, there is no hard and fast rule of exactly how much
the government will. allow. Thus, it is up to each company to sell ita own case.
The DOD position is that they are dealing with each case on its merits. which
was the intent of the drafters of this particular coat principle. It also is
the government's intent to consider the reasonableness test first. and then
cost-sharing. How this may work out in actual practice is another matter. Before
getting further into the subject. let us examine the new Section XV interpretation



of just what Research and Develop~~nt Expense is nnd to what extent it may be
al1~~able. Three categories of Research snd Develop~2nt Expense are spelled out

0) Ba9ic Research -- That 'Which is dii:ect.ed fCa;.]ard the 1ncreage of kno't.;rledge
in science.

(2) Applied Research That which is directed t~]ard the practical application
of science.

{3) Development -- The syste~t1c use of scientific knowledge directed to'Ward
the production of or improvement in useful materials,
devices, methods or processes. exclu9ive of design
manufacturing and production engineering.

Under Section XV, Basic Research shall be allowable as indirect costs (if ressonahle)
provided they are allocated to all work of the contractor -- production contracts,
development contraets, end commercial work. Applied research, which is in the
never-never lend between basic research and development. will be treated as basic
research only if its principal aim is not the design, development, or test of
specific articles orserv1ces to be offered for ssle. Otherwise, applied research
falls in the development category. Under Development Expense, costs are allowable
to the extent that such development is related to the prOduct lines for which the
Government has contracts. Development Expense, 't"lhich probably comprises on the
average around 90% of a contractor~s Research and Development Expense, is thus
alloeable only to Government production contracts Bnd is the big bone of contention
under the cost-sharing premise. Formerly, Research and Development was allowable
under CPFF if specified in contract; ~11c~~bl0 if allocable under Termination;
no set rule on Firm Fixed Price or RG~eter~1n~tlQ a~1~~act9.

In the era of the cold war and survival, Research and Development efforts are
our very life-blood. The industry position is that the governntent should pay
its full share of such expense or industry may be discouraged or unable to
participate fully in the Research and Development area, from which the weapons of
tomorrow will rise. On the othe~ hand. industry does not expece the government
to pick up the tab 100'%, where commercial products are inVOlved. The result is
that Research and Development F~ense is strictly an aree for negotiation on an
individual eompany basis. The new Section XV is ambiguous enough to leave a
wide opening as to what Research and Development Expense is and is not allov13ble
under government coutracts. You cannot tie into what the government is 8l1~~ing

some other firm because each cne is being handled differently. My final comment
is -- good luck to all of you in negot:l.8ting an sgreement on your Re8e~rch and
Development Expense.

!9YALTIES AND cmtER COSTS FOR USE_ OF PATENTS

Generally allowable with important exceptions. Such things BS government right
to free use of patent, an unenforceable or expired patent, royalties arrived
at as a result of less than arm's length b8rg8ining~ etc., enter the picture.

SELLING COSTS

Allowable if reasonable and allocable to government business. In a firm which
" mixes goverrunent and commercial sales in one location, the question always

arises about the proper allocation of selling costs. Salesman's commissions
are allowable only if paid to bona fide employees or agencies maintained by
the contractor for the purpose of securing business, which i9 an improvement
over the old Section XV, where commissions and bonuses (under whatever name)
were non-allowable.



Not covered by the old Section XV~ these costs &1"0 now generally allowable. A
problem area is how to recover su~h costs occurring after a contract is delivered.

SE\7ERANCE PAY

Allowable but with fmportant conditions attached. Each case 1s examined separately.

SPECIAl, TOOLING COSTS

Generally allowable if allocable to government work.

TAXES

Generally allowable, except for:

(i)
(11)
(iii)
(tv)

Pederel income and excess profits taxes.
Taxes in connection with financing, refinancing or refunding operations.
Taxes from which exemptf.ons are ."sUable to the contractor.
Special assessments on land which represent capital improvements.

There ere so many taxes today that it is a wise idea to get advance approval from
the Contracting Officer when in doubt because of the legal ramifications.

TERMINATION COSTS

As mentioned before, termination cost principles formerly were contained in
Section VIII; now the new Section XV cost principles govern. Section VIII remains
in effect covering te~ination regulations except cost principles. However. in
placing termination under the over-all Section ~rv. it was necessary to pinpoint
specific coats which are peculiar to te~ination only. The EIA and ~SIA

termination committees worked closely with the government ASPR committee prior to
the release of Section XV to make sure it covered these peculiar terminetion
costs. The result is section l5-20S.42 which covers the following matters:

(1) Cost of common items reasonably usable in other work is not allowable.
(2) Certain Costa continuing after termination may be allowable.
(3) Initial costs. including starting load and Preparatory costa, are allowahle.
(4) Loss of useful value of special tooling, special machinery and equipment

is generally allowable.
(5) Rental costs under unexpired leases are generally allowable.
(6) Settlement expenses (prep~T.ing claim, settling subs. storage. etc.) are

allowable.
(7) Subcontractor cla~s are allowable.

TRADE. BUSINESS. TECHNICAL AND !.'1\OFESSIONAL ACTIVITY COST~

Generally allOWAble. including ~mberships. subscriptions, and technical ~eting8

and conferoences.

TRAINING AND EDUCATIONAL COSTS

Generally allowable, except grants to educational or training institutions. which
are considered contributions and unallowable.



TRANSPORTATION COST~

Allowable.

TRAVEL roOSTS

Generally allowable. Again. we have e problem area from the governmentis stand
point. The Military Departmenta feel thnt more precision is needed in the ares
of per diem, travel and moving expenses, and would like to prescribe guidelines
similar to those applicable to Civil Service employees, to prevent abuses by
industry. However. those in control at DOD prefer to let these items stay general
and to curb any abuses which msy d~velop under the concept of "reasonableness".
Industry certainly favors the latter approach, 89 per diem, travel and moving
expenses are in a competitive category between firms. Naturally industry does
not favor paying more than is necessary for such items. but at the same time it
must meet competition in these fields.

So far we have talked in generalities about government contracts and the cost
principles which govern them. Certainly we can~t completely pass over the
actual role of the accountant in defense contracting.

Management wants to know (and has to know) how it is making out on individual
contracts or subcontracts. It is the accountant'a job to provide and interpret
such figures. He is a member of the team. A Government Accounting Dept .• then.
should know how individual contracts and subcontracts are =eking out financially
to provide backing information for future bidding. for price redeterminations,
for profit ana1ys1s, etc. Costs ere usually deferred and a~rt1zed against
deliveries. Most important of all, the accountant in this field should be on
the negotiating team which actullHy settles the final price with the government.
with other prime contractors, e~d with subcontractors. It is a fascinating field
89 you are actually creating figures, not balancing them, and you are dealing
with people. not just books. Actually, the ~ield of government contract accounting
has been largely neglected in college curricula and accounting books and
publications. This is probably du~ to the fact that each firm takes an individual
approach to the subject end there is no set pattern to handle the confusing
complexities that arise; also to the fact that only the larger defense firms need
a separate government accounting department. The fact remains that sooner or
later most firms get involved in a Government Contract. "Accounting Guide for
Defense Contncts, Jrd Edition", by Paul M. Truegl1lr is the best book on the
subject. NSIA through Rarbridge House and the Graduate School of George Washington
University bave sponsored courses in general government procureaent.

Also. strictly from an accounting standpoint, let me show you the effect on profit
of disallowal of certain costs as spelled out in Section XV. ASPR:

Cos t: p!'r bo02 Cost disallowed .Cost Allowed

Prime Cost $100,000 $ 5,000 $95,000

G&A Expense lot. to. 000 2,400 8'l. 7.600
R&D Expense 51. 5 1 °00 2.625 2.5\ 2,375

Total Cost $115,000 !lO.0~l $104.975
Profit « 25) 10,°22

Total S.P. l1l4.97~ §114,97S
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While the above elise mey be slightly exaggerBted. it points up the fact that
the costs di9allowed by the gov~r~~nt ere true costs of doing business snd
result in 8 loss of profit. ThuB. e contractor'g commercial work is unduly
burdened with non-Bllowabl~ Government cost and his incentive to perform Government
work Is les3en~d. Because of today's situation t where every bid ~nd every item
of cost is being examined, we maintain that renegoti~tion is obsolete end should
be allowed to expire in 1962. Speaking of renegotiation, please do not confuse
it with ~edetermlnation, as so many people do -- renegotiation is the over-all
look the government takes at you~ government business for the yeer to determine
if you made too much profit; redetermination is the establishment of e final
price on an individual contract which is subject to price revision. Renegotiation
on incentive contracts is particularly unfair -- on the one hand you are encoursged
to get incressed profits by cutting costs; on the other hand such profits are
taken away from you.

In closing, X'd like to leave you with 3 observations on the subject:

(1) The new Section XV has not really been in operation long enough for a
true test. In fact, some large contractors did not go under the new
principles until I January 1961 in order to tIe them into the fiscal
year, based on an agreewent with the Defense Department. Re~mber that
it is effective only on contracts dated on or after July I, 1960 (unless
existing cost-type reimb~rsement contracts have been specifically amended
to incorporate the new principles). The result is thst we may have severel
sets of cost principles in existence for a long time on contracts swarded
prior to July I, 1960, but which may run for several years -- New Section XV;
Old Section XV; and Old Section VIII. However, the DOD is investigating
the po8sibility of cutting all contractors over to the new cost principles
on all contracts in 6 months or so. Above all, do not let government
auditors and contracting officers at this time invoka the new Section XV
on contracts which because of their date still belong under the old
principles.

(2) It is not the intent of the fralDers of the new Section XV that all prices
be decided by audit reports or by rigid cost principles t or that "formula
pricin.g" take over. Let me quote from Section IS-603(ch "In applying this
Section XV to fixed-price contracts, contracting officers will: (i) not be
expected to negotiate agreement on every individual ele~nt of cost; and
(li) be expected to use their judgment as to the degree of detail in
which they consider the individual elements of cost in arriving at their
evaluation of total cost, where such evaluation is appropriate." 1 realize
that today the audit report bas becolIIe more and llIOi'e the bible. However,
industry must fight back Qnd must continue to insist on negotiated prices
which consider more tben just individual elemen.ts of cost.

(3) For any of you who are really interested in this subject, I highly
recommend you attend 8 joint government-industry Seminar on '~epartment

of Defense Procurement under the Revised Contract Cost Principles and
Procedures" sponsored by the Uational Security Industry AiJsociation~ and
to be ~ld at the Sheraton-Park Hotel, Washington, D.C., on Jan. 24 and 25.
A full house is expected so you should get your. reservations into NSIA
~dietely. I have further details for anybody interested.
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Gentlemen, it has been a real plc~9ure to talk to you on this fS2cinating and
important subject in the field of. deicnse con~ract accounting. I would be most
hsppy to attempt to Bnm.zer any qU£3tio119 you may l-.ave. Thank you for your
kind att:~nt1on.

END

EPJ:bw
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for job. In an .J'~ OJ' wlthia aft~ teebldea1 eapabUltJe. • the eompetlUoA

pnponderance of 8OVe1'l\t'!.'lent buw•••
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ODe .f tho.. caM•• then .-be ~a'tim... mietake m.... ... aD unco••

DiMd~ of c 1cad ,. ••esc t:eab'ac&ua1 riaW ace", by
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hi(,:h pl'Ofita fJlOln ..,~. contn.dJAs- 14t .. all a1110 Mlleft_ wit1l equal

fervor and couvkUon, that It ~ &l.. rno~1yand eth1ca11y WJ'OIli, an« Dot to

cltiaGn, depr•••ed Ia1 proIlt. at.J.owH to • polDt Wow tal ..-t~

m.••, Ht\lJPUa and deprived of cba.J'Ibl•• She lOY '" It. laW thue .,

all true colte. II the pl'opoMat, _ the tatter ...... u.oeat. ..d.. lNCceHlul.

•• the proponent. of tb4 Iol"me 1'••n we woul4 aDd o..w baY•• Ill_It .homw,
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TH£ "vlOR1t IMPORTANT CHANGES 1N THE. lU:.:VlSED COS'l PlUNClPLES

.A.o~••

by

E...... F. .t.....hem
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priDe pe.I'lIal • teta1 4Ita.11owaace .. c... actua11, &ad
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Outline of Address

By

Alex A. Landesco, Jr.
Administrator, Corporate Government Contract Pblic,y

Radio Corporation of America

At The

FEA Briefing Conference
Philadelphia, Pa.

on

February 9, 1961

I. INOOSTRY'S VH.V; ON COST PRINCIPLES

A. To be specific or not to be specific. Industry originolly preferred and
argued for the broed concept and use of test for reasonableness to
establit,n allowability of coste.

B. Now changinG views for two reasons:

1. General excellence of Section IV as written.
2. Variety of interpretations and implementations of non-specific

portions of Section XV.

II. CeMENT EXP1R.IEIICE u:mER SECTIO:I xv

Problems are of two main types:

A. Those occasioned by Section ,\V as written:

1. R&D recovery.
2. Sale and leaseback arrangenents.
3. Marketing and bidding.
4. AdvaIlce tmderstandings.

B. Those occasioned ~. variety of interpretations and implementations.

1. Incentive of operating levels to further their own i~terests as opposed
to the general bood.

a) Trend toward variety of implementations re allocation now that
allowability is specifically covered by Section XV.

b) New Part 5 being written to set up allocation ground rules for
facilities contracts. Different overllead treatment for
different types of contracts.

c) ABC, FAA, etc., etc. New views on Home Office expense,
Marketing and RE~D costs. :'lust bear direct relationship to
specific contract.



d) All contrBlj" to Section XV - 201.4 which defines allocable
cost as one which is necessary to over-all operation of a
business, although a direct relationship to any particular
cost objective cannot be shown.

2. Standard accepted rnetilOds of spreading overhead never I:leant to be
scientifically accurate, but rather economically expedient and
appropria te.

). Govenl.'TIent operating levels now attempting to find and justify
YTleans of spreading overhead which will tend to produce lower
costs for the government not necessarily lIlore accurately,
reaso~abl~y or scientifically spread.

III. USE OF (',OST PR:G~CI?L.ES AND RELATIONSHIP TO PROFIT & FEE LEVELS

A. If present interpretation and implementation of r~st Principles is to be
used as a llieans of cutting 50vern.ment eX;:Jendi tures, taking !Jot shots at
long established methods of expense allocation ::lot the solution for two
fundamental reasons:

1. It neither reduces unreasonable expense nor induces the contractor
to do so. It merel,y causes more costs to fall in the cracks and
reduces the contractor's incentives.

2. It doesn't set up a goal for the contractor upon reaching rTLich he
can be sure of recovering all his allowable costs.

Would be better to .set up exae:1se ceilines to determine how much of an
allowable cost is reasonable.

B. Tremendous need for consistency of interpretation and implementation to
insure full recovery of allowable costs.

IV. ADEQUACY OF P:i.ESENT PHOFIT A:m FEE Lb-vELS

A. Levels are down because of:

1. NatUl'€~ of work being performed. More :il.:D and less prolhlCtion.
2. T;rpe of contracts being nego"Liated. More CPFF and less F.P.

B. ~finite need for increased incentives.

1. Through elimination of ~)rcfit :md fee plateaus.
2. Insured recovery of allowable and reasonable costs.
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