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4. Fixed-price incentive contracts
Non-~cost-reimbursable portion of time and material contracts
Labor-hour contracts

N\

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 Jjudgment as distinct from strict accounting principles is at the heart of
& negoliated 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 & are
governing in the negotiation of fixed-price type contracts.

The need for consideration of costs under varying conditions 1s 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 1ldentify 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 efficlency, 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 ASFR 8-302 will not be applicable
to new procurement after July 1, 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-relmbursement 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 1n 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 agreewment
will not in itself make costs unallowable.

Examples of eight categories of costs are set forth in which advance understandings
nay 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-zll agree-
ment with the three Services may be necessary to insure egquitable 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 Jjointly 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
ne~ sary to negotiate understandings specific to individual contracts such as pre-
e UPECT 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.

LN

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 follovws:

Reasonableness - 1In 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) 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;

(iii) 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 o
- "/
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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
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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 letter of May 28, 1956,
relating to this subject—on three levels:

1. A < 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.] 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 foresceable 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. 1t 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 turn 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 scttlement. 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 regulatly 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 jts 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
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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.

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 turn 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.
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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 perform 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.

o
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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
secks 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 gencrally 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 (sce 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 propositions 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 (15-204.1(b)). At the very least, general
product advertising should be allowable on the same terms as selling
expenses to the extent properiy 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
tunds 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 for 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
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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 belicve, 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.
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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.!

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-

*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.
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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
(1). Taken together, the effect of Subparagraphs (1) 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 gemeral 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 R and
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
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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.

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, Washington 6, D. C.

December 16, 1957

Dear Mr. McGuire:

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.

Respectfuily,
CHARLES W. STEWART
President

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




MACHINERY and ALLIED PRODUCTS INSTITUTE
1200 Eighteenth Street, N. W. Washington 6, D. C.

December 17, 1957

Honorable Lyndon B. Johnson, USS
Chairman

Preparedness Investigating Subcommittee
Committee on Armed Services

U. S. Senate

Washington 25, D. C.

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 acknowledg;d 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 full 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




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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REVISED PART 2, SHCTION XV (ALP/ £y eise )

The comments of NSIA, MAPI, RETMA, NAM, AMA, C. of C., AIA, American Insti-
tute of Accountants, Council of Profit Sharing Industries, and Coimptrollers
Institute of fmerice resulted in numerous revisions of the draft submitted to
them for analysis.

At the outset, certain mejor issues witn industry are historic and have not
been resolved in this draft to the complete satisfaction of industry. While these
issues have been taken up separstely in this report, they are mentioned here
because of their importance and long standing differences. They are: (1)
15-203.L Selling and Distribution Costs, (2) 15-204.2(a) Advertising Costs,

(3) 15-204.3(c) Contributions and Donations, (L) 15-204.3(d) Entertainment
Costs, (5) 15-20L4.3(g) Interest and Other Financial Costs, and (6) 15-20L4.3(h)
Losses and Other Contracts.

Industry made the following general observetions believed worthy of mention-
ing. First, they object to the requirement, in meny ccses, thot some costs to be
allowable must be upon authorization by special contract provision or by written
authorization of the contracting officer, rather than just the approval of the
contracting officer.

Second, throughout the proposed drzft there is interjected a requirement that

““‘he auditor evelucte the equities of the sitwstion, in addition to his usuel

metion of measuring the reasoncbleness of the amount and the proper allocability
of the item. Section XV should be limited to indicate types and amounts of cost
which are or are not allowzble in cost-type contracts and it should not be made
an a2udit menucl for the various scrvices.

The third obscrvetion is thet detziled implementing instructions of the
departments shouid bc prepared prior to the publishing of this section.

The following paragrephs contein what arc considered to be major unrcsolved
issucs with industry.

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

INDUSTRY PCSITICON

A statement should be included to the effect that Section XV is not
appliceble to fixed price contracts, including those with price redctermina-
tion provisions.

DEFENSE POSITION

The proposal is not acceptable sincc cudit agencies have no a2lternative

at present other than to use Section XV zs 2 guide in auditing these contracts.
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;15-201.2 Factors Lffecting fllowability of Costs. (Tab 4, page 1)

INDUSTRY POSITION

Costs should not be mcasured by the new criterion "(iii) significant
deviations from the esteblished practices of the contrector which substan-
tially increcase the contract costs.™

DEFENSE POSITION

This ncw criterion is only cne of the foctors affecting 2llowability of
costs. This dces not tcke anything away from the contrector. If the reeson
for the deviation is justified, costs mey still be allowed.

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

INDUSTRY POSITION

Subperagroph 15-203.1(c) is inconsistent with 15-203.1(b) 2nd permits
Government perscnnel to sclect the periods which must be uscd.

DEFENSE POSITION

No inconsistcency is apparent botwecn these subporagraphs. Cne deols
with the method of allocction end tiac other with the bose period for allo-
cation.

15-203.L4 Selling and Distribution Costs. (Teb L, poge L)

INDUSTRY POSITION

Selling and distribution expenscs are generally a cost which should be
acceptable as allocable to Government centracts by associlating such expendi-
tures with an indirect benefit to Government work. Industry contends thet
the Government stends to bencefit by being eble to plece crders for standeord
commereial preoducts or speciclly designed products with companies which,
through expenditurcs for advertising, salcs promotion and selling cctivities,
have capacitics to preduce cfficiently and quickly the requirements of the
Government that otherwise could not be possible without deleys ond expendi-
tures. Industry would like the alloweblec costs more cleerly defined. How-
ever, it is noted thet the American Institute of lceccuntants says: Y“This
treatinent of sclling cxpenses scems entirely setisfactory to me, and is in
agreenent with good industrial end contract practice.®

DEFENSE PCSITION

Pure sclling expensce of the controctor as such is unallowable for the
recson thet it is not nccessery and deces not contribute enything to the
performence of the contrzct. Generelly, any type of merketing expense in
the ordinary sense is not considercd tc be necesscry in contract performance
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" and is nct rcquired in 4 ine business with the Government. However, it is
* felt thet o reescneble demenstroticn thot his technical, consulting and

rel-tsd boneficicl scrvices which are for purposes of application and
adeptation f thecontracters products may Jjustify ailccetion of Government
contracts., Lny further libcralization would be unjustified.

15-203.5 Gencrzl and Administretive Costs. {Tab i, page L)

INDUSTRY POSITICON

It is not necesscry to enumerate factors to be considered in determining
whether a method of distributing general and administrative exmenses will
produce equiteble results. The inclusion of such a listing will lead only
to further confusion and mey cause overemphesis on the use of the factors
enumerated.

DEFENSE POSITION

It is rccognized that this paragraph involves a controversial matter and
one which requires the censideration of meny different points. However, it
is fclt that inclusion in this peragraph of several illustretive factors
to be given consideration will not only insure that the listed feactors ecre
considered but will tend to indicate that there are meny foects tc the
problem.

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

INDUSTRY POSITICN

The present limitations on advertising are too restrictive, end overlcok
the fect that any advertising is 2 normel cost of doing business from which
the Government has derived benefit and as such shculd bear e portion of the
expenses.

DEFENSE POSITION

Ldvertising, gencrally, is not nceessary in corder for industry to con-
duct business with the Government. On the cther hand, in the medified
version, Government recognition has been accorded thet portion of industry
advertising which encourages disseminaticn of technicel information within
industry itsclf through certain medie, the results of which benefit both
industry and the Government, and the Gevermment will shere in its porticn c¢f
seme. Onc slight concession mede is the deletion in the third line of sub-
paregreph 2. (1) after the word "placcd" of the phrase, "for the purpose of
offering finenciel support tc," and substituting the word "in." The change
was made becouse of the difficulty of determining a contractort!s intent and
the words were not helpful in determining cost allcwances.




+ 15-20L.2(k) Maintenance and Repair Costs. (Tab [, page 10)

NDUSTRY POSITION

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

DEFENSE POSTITION

The requirement of a specific contract provision 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-
stantizl and the possibility of a dispuie would always be present as to the
amount which should be accepted as a contract cost, it seems best thet this
be covered by a contract provision.

15-20l.2(m) Materials Costs (Tab 4, page 11)

INDUSTRY POSITION #1

Industry questions the requirement in subparagraph (2) of the Government
that casih discount be taken #s a credit against the cost of materials, their
theory being that cash discount is actuelly financial income compersble to
interest as a financizl expense and, since interest is not considered an
allowabhle cost, cash discount credits should be omitted from consideration.

DEFENSE PUSITICH #1

The subject of cash discount credit is in an area complctely separczte
from that of financial expense or financizl income. Classifying cash dis-
count @s financiel income is fallacious since reclized income cannot arise
through the operstion of buying. Net prices are substantially on a cash
basis and therefore represent the most effective costs. It is the net price
which a seller expects to receive, and & buyer expects to pay. The cost of
meteriels therefore is represented by the totel outley of cash or its equive-
lent for the purchasse of the mrteriels; if the cash peid out includes a
reduction for allowances or credits teken by the contrecter, the net amount
peid reprisents the true cost of the meteriol.

INDUSTRY PCSITION #2

Write-down of invcentory value in subparcgreph (5) should be allowed as
a contrect cost.

DEFENSE POSITICN #2

Llthough this item is not o mejor objection by industry, the defcnse
position is thnet there is little, if any, merit to industry's contention in
cost-type contrrcts. Write-down of meterial costs would, of necessity, have
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. to apply to meteriel costs unrclated to o Government cost-type ccntract

and, thereforc, should be absorbed by the business to which the write-down
of wvalue applics.

15-20l,2(n) Overtime, BExtre-Pay Shift, and Multi-Shift Premiums. (Tob 4,
page 12)

INDUSTRY POSTITION

Industry wents restriction liftcd with rcespect to cost of overtime and
shift premium on indirect lebor. Thc suggested change in the draft may
remove scmc of the objection. ILs to such cost on direct lrbor industry wants
no restriction except 2s provided by contract terms in cccordence with thc
contrectorts practices and procedures, this being 2 stendard operating pro-
cedurc for most companies and such provision is often mcde for such procedurcs
in union contracts. This argument docs not in any way appear to bind the
Govcrnment.

DEFENSE POSITION

For thc contrector to be rcquired to identify scporetely shift premium
end overtime on his beoks is 2 sound prectice end one which requires but
little or no overncad cost to segregate. This hos been traditionel with the
Government to rcstrict and convrol overtime and cextre pey shift cost. Not
to do so would invite the contrector to work normel hours on commercial work
and run up lerge amcunts of extra pay and overtimc cost. Extra pay cost end
overtime prcmium on indircet lebor is allowablc on a pro rata basis to com-
mercial and Government provided it is otherwisc reesonable.

15-204.2(0) Potent Costs. (Tab i, poge 12)

INDUSTRY POSITICN #1

Costs of filing pctent applications by @ centractor should be allowed
even though the Government mey not cbtein any rights under the petents
bececuse, by obteining 2 petent, & controctor aveids the nccessity of even-
tually being required to pay a royalty tc some other person who may obtein
a potent on the same invention.

DEFENSE POSITION #1

This comment wes rejected on the basis thet the cocntrector gets title
to the potents end the primery benefits therefrom. This would amount to a
windfell to the contractor if the Government poid.

INDUSTRY POSITION #2

L4d to 21loweble costs "the defensc of potent infringement litigetion.®




! DEFENSE POSITION #2

Under the fict of June 25, 1910, cs amended (28 USC 1498), cnlys the
Government con be sued for petent infringemcnt on contrectert's procluction
for the Government. If & centrector is sucd for patent infringement, it must
be for its own commercial production. Therefore, there can be no ccists to
industry for defense of patent infringement litigation, except such a:s are
passed on to industry by the Government through the Patent Indemnity clause.
To allow such costs would conflict with the purpose of the Patent Indemnity
clause.

'15-204.2(r) Professional Service Costs - Legal, hccounting, Engineering,

and Other. (Tab i, page 15)

INDUSTRY PCSITION

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 unallowsble. Reimbursement of litigation costs
where the Government is a party to the suit is obviously untenable. The
Government cannct financially support the party with which it is engaged in
legal dispute.

15-20L.2(t) Rental Costs (Including Sale and Leaseback of Facilities) (Tab A,
page 1

INDUSTRY POSITION

The restriction in subparagraph (3) on amounts of allowable rent for
facilities covered by sale and lease-back zgreements is not equiteble. Ais
long as the rents are reasonsble in the light of the type, condition and
value of the facilities leased, options availeble and other provisions of
the rcntal agreement the Government's interests are adequately protected.
In addition, the Government would be penalizing companies who have sale and
leasc-back agreements as contrasted with companies holding conventional
lcases.,

DEFENSE POSITICN

Sale and lease-back apgreements cre primerily entered into to provide
additional working capitel, without torrowing funds, or issuing additional
capital stock. Jinother rcason could be to obhtain tax benefits. To accept
the risk, financing and profit factors included in the rentel of sale and
lease-back facilities would be contrary to our position regording intercst as
2 nonallowable cost. Furthermore, the accelcrated amortizztion usually in-
cluded in the rentel mey represent an unreesonable controct cost.
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15-204.2(u) Reosoarch and Dovolopmont Costs (Tab A, page 17)

Industry Position

The draft submitted to industry for comment in April of 1956 provided
for a partial allowanoe of goneral research costs. Industry unanimously
argued for total allowanca.

Defonsoe Position

The Materiol Sccorotaries' Council determinod that such costs would
not be allowable unless specifically provided for in the contract. This
action is a roversal of the policy oxpressed in theo draft coordinated with
industry.

15-204.2(v) Royaltios and Other Costs for Uso of Patents {Tab 4, page 18)

Industry Position

Industry tokes objoction to the limitation on tho allowability of
royalties where royalties paid or payable for the right to use patonts
necessary for the propor performance of a contract and where the Government
does not already have a royalty-free liconse to use such patonts, the
royaltics are allowablo to the extent expressly provided for elsewhere in
the contract or othorwise authorized by the Contracting Officer. Industry
contends that it should be permitted to manufacture products under license
agreements which they would otherwise have to purchase and that payment for
same should not be subject to such limitationse.

Defense Position

It is the Defense view that the payment of royalties to sontractors
under the circumstances desoribed should be ciroumsoribed by contract pro=-
visions or effeocted under the Contracting Officer's cognizance., Because
foas for use of patents, where the Government does not have a royalty-free
license to use same, may often be predicated on the highest rates the
market will bear, and since payment limitations are difficult to establish
where offective competition does not exist, the Government hes established
procedures lesading to the reduction of royalties where royelty payments in
counaction with contract performance are deemed excessive. The inclusion
of the limitations in the revision permits review of the circumstances
surrounding the incurrence of royalty payment costs and assures control by
the Contracting Officer. In addition to the cost feature, review by the
Government can be effected to assure that tho Government does not already
have a royalty-free license to use the patent concermed. In summary, Cone
tracting Officers can determine if the royalty costs are bona fide and
reasonable.




15-204.2(w) Severance Pay (Tab 4, page 18)

Industry Position

Tho rovisod provision in subparagraph (2)(ii) relating to contract
costing of mass or abnormal severance pay is impractiosl and would be
diffiocult and cumbersome to apply, and the cost of severance pay, generally,
should be handled on a basis conforming with acocepted accounting principles
and practioes and the established policy of a contractor, rather than policy
which constitutes an impliocit agreement on the contractor's part. Industry
olso feol that perhaps allowability should be provided for on either an

actual or an accrual basis.

Defenso Position

The troatment as proposed for mass severance pay is the most praotical
and realistic approach to a problem which concorns an unpredioctable con-
tingency. It is felt that a contingenoy reserve for mass severance pay is
too conjectural to be considered e cost. The Government should not obligate
itself for more than its pro rata share of severance wage payments actually
made, in accordance with a poliocy reflecting implicit agreement by a con-
tractor, on the basis of its ratio of participation in the contractor's
total business during the period of employment of the individual involved.

15-204.,2(y) Taxes (Tab A, page 19)

Industry Position

Industry generally contends that this paragraph should be revised to
allow cost of taxes, interest, penalties and expenses of contractor'!s acts
in rosisting assessments or attempting to secure rsfunds, without the im=-
position of the restrictions presently included in this paragraph as in
certain situations contractors cannot possibly or reasonably ocomply with
these requirements.

Defense Position

The restrictions imposed by this paragraph are reasonsble in that thsy
merely require the contractor to obtain and follow instruotions firom the conw-
traoting olficer in oases wheore there is a doubt as to the legality or
ocorrectness of a tex assessment.

15-204,2(z) Trade, Business,Technical and Profossional Aotivity Costs
Tab A, page 20)

Industry Position

The expenses of holding exhibitions is 2 required cost of doing busie-
ness as normal and essentizl as expenses incident to meotings and gon-
ferences, and as such should be allowable, Further, the rovision is unduly
restrictive in that it relates only to expenses incurred at meetings and




conferencos when the primary purpose of the incurrence is the dissemination
of techniocal information or information aimed at the stimulation of pro=
duction, and does not include expenses of exhibitions incurred for dis-
semination of information to the trade, the publio, prospective employees,
otc., about the particular business,

Dofenso 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 publis through
exhibitions is necessary. The Government is agreeable, however, to accopting
its pro rata share of expenses incurred for the dissemination of techniocal
information or information aimed at stimulation of preduction through meete
ings or conferences. The exhibitions referred to by industry are those held
for purposes other than these; therefore, the costs thereof are considered
unallowable,

15-20443(c) Contributions and Donations (Tab A, page 21)

Industry Position

The April 1955 draft ociroulated to industry provided for the allowance
of contributions and donations exsept to religious organizations.

Defense Position

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

15-204,3(d) Entertainment Costs (Tab A, page 21)

Industry Position

Industry objocts to the words "social activities" as it may oreate
conflict with the provisions of 16-204,2(f) and 15-204.2(z)e It further
contonds that unless there is an overriding public policy to the contrary,
entertainmont expenses reasonably allocable to Government contracts should
be recognized, to the extent that it can be demonstrated that such expenses
are ordinary and necessary to the business of a contractor,

Defense Position

There is no confliot with this paragraph and parasraphs 15-204.2(f)
and 15-204.2(z). Furthermore, this type of expense is solely for the
benefit of the contractor, serves no purpose to Government work end has
been traditionally disallowed. The oontractor may be placed in a favored
class should he bo allowed to recoup entertaimment expense through Govern-
ment contracts and is considered to be against public policy.
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15-204.3(g) Intcrest and Other Financial Costs (Tab A, page 22)

Industry Position

Industry contends that interest should bs allowable.

Defense Position

Interest has always been considered as unallowable beocause it repro=
sents g distribution of profits to persons who have advanoced capital on e
loan basis. No new reason is advanced why this position should be changed.
In this comnection, it should be noted that DOD Directive requires interest
to be charged on advence paymentss.

15-204.3(h) Losses on Other Contracts. (Tab A, page 22)

Industry Position

Industry, in effect, requests that the portion of costeparticipation
oontracts not reimbursed by the Government under that contract be allowed
a8 o ocost on other contracts,

Defense Position

This proposal is rejected since a contractor in accepting a cost-
participating R&D contract expects that later production contracts will be
obtained resulting in profit to compensate for carlier costs of participation.

15-204.3(k) Profits and Losses on Disposition of Plant, Equipment or Other
Capital Assets. (Tab A, page 22)

Industry Position

Such profits end losses should be allowable to the extent that they
reprosent adjustments to depreciation on assets acquired for Government
business,

Defense Position

This contention is agreed to but it is felt that it would be impractiesal,
if not impossible, to distinguish between that portion of a profit or loss
which represents an adjustment of depreociastion and that which was gaused by
fluotuations in the general price levels

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

Industry Position

Industry comments ran the complete gamut from general agreement with
the item as drafted to an extreme statement by Auto Manufacturers Association
thet "we can see no reason for disallowing any conversion expenses."
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Defense Position

It is apparent that industry should seek a birth-to-burial treatment of
reagonversion expensss; however, the oomments furnished no valid reasons for
changing the principles Speoific provision in the oontract of those recon-
version expenses which are allowable appears the best mothod of assuring
fair treatment of the Government's and oontractors' interests. All items
not specifically provided for in the initial ocontraot or by modification are
not allowable.
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Comments on Proposed Revisien
of
SECTION XV, ARMED SERVICES PROCUREMENT REGULATIONS
"Contract Cost Principles and Standards"

INTRODUCTION

While Parts 1 and 2 of the proposed Section XV contain certain
explanatory material, it is believed that some additional remarks con-
cerning the background, philosophy, and characteristice of the statement
will be helpful to those asked to appraise and comment thereon prior to
adoptione

The three parts attached cover statements of the applicability and
purpose, generel principles and standards for the determination of
costs, and their application in supply and research contracts with come
mercial orgmnizationse There will be three additional parts covering
the application of the principles to facilities contracts, construction
contracts, and resecarch and development contracts with educational or
other nonprofit institutions, However, these will be relatively brief
sections concerned primarily with spplications 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 & uniferm,
improved, and consistent body of such principles -~ satisfactory alike
to the Government and the contractor, The World War II period and the
years immediately following saw the birth of seversl sets, each of
which was applicable to different departments or different phases of
contract administrations

The first of these applicable to World War II contracts was Treasury
Decision 5000, Adopted in 1940, this Decision was promulgated for the
purposc of recapturing excess profits on certain contracts for vesscls
and aircrafty, but in the absence of a more satisfactory statement of
cost principles its use was extended to virtually all cost-type cone
tracts entered into by the War Department (later the Departments of Army
and Air Force) until 1949, The Navy Department utilized T.Ds 5000 until
1942 when it issued an "Explanation of Principles for Determination of
Costs Under Government Contracts™ (the so-callcd "Grcen Book")e These
Principles were employed by the Navy in making cost determinations under
cost-type contracts until 19494 Section XV, "Contract Cost Principlcs "
Armed Services Procurcment Regulations, was adopted by the Department
of Defense in 1949 and is applicable only to cost-type contracts.
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Cost principles employed in contract terminations have likewise
varied, Certain cost principles applicable in the event of termination
were issucd under the authority of the Contract Settlement Act of 19Lk,
and these were subsequently continued in use upon the expiration of
that Acte, These werc superseded by the adoption of Section VIII,
"Tormination of Contractsy" ASPR, Part L of which contains a statement
of principles applicable to the settlement of fixed=price contractse
These principles are also applicable to negotiated settlements under
cost-type contracts,

Despite the apparent wealth of cost principles, thc situation is
still unsatisfactory, There is no set of principles applicable to the
negotiation and performance of fixed-price contracts «- only te their
terminatione Scction XV, ASPRs has been used "as a guide only® but
cven this use goes beyond assurances given Government contractors at
its adoption and has been a constant source of conflict betwcen con
tractors and contracting officers. Sections VIII end XV sre not uni-
form in setting forth which costs are allowable or unallowable, so
there exists the anomolous situation of certain costs beirg unallows=-
ble if the contract is complceted, but allowable if terminated.
Further, a pattern of "implemcnting® instructions by directive has
developed to the extent that the mere volume of rules is forbidding,
plus the fact that such directives are inconsistent between deportments,
and they not infrequently alter, through change or restriction, the
policy adopted by the Department of Defensce A1l of these factors
point to the need for and desirability of a single set of ccst prin-
ciples to be applicable uniformly to all types of contracts and all
phases of the contracting process,

The process of recovery of excessive profits by renegotiation of
contracts provides, by statute, for cost allowances on defense con=
tracts more liberal than provided by Section XV, ASPR., The renegoti=-
ation regulations state specifically that the Renegotiation Board will
not reccognize cost disallowances pursuant to Section XV or other con-
tractusl provisions in contravention of the Renegotistion Acte

Moreover, the statement is frequently made in Govermment that the
cost principles under the Internsl Revenue Code have no nceussory mp-
plication to defense contract costs; and no attempt nced be made to
rcconcile theme These gencrel inconsistencics between different proe-
grams of the Government are undcsirable,

The philosophy underlying the various scts of controct cost prine
ciples likewise indicated that a chenge is in orderes Trsasury Docision
5000 in defining allowable cost states: W"The cost of performing a
particular contract or subcontract shall be the sum of (1) the dircct
costs eeo and (2) the proper portion of any indirect costs seo incident
to and neccssary for the performance of the contract or subcontract,
(Emphasis supplied) The phrase "incldent to and neccssary for* was
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interpreted by Government auditors, including those of the General
Accounting Office, in such manncer es to preclude reimbursement to the
contractor of a share of normal busincss costs where it could not be
demenstrated by the contractor that the incurrence of the cost was
quite directly related to the performance of the contracte The "Groen
Book" roferred to above contains the same restrictive languages 1in
consequence numerous indirect costs are disallowed,

Section XV, ASPR, in defining total cost, uses thec phrase
"oee incident to the performance of the contract; oo.." in an effort to
get away from the restrictive interpretation of TeD. 50003 whilc Scc-
tion VIII, ASPR, uses "..e reasonably nccessary to the performance of
the contract." However, thc cost principles conteinced in cach of these
Scctions include a list of unallowable costs which, in many situations,
vitiates the advantages gained from the chonged language.

PHILOSOPHY

In the drafting of this stetoment a bold epproach was taken, AlL
known significant probloms were freod end solutions were propoescd on
the basis of equity and fairness of result -- both to the Government
and contractors. Controversial areas were not purposcly avoided, even
though there was complete awarcness that the proposed solutions would
not entircly satisfy everyones An honest attempt to echieve cquity
was the guiding principle,

To have avoided thesc controversial areas would hove been the
eaSy coursce But following it would have meant continustion of the
prescnt situation under which the lack of adequate guides causocs pro-
longed ncgotiations, questionable costs claimed, and excessive suditing,
all of which slow down and make more costly procurcment administration,
It is hoped that a sincerc and above-board discussion of this proposal,
by representatives of both Government snd industry, will result in a
statcment which will be understood and accepted by all.

Without gencral acceptance of a statement of cost principles,
busincss will generally seck to protcct itself in submitting contract
cost dota with utter disregerd of thc principles and with application
of its own cost concepts. This broeds the necessity for cxcessive
contract zuditing and cost analysise Chiscling on the part of the
Government begets ahiselingon the part of business, In other words,
the applicetion of the Golden Rule in this ares is desirablea

CHARACTERISTICS

Implementstion == It is not intended that the proposed statement
will be Implemented by issuance of a large volume of interpretations,
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cases, etce For onc reason, as mentioned asbove, many presaent dgy cone
tracting officers are faced with a myriad of procurement instructions,
guides, and regulations, Besides being practically an impossible task
for the individual contracting officer to thoroughly acquaint himnself
with all of themg he is inclined to look for a directive which appears
to fit most closely the situation involved, to which he will be gble to
point as justification for his action. This he tends to do rather than
using his own best judgment, This lack of willingness of contrecting
officers to makc their own decisions, in turn, calls for more detailed
instructions. Thec situations encountered in the arca of detcrmination
of allocability of costs are so varied that they defy satisfactory
standard instructions,

Thus, Paragrsph 15-106 imposes a restriction on the issuance of
nodifying or cxpanding instructions or interprotstions on a unilateral
basise The demonstrated nceed for such will be served on a unificed
basis by the Secretzry of Defensce

The principles provide for = widce degree of latitude in applica-
tione This will rcquire contracting officers to exercise the highest
degree of skill in their worke They must have a complote grasp, not
only of the principles and the philosophy behind thom, but must also
thoroughly understand the conditions surrounding cach proposcd contract,
and cach contractor's business, Becausc of the absence of specific
instructions or formulaey, therc can be no substitute for good judgment
on the part of contracting officers, Their objoctive, as is the objecw
tive in all good contracting, should be to have the contract reflect a
complete meeting of the minds of the contractor and the contracting
officera,

In meeting the objective of providing a reasonsbly comprehensive
and complctc basis for reaching a contractusl agreement or understend-
ing betwecn the parties on contract costs for pricing purposes, as
wcll as providing restrictive safcguards and a basis for adaption to
all conceivable situations, a very difficult protlem was faced, Ade=-
quate details and explanation are necessary with general guides for
application of the principles to the many conditions and circumstances
which may be facedes

What the Statement Isn't -~ The proposcd statoment should be read
with the clear understanding that it constitutes only onc scetion of the
Armed Scrvices Procurement Regulations -- that part confined primarily
to establishing cost principles and standards for use wherc costs are
a factor in determining what the Government will pay for contractual
supplies or servicese It is not intcnded that it provide all the neces-
sary guidance, rcgulations, and proccdurcs as to methods of negotistion,
pricing. determinstion of profit margins, choice of tho appropriste type
of contract, or zuditings, There is to be inferred no desirc to encourage
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the greater us of contract forms other than outright fixed-price con-
tracts, or the greater use of cost data in nsgotisting prices on out-
right fixed-price contracts, In fact, the use of other factors, such
as effective compctition or standards established on the basis of
prices of other efficient producers or production in our own plmnts,
are to be preferred in negotiated firm prices, Criteria to serve these
purposcs are contained in other sections of ASPR. Other related sec-
tions are thosc concerncd with taxesy patents, and Government furnished
propertys

The statement should not be looked upon as something which pro.
vides g formula which contracting officers can apply mechanically and
have the price, or even an aggregate cost figure, sppear automatically
as a result. It constitutes a middle-of-the-road approzch, It
attempts to be sufficiently explicit to provide guidance for nzgotiae
tors and auditors, but must nccessarily be broad cnough for spplication
to the extremely veried conditions cncountered in the contracting pro-
cesss These varied conditions arise from wide diffoerences in: the
nature of contractors' businesses and organizations. the degree of
criticalness of need for items being procured, supply of production
facilities, and types of contracts used,

Recognizes Generally Acoepted fccounting Principles -~ Basgically,
the statement i1s founded on generally accepted accountlng pranciploes
and standards (including cost accounting as well as general financial
accounting)s However, the reader may be able to cite examples in
which departures have been made from this basiss These infroquent
departures were dictated, in some instances, by public or business
policyy and in others by long-standing precedent. The unallowability
of entertainment, purely for entertainment's szke, and restrictions on
executive compensstion, donations, end advertising are examples of
such departures.

Recognizes Normal Business Practice - A significant characteristic
which is spparent throughout the statement is that the prineiplos will
not ordinarily alter a2 contractor's normal business practices. In fact,
every effort shall be made to follow his normal accounting practicesas
Safeguards havc been provided, however, against any abuse of this
approach, particulariy wherc defcnse work constitutes the major part of
a contractort!s efforts, in that reasconableness of costs such as adver-
tising and exscutive compensation will be judged, where sppropriate, on
the basis of the contractor'!s practice prior to the advent of defensc
business, Likewise,; evidence of arm's length bargaining must be
present in determining the nllocability of such items as executive
compensation, bonuscs, and property rentals, Unreasonsble devizstions
from good accrinting practices are expected to be corrected by all
responsible contractors.

Gen
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Recognizes the Simultanecous and Consistent Determination of Profit
Allowsnces in Price Determination -- The importance of avoiding dupli-
cate allowances in profit marging and costs is stressed, and examples
are given in Paragraph 15-207, However, no rigid line is drawn, nor
can it be drawn, in the manner in which certain pricing factors shall
be allowed in every case as between profits and costse

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 estimatinge The use of
standard cost methods in this respect is cndorsed, although it is
recognized that cruder methods of estimating must be tolerated, Misuse
of historical costs in forward pricing is warned againste An outline
of the applicability (or uses) of both cost cstimates and standard
costs is provided,

Is This a Give=-Awey} == Some rcaders may gain the impression,
because the proposed statement asllows costs under certain conditions
which are excluded by the present Section XV, that the ceiling is off
and cost of our procurement will skyrockets This is not thc case howe
eveXl'y

Firsty a substantial portlon of procurement in recent years has
becn under incentive or fixed-price=-type contracts containing price
redetermination provisionse 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 thosc types of contracts, =and in
practice more liberal cost principles have been zpplied in pricing such
contractse In addition to obtgining reimburscment for some of these
costs otherwise unsllowable by this means, cost to the Government is
ofhen increased because the percentage of profit is usually unjustifine
bly higher on fixed-price contracts containing retroactive price-rede-
termination clauscs than on cost-type contracts. Thus the advent and
intelligent application of the guides provided in the proposed state-
ment for appropriate use in fixed=-price contracts may even decrease the
cost of procurement by the Governmente

Secondy one of the most significant concepts of the proposed
statement, designed to result in a fair and reasonable allocation of
costs, 1s that of "direct costings" A clear statement of this long=-
utilized but rarely stated prineiple is one of the features of the
proposed cost principlese If gencrally accepted cost accounting prac-
tices could be said to have but one underlying principle, that prine
ciple would be direct costinge 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 substantially
proportionate applicability to all classes of worke"
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The military departments hove long recogniged this principle in
procurement regulations and suiit instructions, Section XV, ASPR,
(as now published) distinguishes between direct and indirect costs in
accordence with the conventions of generslly accepted cost accomnting
practices but also recognizes that Wthere are numercus items of cost
which are generally classified as indirect costs but which may, in
perticular cases, properly be chargesble directly to the contract,
where the contractor demonstrates that such costs are specificeally
related to the contract." (Paragraph 15-202,3) It is obvious thst all
costs incurred are direct costs in relstion to the entire business,
and that indirect costs arise only because of the compartmentizing of
business activities by function, location, operation, contract; ecc,
The greater the compartmentization, the greater the nunber and amcunt
of indirect costs; fewer compartments result in fewer indirect costs.
Hence, when costs are assigned only to clzsses of work (i.e., commer-
cial and Government) most of the costs can be charged dirsctiy to the
tenefited class of work, leaving only a few costs incurred for common
objectives to be spportioned.

While the principle of direct costing has generslly been reccg-
nized for purposes of sssigning costs to Government contracts, it has
not bheen equally recognized with respect to the sssignment of coots
directly to other ¢lasses of work when such costs were_incurred solely
for such other classese It has, howsver, besn recognized inCirectlye.
The list of unallowable costs in the prescnt Section XV. ASPR, repre-
sents an attempt to get at the problem, but does not succeed bzcause a
mere listing of account titles cannot result in ecuitable treatment
under varying circumstances., The nmilitary department audit agencies
have endsavored to solve the problem through their concept of !'doubvle-
screening of overhcad," but this goes only part of the waye

Since it applies ecually to all clesses of work, the principle of
direct costing accomplishes directly what other devices attempted to
do indirectly, It i1s merely a recownition of the fundamental principle
of cost accounting. Deing fundamental, it provides for esouitsble treat-
ment of all costs under all contracts of any type, ineluding nondefense
contracts, Further, it mgy be fairly ssid that the proposed cost prin-
ciples provide for the allowance of substantially all normal business
costs subject to their reasonableness in amount and allocebility to the
Government contract =~ a goal which has long been sought,

STGIFIC/ NT POINTE OF LFPLIC TION

Part 3 of the proposec cost principles, entitlcd “.ipplicstion of
Cost Principles in Supply and Kesearch Contracts with Cormmercial Organi-
zations," is devoted to a parsgreph by parsgraph preszntstion of specific
cost elements, The prosentation differs from the preosent Scetion XV in
that in the proposal each item of cost is defincd, and its treatmont ss
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cost data is made flexible in light of the varying circumstances which
mgy be encountered. Many of these circumstances are discussed by way
of illustrationes No rigid line is drawn between elements of cost which
are allowable and those which are unallowsbles

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
highlipght and summarize a few of the more important changes, There are
manyy clarifications of the trestment of other cost elements.

Materials -~ Generzlly the same as heretofore; i.ce., net cost
derived from contractor's usual materisls costing practices. Cr2 sig-
nificant extension permits charging to Government contracts =t proveble
replacement cost the quantities of materials consumed which were in
inventory or under binding purchase contracts at date of contracte.

Once elected, this method must be used consistently thercafter. The
basis of pricing intercompeny and intcrdivisionel salcs is slsc clarie
fiedo

Labor -=- Genecrally the same as hcretofore with the addition of e
substantizl parsgraph on fringe bencfits,

Depreciation and Amortization -~ Imphasis is placed on economic
factors 1nflucncing depreciatione Bulletin F of the Buresu of Iatcrnal
Revenue is not necessarily provided for as the standard for detormina-
tion of depreciations Cost is to be the 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 be followed
consistently thersafter, No rental or use charge on fully depreciated
assets 1s permitted, Dopreciation is sllowesd on such assets cxcept
when az substantial portion of the provision for deprecistion was made
during periods of Government contract performance, Flexibility in
providing depreciation in rclation to production volumc is made pere-
missible without strained rationalization,

Rescarch and Development == This is diviced into product and
general rescarch., The cost of current procuct research may be allo-
cated to Government contracts if the contract products benefited from
rescarch, General research costs incurred in accordance with con-
tractor!s cstablished policics are allocable to all classce of worke
Only the cost of currcnt research, whother product or general, will be
allowed, Amortizestion of costs capitalized in prior zccounting pcriods
(whether as patents or deferred rescarch) is to be excluded, but the
contractor will not be reguircd to cgpitelize asset valucs arising
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from current resesrchs This treatment is considered to be couitable
in that the Government will pay its share of current costs of general
rescarch regardless of benefit derived, but in exchange therefor will
not bear sny share of the cost of thc contractor's past rescerch cven
though its contracts mzy benefit therefrom, Obtaining patent rights
flowing from such work is provided for insofar as defensc business is
concerned,

Potents -.. /mortizstion of cost of purchssed pstents is gllowsble,
but amortization of cost of developed patents is not allowahic, This
treatment is consistent with the treatment of rosearch and development
COSLS,

Sclling and Distribution Expenses -- These cxpenscs gre genereolly
allocanlc to defonsc contracts, but it is in this arca thet the prin-
ciple of dircet costiag is perticulariy applicablc, If salecs anid
servicing of products to the Govornment are accomplished by a scperate
sal:s and scrvicing organization, the dircet cost thercof should be
allocated to the contracts but no other such costs for the bencefit of
other classes of work shall be elloczted. Howcver, wherce the Govern=-
ment is buying substantially stendard commcercisl products and no
seperate salcs organizstion is maintaincd, such costs mey be allocated
to the various classes of sales on whatever basis may be appropriateas

Advertising -- Costs usuelly allowablc under the presont Scetion
XV continuc to be alloweble. In addition, the cost of procuct advor-
tising is allowable with cortasin restrictions. but here 2lso direct
costing is irportent. Advertising of standard commercial products
sold to the Government is gllocegble, if the quantity is not zbnormelly
large . based on past expericnces If abnormal, nondefcnse work shall
first abserd tho sdveriising cost cn the vasie of praor per unid wdver-
tising costs. the Soveirment contr=ct abscvoing tae roasainder, if any,
normally up to the amownt which the contractor spent prior to the
Govornment contract, This same principle applics when *he Governnent
is buying nonstanderd itcms if the contractor's nondefense business is
significantly curtailed because of g shift to defensc productions

Seliiine Commiusions -- NAllowance of this cloment of cost is pro-
? 1Y

vided Tor whon clrsistont with provisions rolative to tue covenant on
contingent fees.

Intertainment Expenses -~ Thesc are gonerally unellowable as being
contrary ts puelic poiiczy. Certain :inor cxcepticns, which rozlly arc
not enterivainment, arc specified in the proposcd Scetion XV

-9
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Executive Compensetion ~- Changed emphasis places reliance on the
contractor's 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
costsy bonuses, and costs of stock options are considered as supplemen=
tary compensation and, therefore, as allowsble costs, subject to certain
protective restrictions,

Contributions and Donations == These costs are allowable if some
benefIt may be derived thereirom by the contractor or his employees or
if the prestige of the contractor would be impaired if he refused to
participates In either casey the pattern of contributions prior to the
awzrd of Government contracts is important, and 2ll such costs, to be
allocable to Government contracts, must be deductible for purposes of
Federel income tax psyments,

Taxes and Insurance ~- Based on the Supreme Court decision, Alzbama

'vse. King and Boozery the nature of agllowable taxes is clarified 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 listeds

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 e return
on total capital employed by the contractor whether borrowed or owner-
contributed, To allow interest on borrowings as a cost would involve
a2 duplication of allowancee.

=10




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 & misnomer. A "principle", 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 & document which
(i) defines the cost areas, (ii) provides the necessary guidance to permit
the contractors, the contracting activities and the auditors to KNOVW 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 considerstion 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 unsllowables, but that any document
(such as an audit manual) which has the identical unallowables would
be subjected to the same objections. 1In 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'.




e b . i A

Recommendation

Maintain the nature of the document and negotiate with industry on

an appropriate title for the concept.

2. Objective

8. If adjustments are made the genmeral objective is sound.

Industry Contention

Industry (except MAPI) states generally that the objective of
one set of cost principles 1s 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 genersl 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 & single set of cost
principles to be applied to all Government contracts when costs are a

[}

factor, provided... ATIA infers the same thing when it says that it
"has no objection to the establishment of & set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts end which..." /[ Notwithstanding, the AIA provides an actual
proposal which provides different treatment of costs for both the nego-

tiation of prices and termination settlement._7' The American Institute

of CPAs states concurrence "in the idea of a single broad set of cost

-2 -
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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 reasonabieness,
relevancy, 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 objectlve, 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 Policles 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 estimetes"(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 1s necessary.

Industry Contention

The basic objective of the comprehensive set must be fairness
and equity to Govermment and to industry. PFairness to industry
requires recognition and allowability of ALL COSTS OF DOING BUSI-
NE3S to the extent that such costs are allocable and reasonable.

*-3-
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Specifically, NSIA says that the "cost principles must be based
on the Govermment'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
& contractor to previously negotiate special cost allowances into in-
dividual contracts. Again the NSIA speaks against the "disallowance
in vwhole 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-
alloweble and which in non-Government business are normelly recovered
in the market place in the price of the article mold." AMA seys that,
as a matter of sound philosophy, the Govermment must be willing "to
pay & fair and proportionate share of all the normal costs of conduct-
ing business.”" MAPI states that "To achieve & 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. ...Zrﬁhi547 is not
sound economics and it is not sound public policy in the Government
interest.” The Chamber of Commerce seys 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 1t this way: "The basis and foundation of such & set of
cost principles would be a recognition by the Govermment that all

normal and legitimate costs of doing business are properly chargeable

N




to Government business depending on their reasonableness and alloca-
bility to the work in question.”" NAM states that the comprehensive-
set objective is sound provided the principles 'recognize the coneept
of reasonableness, generally accepted accounting practices and alloca-
bility, and encompass &ll normal costs of doing business." The Comp-
trollers Institute of Americae says that the proposal is defective
since it fails "to recognize or accept certain normel and legitimate
costs of doing business and feils to give proper emphasis to the
bagic principles of reasonableness, allocability and generally accepted
accounting principles and standards."
Bveluation

0f &8ll 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 reasoumbleness as
the sole criteria for determining allowebility is eppealing. However,
such application for purposes of this stetement is not adequate for
two reasons. First, the two terms "allocable” and "reasonable,"
despite the fact that we have defined them, are indefinite, judgment
terms. The thousands of users need further guidance and a fuller
description of their application to certain elements of cost if we
are to achieve any satisfactory degree of uniformity of treatment.
Second, there are certain costs which, (l) as a matter of public
policy, or (2) because allowance would represent duplicate recovery.

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

an accepted cost in commercial practice. They are, in part at least,
& 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 is clearly 'no"
and must be specifically stated.

(2) "To avoid duplicate recovery". In several pleces we have in-
cluded provisions which are designed to reach equitable results, but avoid
duplicate recovery. For example, research and development costs incurred in
accounting periods prior to the award of the contract are not allowable, but
at the same time, we accept the cost of current research and development
activities. This is done in order to prevent duplicate payment (i) when
originally asccomplished and (ii) in the pricing of later production. We
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 relayation
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
and donations.

ce Industry's "gasins” won in ASBCA and the Courts should be allowed.

Industry Contention

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




Specifically, MAPI, in criticizing the draft says that "in one
stroke, the effect of such Armed Services Board of Contract Appeals'

decision as Swartzbaugh, Wichita Enginecering, Gar Wood and others

will have been nullified.”" It is stated further that "any revised
set of contrect 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
Swartzbeugh case,the Wichits Engineering case should be preserved."
The NSIA infers the seme 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 & Government contractor was allowed to
capitalize losses on experimental contracts and allocate them as
costs to other Government contrects."
Evaluation

We believe that these "gains'ought to be reappraised cn an
objective besis in the manner in which all cost elements should.
To the extent that this consideration indicates disallowsance, 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.

Recommendetion

Reject the contention and reevaluate the items as appropriate.




ro e
e 7//4//2 7/?{&! \ :bfrvm el ,77,721-‘{ i -

P

/5( ’\Lf h5H L‘j‘ le £ %ﬁ [ﬂ?‘p\lx RVIE) 7 ;/%’5 : /': > 4[,(:() ﬂf;[{/?,(j-?—c’f -
” . L e . -
/[(L; 1L 1,,/,«( v;}-rn,(lxx /17\44(_/ 2 XJmMLZ/:,\T‘ 3,7 ¢l .

Aleto W‘ﬁ Wduasz/q \\LL{E ]5 t./.,u;{,‘,/./ Cocls.
Dlrnain larid e 2 par fe |
(&be"wafbt \/.\. % ,{(q,t Z:'/Z—(c’j._ /’Z,L 9/(/(/’7/7\_ ,1:(, éc""l-»"l- .T/j,;’z,_‘( f‘
v

At el ZZE {é_’_f_‘(/ /( ’(’Z CF e~ i . (L2l %) T —
t/:/u CJS/F;W" eV L e Ll g{»{ 7 ,/)/.‘/ 524. v (/C‘ .
V v e Lot vaei&:ﬂ ./Q/“/(L7:(’C/f 2(2‘ Oen’ Qrf"‘fui 7 [[{,(,,g,,-c,.g Lere s .
[ WO I W T
/&%ﬂ&f‘t&/\/—t g ‘7‘1’1_ %} p H - ﬁ/ 577 ) /‘77{‘?24/4 (//{[éz {' ,/4/{(/ //[Qr{f [.«{;t)

- =

/ i 5 mgleec O3, e

e g (€0 477 d 3 = ' .

A €A Tatiler loied AL { e Zc eIl S (‘/{" s < 4 / -
ool i o e e T T T T o e .

g lrrrets? V’V e wiHier ¢ ATl oS e P
2 e ¢ oS (oS ivtz pir et R ST
P eid Ao ez . /

A - ‘ —_— , } o
(%72? {///fﬂ //ﬁ — Pt ' /c'\«L'(TZ /’7(7/{ -71_-'— P 1\-{/"8 R
[ ‘294 =/, )

Cﬁnl’%ﬂ/f AErCa. .

] / ¢ ~& (‘/r—( -
)< szt 1. > : ‘
T VSt L el et

T ///1‘7:4 & 7/7,,1/7 R ltazre= #r1 M‘ﬂ/(: ,

il b dffoaad o gl D s

_ . : .
’/ﬂMwS/{wlk /f)/t'/m/\) LN /] Y ) /1/¢4,7 \{’7
Rusfim s ipf v -

e e T T e
T — T T T T e T T T —_—




3. Agglication
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 peyments, etc.

Specifically, AMA says, "...the contractor's price breakdown sub-
mitted in support of firm price bids or proposals cannot properly be f:
forced into the framework of anmy 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 alloceble to a contract, even though the
Government may be disinclined to share in such costs."

Evaluation

We recognize that our proposed provision / 15-101(a)(ii){A) / cannot
be strictly enforced upon contractors, particularly in connection with
precontrect negotiations. However, the statement of fact that contractors
are expected to follow these principles as & 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 proposels 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.

SBupported 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 &
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Recommendation

Maintain 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 forwerd
pricing when such costs have become an issue” 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 wey which will

permit the isolation of this provision as a seperate issue.

gpecifically, NSTA construes the words as implying that "controversial
issues cannot be negotiated and that they will be unilaterally settled by
the Govermment." 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, thet price, not costs, in fixed-price con-
tracting ought to be negotlated. Since the Government agrees to the con-
clusion (see 3.b. &bove), provision is made that the principles shall be
used as a "GUIDE" in the establishment of the fixed price. Kot 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.




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 "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 baesis that it is
unreesonable for any of the particular expense to be charged to

the Government. They content that the term cannot include "second

guessing" of contractor's mansgement.

Specifically, AIA says that reasonableness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deletlca.cf the "competitive
restraints” test says that this test "will require both the Contracting
Officer and audit personnel to mmeke 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
judgment_7 ... "ecriteria 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 requirement for special contract coverage "limits manage-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
Evalustion

It is essential that the definition of reasonableness be agreed upon.
Once it is egreed upon, 1t will be incumbent upon the Government repre=
sentatives to apply it in the performance under the contract. In the
event that such monitoring causes disellowances which will be interpreted
by contractors to be an "usurpation' of mensgement 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, end 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 meintained.
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 sccepted 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' ineclude a variety
of acceptable methods of expense allocation” (but accepts our definition
vith 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




effect that, "In ascerteining what constitutes allocable costs, any
generally accepted accounting method of determining costs that is
equitable under the circumstances mey be used..."

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 taXxes,
dces 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 contrector'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 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 substentially 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 elements such as contributions, profit sharing, and adver-
tising, are not allocable to Govermment contracts.

Recommendation

That this approach be continued.

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

Industry 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

thet certain listed costs be the subject of negotiation to make them

allowable.

Specifically, NSIA states that "Uniformity of [fbost_7 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 menagement's discretion...
merely because cost coverage had not previously been negotiated." Again
it is stated that the new test of acceptebility, i.e., "compenies with
a preponderance of Government business ere 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
sllowability of costs nmust be sgreed to in advance" and recommends
deletion of the requirement. NAM feels that the negotiating languege
"limits management's prerogative to meke sound business decisions by
requiring prior approveal to incur legitimate business expenses...and
...8pecial provisions are required which have the effect of defeating

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

tiating position. Inasruch as uniformity and equity in the allowance
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of costs is one of the objectives of a set of cost principles, we feel
that the Government should remove the requirement." EIA, although
eritical of the actusal 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 meke them
unallowable. This 1s 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
complaeined about was included in the draft to cause specific consider-
ation of the traditionally difficult costs which are potentially unsl-
lowable becuase of the high probebility of unreasonableness or nonal-
locgbility. We believe, moreover, that the very best finding of reason-
ableness of cost is one which is specifieally 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 maintasined until it
is determined that a mutually accepteble DOD = Industry position can be
agreed upon.

Recommendation

Meintain 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 epplied, it must suffice for governmental costing
purposes. It is therefore improper that particular eccounting
standards be included in the comprehensive set.

Bpecifically, NSIA says, "It would require drastic revisions in
existing and accepted accounting systems of contractors." AIA says that
we "...should recognize the basic principle thet any financial system
must assign the total cost of doing business to the work performed upon
vhatever basis fits a company's particuler requirements for the realistic
reporting of operating results to stockholders, the Securities and Ex=
change Commission, and others.! AMA states that we should recognize

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

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standsrds for the
evalustion of the financial position of an enterprise and for the measure=-
ment of income and expense over & given period of time. Thus, & system
may be meintained in accordance with such principles, fulfilling the
requirements of management, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & 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 cone-

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
mey be required also. The draft recognizes this fact.

As an example of the inadequacy of "generally accepted accounting
principles and practices' for Government contract costing purposes, we
might cite the treatment of depreciation on fully depreciated assets.
Ordinarily such depreciation could not bé charged as a cost under
generally accepted accounting principles. However, to achieve equity
in reimbursing the contractor for use of hilssassets in this category
in any procurement program, we permit & "use charge" inder 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
meny questions as possible, we have set forth accounting standards or
guides in certain instances. These 4o 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 contain objections to this aspect of the proposal.

Recommendation

That this general approach be continued.
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Issues in Basic Concepts

(in Brief)

Industry Contentions

The nature of the proposal is more

of "cost policies" than "Cost Prine-

ciples". It is contended that the
document should be recast into the
format of "Principles".

Three problems are presented re-
lating to the "Objectives 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 questioned.

b. The allowance of ALL COSTS
vhich are "mormal costs of con-
ducting business" is necessary.

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

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.

Bvaluation and Recommendations

Both Government and industry require
the type of document which the draf't
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 require disallow=
ance in some respects.

The "gains" ought to be reappraised
from & 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 is improper in that
it may imply that controversial
issves may not be negotiated but
will be unilaterally settled by
the Government.

It is contended that "reasonable-
ness" and "ellocability" 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 questionw
eble 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 =
standaxrd.

b. Allocability as a standard.

c. Soundness of the reguire-
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
costs in the settlement of issues is
necessary. The standard set is-wxecom-
mended for this purpose.

"Reasonableness! 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 negotiation res::.:
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
Judgnents. Therefore, accounting
standards must be estgblished which
will provide this information.




Issues in Ttems of Cost

(in Brief)

Industry Contention

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 reguire
advertising for scarce materials,
subcontracting and the like. It
is contended that all should be
allowed.

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.

Corpensation for personal
services. All techniques for
compensation of indivicduals for
services rendered ought to be
allowable if the total compen-
sation is reasonable for services
rendered. Specifically, the
cost of stock options and ccm~
pensation which may be dependent
on or are messured by profits,
are costs and should be made
allowable.

Contributions and Donations.
Contributions are a part of

the industrial vay of life and
failure to contribute to local,
state and national charitable
causes impairs the effectiveness
of the contractor.

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.

Bvaluation 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 Govermnment business, they
are not significant. Recommendation:
Continue to disallow all bad debts.

We agree that the techrique for pay-
ing reasonable compensation 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
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Overtime, etc., Industry is critical

of the draft which reflected the
policy existing at the time the
draft was written. We have since
nodified the policy.

Plant Reconversion Costs. Recon-
version from defense work to civile-
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 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.

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.

Training and BEdQucational 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 T 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.

Meke-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
limitation of costs to the "normal
cost of ownership accomplishes this
purpose. Recommendation: Allow only
the "normel 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-
cally awarded to the contractor. Recom=
mend: no change.

The entire program was developed by the
procurement, manpower and research ine
terests of OASD and the military depart-
ments as a reasonable program under
today's conditions. Recormend; no
change in the principle.
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Issues in Basic Concepts

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

Industry Ccntention

Industry stated that the title of the document, "Contract Cost
Principles’, is a misnomer. A "principle", it is stated, is a concept
of fundame 1tal truth, while the draft document includes additional
rules, regulations, and menual-type matter. Industry suggests that
the document be recast into "principle” format, and if audit instruc-
tions are needed, they should be provided as & 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 & document which
(1) defines the cost areas, (ii) provides the necessary guidance to permit
the contractors, the contracting activities and the auditors to XNOVW the
treatment which will be accorded for the aree, (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".

TAB 3




o

Recommendation

Mointain the nature of the document and negotiate with industry on

an sppropriatz title for the comncept.

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 i1s & diversity of view as to what the
cost related areas are, there is general sgreement 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-relsted area.

Specifically, NSIA says the "uniformity of treatment of contractors,
without regerd 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..."” AIA infers the same thing when it says that it
"has no objection to the establishment of & set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts and which..." [_Notwithstanding, the AIA provides an actual
proposal which provides different treatment of costs for both the nego-

tiation of prices and termination settlement.;7 The Americen Institute

of CPAs states concurrence "in the idea of a single broad set of cost

-2 -
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Priniples provided that in their application, recognition is given
to the circumstances created by each type of contract as a part of
the couditions and factors which have a bearing on reasonableness,
relevancy, 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
thet 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 end 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 estimetes"(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
buginess is necessary.

Industry Contention

The basic objective of the comprehensive set must be fairness
and equity to Govermment and to industry. Falrness to industry
requires recognition and allowability of ALL COSTS OF DOING BUSI-
NESS to the extent that such costs are allocable and reasonable.

-3 -




Specifically, NSIA says that the "cost principles must be based
on tae Govermment'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 whole or in part of many elements of costs which are generally
considered to be normal costs of doing business, costs which cannot
be avoided merely because the Government chooses to call them un-
allowable and which in non-Government business ere normally recovered
in the market place in the price of the article sold." AMA says that,
as a matter of sound philosophy, the Government must be willing "to
pay & failr and proportionate share of all the normal costs of conduct-
ing business." MAPI states that "To achieve a profit the business
Tirst 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. ...ZfThi§J7 is not
sound economics and it is not sound public policy in the Government
interest.”" The Chamber of Commerce seys that the "comprehensive set
of cost principles should allow all legitimete costs of @oing 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 & recognition by the Govermment that all

normal and legitimate costs of doing business are properly chargeable
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to Government business depending on their reasonableness and alloce-
bility 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 normasl 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.”
Bvaluation

Of all the points raised by industry, thls is probably the most
difficult to resolve to the satisfaction of both parties. We agree
that epplication of the tests of allocability and reasonableness as
the sole criteria for determining allowability is sppealing. However,
such application for purposes of this stetement is not adequate for
two reasons. First, the two terms "ellocable" and "reasonable,"
despite the fact that we have defined them, are indefinite, judgment
terms. The thousands of users need further guidance and & fuller
description of their application to certain elements of cost if we
are to achieve any satisfactory degree of uniformity of treatment.
SBecond, there are certain costs which, (l) as a matter of public
policy, or (2) because allowance would represent duplicate recovery.

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

an accepted cost in commercial practice. They are, in part at least,
e a selling expense. The code of ethics of public servants cleexrly pro-

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptence 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, wkile perhaps not precise from an accounting view-
point, reach equitable results. Consider, for example, research and
development costs ircurred in accounting periods prior to the award
of a contract. They are declared ungllowable since we accept the cost
of current similer 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 recomversion 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) aedvertising, and (iii) contributions and donations.

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

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’

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified." It is stated further that "any revised
set of comntract 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 paragreph is
inconsistent with the Court of Claims decision in the Bell Aircreft
Corporation v. U.S. ...where & Govermment contractor was allowed to
capitalize losses on experimental contracts and allocate them as
costs to other Govermment contracts.”
Evaluation

We believe that these ''gains'ought to be reappraised cn an
objective basis in the menner in which a&ll cost elements should.
To the extent that this consideration indicates disallowance, they
should be so treated. ASBCA and Court ceses 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 & policy standpoint is now up for recommendation.

Recommendation

Reject the contention and reevaluate the items as appropriate.




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 breskdown 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 NSTA
state, "Under no circumstances can we egree 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 [/ 15-101(a)(ii)(A) / cannot
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 gulde 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 expended audit evaluation of proposals.

Apparently the requirement would be much less objectionsble if certain
items were not flatly disallowed in every cese.

Supported by this provision in ASPR, we believe that contracting
officers and auditors will be able to obtain the cooperation of contractors
in so meking their submissions. If so, auditing can be reduced to a
minimum.

-8 -
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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 Negotiation Policies &nd 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 / which / 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 cuntract
price must be arrived at through negotiation...and as & 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 arbitrary listing of allowable costs plus a profit
allowance for the sound practice of negotiating & 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, filexibility, and incentive."
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The Chamber of Commerce says that the "contractor has no freedom to
bargain for a total rwice that will assure him a return of the actual
costs..." MAPI quotas with apparent appreciation several passages from
Part 8, Sectiorn IIT which it characterizes as an "eXxcellent statement
of broad policy" bu. states a "special concern with the possible effects
of this proposal’s adoption on firm, fixed-price contracting." Adoption
would "inevitably...extend the area of negotiation and certainly to
complicate its conduet.: 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' and'fixed-price' con-
tracts will -- in a large measure -- have been obliterated.”
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 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. We do not believe that
industry actually believes what is contended here, since the seme agru-
ments can be made with respect to ANY 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

- 10 -




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 pricing unless
the pricing level is established by adequate competition. Similerly,
essurance 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 terminetion
Sectiong, concern with these factors is directed.

Recommendation

Maintain the concept but negotiate mutually acceptable word changes
to clarify the intention.

c. Use of audit date by Contracting Officers in pricing of fixed-
price type countracts 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 meking 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 he 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 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 under price-redeter-

mination type contracts.?




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 "guide in the re-
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue" is usually coupled
with the contention relating to the 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 & separate issue.

Specifically, NSIA construes the words &s implying that "contro-
versial issues cannot be negotiated and that they will be unilaterally
settled by the Govermment." Accordingly, NSIA suggests this application
be deleted.
Bvaluation

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 & "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 & yardstick. We

consider the guidance proper.
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Recommendation

Since we believe that it is sound to utilize the same yardstick in
measuring coste 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
determinaiion of costs.

&. Reasonsbleness as a standard.

Industry Content’ on

All comments offered indicated that "reasonableness! is a
critical consideration upon which & 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 perticularly 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, AJA says that reasonsbleness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deletlca cf the "competitive
restraints” test says that this test "will require both the Contracting
Officer and audit personnel to maske economic determinations outside the
scope of their experience." NSIA says that "it is totally contrary to
good contracting policy"... to superimpose upon ZT%he contractor's
judgment;7 ... "eriteria 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 requirement for special contract coverage "limits manage=-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
BEvaluation

It is essential that the definition of reasonableness be agreed upon.
Once it is asgreed upon, it will be incumbent upon the Government repre-
sentatives to apply it in the performance under the contract. 1In the
event that such monitoring causes disellowances which will be interpreted
by contractors to be an "usurpation" of management prerogative, resolution
can be effectuated through the "disputes" procedure. If reasonableness is
to mean anything at all, it must presuppose that it is possible for some~
thing to be unreasonable, and if an action is unreasonable, the cost
thereof should not be allowed. If such & 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 stendard.

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, "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 AIA's

rewrite, the definition is omitted and mentioned is made only to the
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effect +hat, "In ascertaining what constitutes allocable costs, any
generally accep.ed accounting method of determining costs that is
equitable under the circumstances mey be used..."

Evaluation

For purposes of this document, it is believed that definition and
some discussion of the concept of allocation 1s 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. OQur 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 (& 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 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, shell be acceptable'" and
"This principle for selection is not to be applied so rigidly as to
unduly complicete the allocation where substantially the same results
are achieved through less precise methods."

It eppears 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 shering, and adver-
tisisg, are nct allocable to Government contracts.

Recomrnendatior

That this approach be continued.

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

Industry Contention

Uniformity in cost treatment is considered & sound objective.

However, this uniformily which has been & “asic aim of all previous

drafts of the cost principles, has been lost by the requiremert

that certain listed cotts be the subject of negotiation to make them

allowable.

Specifically, NSIA states that "Uniformity of [Tbost;7 treatment...
is a desirable goal." But it states that the negotiation requirement
"(a) favors any company in & strong negotiating position, (b) opens the
door to special treatment, and (c) limits management's discretion...
merely because cost coverasge had not previously been negotiated.'" Agein
it is stated that the new test of acceptebility, i.e., "companies with
a preponderance of Government business sre 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 reconmends
deletion of the requirement. NAM feels that the negotiating languege
"limits mansgement's prerogative to meke sound business decisions by
requiring prior approval to incur legitimete business expenses...and
...8pecial provisions are required which have the effect of defeating

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

tiating position. Inasmuch &8s uniformity and equity in the allowance
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of costs i1s one of the objectives of a set of cost principles, we feel
that the Government should remove the requirement." EIA, although
critical of the actual provisions, seems to teke a different view when
it says "Provision should...be made for the treatment of scme items of
cost by contractual coverage where special or peculiar circumstances
Jjustify it."
Evaluation

Some of the comments apparently arose through a mistaken impression
that failure to negotiate these items of cost in advance would meke 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 ome which 1s specifically considered and negotiated
between the parties in advance. Decause we believe that the success or
failure of the ghole 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;
sgreed upon.

Recommendation

Meintain 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 Jontention

The 3selection of an accounting system is & mansgement 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 govermnmental costing
purposes. It is therefore improper that particular accounting
standards be included in the comprehensive set.
8pecifically, NSIA says, "It would require drastic revisions in

existing and accepted accounting systems of contractors." 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 particuler reguirements for the realistic
reporting of operating results to stockholders, the Securities end Ex-
change Comuission, and others.! AMA states that we should recognize

"the existence and primae facie propriety of the selected contractor's

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standards for the
eveluation of the financial position of an enterprise and for the measure-
ment of income and eXpense over a given period of time. Thus, & system
may be maintained in accordance with such principles, fulfilling the
requirements of wmanagement, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & 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-

tract costing and pricing. The related point of consistency, we view
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vhe same way. Consistency is essential only so long as conditions re-
main substint.mlly the same. When conditions change, & system change
may be rejuired also. The draft recognizes this fact.

As g1 exanmple of the inadequacy of "generally accepted accounting
princip.es and practices" for Government contract costing purposes, we
might :ite the treatment of depreciation on fully depreciated assets.
Ordinurily 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 hifSsassets in this category
in any procurement program, we permit a "use charge" under certain cir-
cumstances, which is the equivalent of depreciation.

Within this very flexible framework of generally accepted accounting
principles and practices, in order to achieve some degree of consistency
and equity of treatment of different contracters and to eliminate as
many questions as possible, we have set forth accounting standards or
guides in certain instances. These do not regquire that the contractor
change his accounting system any more than a tax statute requires him
to change his own method of accounting. DBut 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 contain objections to this aspect of the proposal.

Recommendation

That this general approach be continued.
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Issues in Basic Concepts

(in Brief)

Indur.tr:- Conteut ons
ot r———f—— ——

The natare of the proposal is more
of "cost policies" thian "Cost Prin-
ciples”. It is contcndad that the
document should be recest into the
format of "Principles".

Three problems are presented re-
lating to the "Objectives of the
Comprehensive Set:

a. The basic souriness of the
objective of uniformity of cost
treatment in the sev2ral uses
and under the seversl pertinent
types of contracts is questioned.

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

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

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

8. 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.

¢. 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 require
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. 1In
addition public policy and duplicate
recovery situations require disallow=-
ance in some respects.

The "galns" 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 8o provide, suitable
mutually acceptable words ought to be
found.

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




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

It is contended that "reasonable-
ness" and "allocability" are
adequate standards for the deter-
mination of cost., "Allocability"
is determined by the contractor's
normel 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:

8.. Reasonableness as a -
standard.

b. Allocability as a standard.

¢. BSoundness 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 :uF
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.

"Allocability", &lso, requires defini-
tion and application in the cost
elements.

We believe that the negotistion res:i:w
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 estsblished which
will provide this information.
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Issues in Items of Cost

(in Drief)

Industry Cortention

Advertising Costs: (i) product
edvertising creates mass markets,
which, in turn, contribute to
industry's ability to perform
defense work cheeper; (ii) in-
stitutional type advertising
effects employee and community
relations and stimilates in-
terest in employment; end (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.

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.

Cormpensation for personal
services. All techniques for
compensation of indivicduals for
services rendered ought to be
allowable if the total compen-
sation is reasonsble for services
rendered. Bpecifically, 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.

Contributions and Donations.
Contributions are a part of

the industrial vay of life snd
failure to contribute to local,
state and national charitable
causes impairs the effectiveness
of the contractor.

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.

BEvaluation 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 techrique for pay-
ing reasonable compensacion should
not affect its aliowability. 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
& cost but that the degree of capital
requirements for carrying out the




10.

Overtime, etc.
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
peyment therefor by the Government.

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.

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 ATA criticizes, as
they did in their presentation

of 22 January, the requirement for

negotiation of the research expense.

Traeining 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) &t post

graduate levels, and {iii) unal-
lowability of grants.

Industry is critical

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 recormend that the
principles be recast to conform to the
new policy.

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

We mugt 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.

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. Recoms
mend: no change.

The entire progrem was developed by the
procurement, manpower and reseerch 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 ,‘/‘

|
N

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 "principle"”, it is stated, is a concept
of fundamental truth, while the draft document includes additional
rules, reguletions, 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 & separate document.
Evaluation

Our experience over many years has led us to the conclusion that what
was ne=ded to cover cost considerations in procurement is & document which
(1) 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
80 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 formet 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 unsllowables would
be subjected to the same objections. In the event that industry wishes
to press this point it, is recommended that we reneme it. Among the names

{

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

Negotiated Procurement™, and'Cost Standards in Defense Contracting'.
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Recomm:ndation /{‘/-
L] [ L) M
Meint.ir t1€ nature of the document and negotiate with industry-omn
an appropriat¢ title for the concept.
2. Objective
a. If adjustments are made the general objective is sound.

Industry Contention

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

Specifically, NSIA ssys 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 commendasble 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 seys "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..." 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...” [/ Notwithstanding, the AIA provides an actual
proposal which provides different treatment of costs for both the nego-

tiation of prices and termination settlementz;7 The American Institute

of CPAs states concurrence "in the idea of a single broad set of cost
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Principlies provided that in their application, recognition is given
to the q’rcumstances cfeated by each type of contract as a part of
the couditions and factors which have a bearing on reasonableness,
relesancy, allowability,"” ete. 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 ngl N
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. PFairness to industry
. requires recognition and allowability of ALL COSTS OF DOING BUSI-
NE3S to the extent that such costs are allocable and reasonsble.
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Specifically, NSIA says that the "cost principles must be based
op the Government's willingness to recognize end accept all normal
and legitirate costs of doing business. The determination of such
costs shouid not be subject to shadings, gradations, or special cir-
cumstances, nor should allowability be conditioned on the ability of
& contractor to previously negotiate special cost allowances into in-
dividual contracts?' Again the NSIA speaks egeinst the "disallowance
in vhole or in part of many elements'of costs which are generally
considered to be normel costs of doing business, costs which cannot
be avoided merely because the Government chooses to call them une-
allowable and which in non-Government business are normally recovered
in the market place in the price of the article sold." AMA says that,
as a matter of sound philosophy, the Govermment must be willing "to
pey & fair and proportionate share of all the normal costs of conduct-
ing business." MAPI states that "To achieve & profit the business
first must reelize 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 1s subsidizing that customer. ...[fThis_7 is not
sound economics and it is not sound public policy in the Government
interest." The Chamber of Commerce says that the "comprehensive set
of cost principles should allow all legitimate costs of @cilng 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 & 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 i1s sound provided the principles "recognize the coneept
of reasonableness, generally asccepted accounting practices and alloca-
bility, and encompass all normal costs of doing business.” The Comp-
trollers Institute of America says that the proposal is defective
since it fails "to recognize or accept certain normal and legitimate
costs of doing business and fails to give proper emphasis to the
basic principles of reasonableness, allocability and generally accepted
accounting principles and standards."
Evaluation
Of all the points raised by industry, this is probably the most
s difficult to resolve to the satisfaction of both parties. We agree
that epplication of the tests of allocability and reasonableness as
the sole criteria for determining allowability is appealing. However,
such application for purposes of this statement is not adequate for
two reasons. First, the two terms "allocable" and "reasonable,
despite the fact that we have defined them, are indefinite, judgment
terms. The thousands of users need further guidance and a fuller
description of their application to certain elements of cost if we
are to achieve any satisfactory degree of uniformity of treatment.
s ¢ una/o@[_é/,‘
Second, there are certain costs whichy 1) as a matter of public
policy, or (2) because allowance would represent duplicate recovery.

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

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

a selling expense. The code of ethics of public servants cleerly 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 is
cleerly "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 equiteble results. Consider, for example, research and
development costs incurred in accounting periods prior to the award

of & contract. They are declared unellowable since we accept the cost
of current similar gctivities. 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.

Recommendation

Based upon conversations with certein 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) conmtributions and donations.

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

Industry Contention

Industry contends that, in any event, the "gains" won in the
ASBCA and the Courts, ought to be made allowable.
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Specifically, MAPI, in criticizing the draft says that "in one
stroke, the effect of such Armed Services Board of Contract Appeals'

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 Qovernment contractor was allowed to
capitalize losses on experimental contracts and allocate them as
costs to other Covernment contracts." S ﬁﬁfﬁ: Ef?ﬁﬁ ~,
Evalugtion v

We believe that these "gains'"ought to be reappraised cn en
objective basis in the manner in which all cost elements should.
To the extent that this consideration indicetes disallowance, they
should be so treated. ASBCA and Court cases are determinetions 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.




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

8 basis for their development and submission of cost data in sup=-

port of priecing, repricing, progress payments, etc.

Specifically, AMA says, "...the contractor's price breakdown sub-
mitted in support of firm price bids or proposals cannot properly be
forced into the framework of any set of cost principles.” NAM and NSIA
state, "Under no circumstances can we agree to omit from submissions of
cost data or estimates any costs that are incurred as legitimate costs
of doing business and properly allocable to a contract, even though the
Government may be disinclined to share in such costs.”

Evaluation

We recognize that our proposed provision / 15-101(a)(ii)(4) / cannot
be strictly enforced upon contractors, particularly in connection with
precontract negotiastions. However, the statement of fact that contrectors
are expected to follow these principles as & guide will, we believe, be
effective 1n 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 flaﬁly 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 meking their submissions. If so, auditing can be reduced to a
minimum.
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Recommendation

Meintain 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 [fﬁhich_7 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 mugt 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 arbitrery listing of asllowable costs plus a profit
allowance for the sound practice of negotiating & total price... It is
our opinion that such & 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.”
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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 of the actual
costs..." MAPT quotes with apparent appreciation several passeges from
Part 8, Section III which it characterizes as an "excallent statement
of broad policy" but states a "special concern with the possible effects
of this proposal's adoption on firm, fixed-price contracting." 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' and'fixed-price' con-
tracts will -- in a large measure -- have been obliterated."
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 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 gpplied in the event that a cost or price

inguiry or audit is indicated and conducted. We do not believe that
industry actually believes what is contended here, since the same agru-
ments can be mede with respect to ANY 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

"lO"'




expressed here actually is with the unallowables and NOT with nego-
tiation and termination policy. We cannot imagine the award of a con-
tracc without an inquiry into the reasonableness of the pricing unless
the pricing level is established by adeguate competition. Similerly,
assurance of reasonable pricing in situations in which other pricing aids
are deemed inadegquate must be related to costs, and the measurement of
costs requires the use of a yardstick. Under the pricing and termination
Sectiong, concern with these factors is directed.

Recommendation

Maintain the concept but negotiate mutually acceptable word changes
to clarify the intention.

c. Use of audit date by Contracting Officers in pricing of fixed-
price type contracts should be made clear.

Industry Contention

In pricing, the audit eaid 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 suditor necessarily results in formule pricing
and pricing by audit.

Specifically, AMA says that the "draft does not clearly spell out the
function of the contracting officer in meking 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 & 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 under price-redeter-

mination type contracts.!
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Evelusation
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 "guide in the re-
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue" is usually coupled
with the contention relating to the 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, NSTA construes the words as implying that "contro-
versial issues cannot be negotiated and that they will be unilaterally
settled by the Government." Accordingly, NSIA suggests this applicetion
be deleted.
Bvaluation

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 & "GUIDE" in the establishment of the fixed price. Not to do
s0 leaves the ASBCA and the Courts with the problem of the measurement

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

congider 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.

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

&. Reasonableness as a standard.

Industry Contention

All comments offered indicated that "reasonasbleness! is a
critical consideration upon which & 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 deleticn cf the "competitive
restraints” test says that this test "will require both the Contracting
Officer and audit personnel to meke economic determinations outside the
scope of their experience." NSIA says that "it is totally contrary to
good contracting policy"... to superimpose upon [fthe contractor's
judgment;7 ... "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 requirement for special contract coverage "limits manage-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
Bvaluation

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 disellowances which will be interpreted
by contractors to be an "usurpation' of management prerogative, resolution
can be effectuated through the "disputes” procedure. If reasonableness is
to mean anything at all, it must presuppose that it is possible for some-
thing to be unreasonable, and if an action is unreasonable, the cost
thereof should not be allowed. If such a determination of unreasonableness
of cost ean be made in advance of the incurring of such cost, the contractor
should be benefitted.

Recommendation

The concept is sound &nd 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 sccepted accounting principles and practices, may be
used and must suffice for DOD contract costing purposes.
Specifically, MAPI says, "Comprehensive cost principles should recoge-

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 AIA's

rewrite, the definitiop is omitted and mentioned is made only to the
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effect that, "In ascerteining what constitutes allocable costs, any
generally accepted accounting method of determining costs that is
equitable unde® the circumstances may be used..."

Evaluation

For purpo8es of this document, it is believed that definition and
some discussion of the concept of allocation is necessary. Allocation,
for certain businecs purposes such as published statements or texes,
does not require the degree of refinement that is appropriate for our
costing purposes. Our proposal merely points out the various methods
of allocation which should be considered in distributing expenses for
contract cost purposes depending upon the circumstances. EIA seemed to
recognize this view when they commented; "It (a set of cost principles)
would have as its two main objectives, first, the enumeration of ac-
ceptable methods of allocating earnings and expenses to segments of
the contractor's business and, where required, to specific contracts;
and second, the establishment of acceptable accounting methods for
identifying and reporting items of income and expenditures, and those
items of a Contractor's income statement which do not represent cost
of operations."

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 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 shering, and adver-
tising, are not a&l’.ocable to Government contracts.

Recommendation

‘That this approach be continued.

¢c. BSoundness of the requirement for negotiation in the determination
of cost treatnent, particulaerly in relation to reasonableness
and allocability is questioned.

Industry Contention

Uniformity ir cost treatment is considered a sound objective.

However, this uniformity which has been & 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 meke them

allowable.

Specifically, NSIA states that "Uniformity of / cost_/ treatment...
is & desirable goal." But it states that the negotiation reguirement
"(a) favors any company in a strong negotiating position, (b) opens the
door to special treatment, and (c) limits management's discretionm...
merely because cost coverage had not previously been negotiated." Ageain
it is stated thet the new test of acceptability, i.e., "companies with
& preponderance of Govermment business ere not subject to competitive
restraints'...would promote & lack of uniformity in treatment..." The
C. of C. notes an inference 'that the predetermination of basis for the
allowabllity of costs must be sgreed to in advance” and recommends
deletion of the requirement. NAM feels that the negotiating languege
"limits management's prerogative to meke sound business decisions by
requiring prior spproval to incur legitimate business expenses...and
...8pecial provisions are required which have the effect of defeating

the objective of uniformity by favoring contractors in & strong nego-~

tiating position. Inasmuch as uniformity and equity in the allowence
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of costs is one of the objectives of a set of cost principles, we feel
that the Govermment should remove the requirement.” EIA, although
critical of the actual provisions, seems to take a different view when
it says "Provision should...be made for the treatment of some items of
cost by contractual coverage where special or peculiar circumstances

Justify it."

Evaluation

Some of the comments apparently arose through & mistaken impression
that failure to negotiate these items of cost in advance would meke 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
uniformlty 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 potentielly unal-
lowable becuase of the high probability of unreesonableness 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. Decause we believe that the success or
failure of the vhola project is tied around these difficult costs, we
believe that it is essential that the concept be maintained until it
is determined that & mutually acceptable DOD - Industry position can be‘
agreed upon.

Recommendation

Maintain the concept at this time.
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d. Conatractors Accounting Systems should be controlling if in
acrordance with "Generally Accepted Accounting Principles".

Industry Contention

The selection of an accounting system is a mensgement 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.

Bpecifically, NSIA says, "It would require drastic revisions in
existing and accepted accounting systems of contractors." AIA says that
we "...should recognize the basic principle that any financial system
mist assign the total cost of doing business to the work performed upon
vwhatever basis fits a company's particuler requirements for the realistic
reporting of operating results to stockholders, the Securities and Ex-
change Commission, and others.! AMA states that we should recognize

"the existence and prims facie propriety of the selected contractor®s

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standards for the
evalugtion of the financial position of an enterprise and for the measure=-
ment of income and expense over a given period of time. Thus, & system
may be maintained in accordance with such principles, fulfilling the
requirements of mansgement, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & 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~

trect costing and pricing. The related point of consistency, we view
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the same wey. Consistency is essentizl only so long as conditions re=-
main substantially the same. When conditions change, a system change
may be required also., The draft recognizes this fact.

As an example of the inadequacy of "generally accepted accounting
principles and practices" for Govermment contract costing purposes, we
might cite the treatment of depreciation on fully depreciated assets.
Ordinarily such depreciation could not be charged as & cost under
generally accepted accounting principles. However, to achieve equity
in reimbursing the contractor for use of hissassets in this category
in any procurement program, we permit a "use charge" under certain cir-
cumstances, which is the equivalent of depreciation.

Within this very flexible framework of generally accepted accounting
principles and practices, in order to achieve some degree of consistency
and equity of treatment of different contracters and to eliminate as
many questions as possible, we have set forth accounting standerds 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. DBut 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 end audit
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.

Recomendation

That this general approach be continued.
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Issues in Items of Cost

(in Brief)

Industry Contention

Advertising Costs: (i) product
advertising creates mass meriets,
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 requirenments of carrying out
the contract sometimes require
advertising for scarce materials,
subcontracting and the like. It
is contended that all should be
allowed.

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 bed debts.

Plant Reconversion Costs. Recon-
version from defense work to civie
lian 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 there-
for by the Government.

Rental Costs. Industry objects to
the limitations of costs to
"normal costs of ownership" of

(1) interplant rentals, and (ii)
facilities under sale and lease-
bacl: arrangements, contending

that the general rule ought to

be "open marliet" rental worth of
the property.

Lvaluation and Recommendation

Both product and institutional type
advertising are designed to influence
the generel public and should be so
allocated. Vhile we should ellow
the costs of carrying out the con-
tract, we have found no reasonable
way of separating this very small
item from the above and therefore

it 1s recommended that this expense
be absgorbed in the fee sllowance.

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

Malze-ready expense ought to be &al-
located sgainst the ensuing pro-
duction. Recommendation: That
additional reconversion costs be
not allowed.

We must remove the incentive for a
contractor to lncrease the cost of
the Government by his own action.
The limitation of costs to the
"normal cost of ownership" ac-
complishes this purpose. Recom-
mendation: Allow only the "normal
cost of ownership" in the two
sltuations described.




.....
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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 ex-
pense.

Training and Educationel Costs.

- Industry objects to (i) the limi-

tation of 2 hours a week for
clagses during working hours,

(ii) ellowance of only tuition,
etc., (but not salary and sub-
sistence)} at post graduate levels
and (iii) unallowability of grants.

Applied research has for its purpose
the development of improvement of
particuler 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
awerded to the contractor. Recom-
mend: No change.

-The entire program was developed by

the procurement, manpower and re-
search interests of QOASD and the
military depertments as a reasonable
program under todey's conditions.
Recommend: lio change in the principle.




Issue

1.

Applicability of the Cost Principles to other than cost
reimbursement type contracts.

Indust Positio

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.

Goverpment Positiop

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 emphasgized.

3. The fundamental difference between retrospective and
forward pricing has been maintained.

4. The principles 'shall 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.

Issue

2.

Recognition of all normal and legitimate costs.

Industry Position

Industry believ es that the Government should start from
the proposition that™it is willing to accept any cost which has
been incurred or accrued,in good faith, by a responsible contractor
exercising its best management skills in the conduct of its business.




2 rssue Cont.

Government 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 system of the contractor normally
provides. Examples of such expenses are entertainment expgnse and
reserves for commercial bad debts.

Cur t Proposa

While we have suggested a more liberal treatment of certain
individual cost items, we have not adopted the INdustry position
that all normal and necesaary costs of doing business are appropriate
for allocation against government contracbs.

Issue

3. The issue is whether the cost principles should contain rules or
guidelines for determining the "reasonableness" or "allocability" of
various eost elements or whether we should accept as the criterion
"generally accepted accounting practices."”

st Positio

Industry feels strongly and nearly uniformly that "reasonableness"
and "allocability" of costs should be governed by good accounting
practice as reflected in going accounting systems and that the govern-
ment should not adopt special tests or criteria which require significant
variations in industry's accounting systems. Hence, they feel that the
cost principles should not attempt to prescribe how to evaluate the
"reasonableness"” or the "allocability" of any element of cost and, above
all, that we should not say that a cost is not allocable to us.

Goverpment 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 system mey 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 priecing judgments without some
adjustments. Accordingly what may be "good 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 cq?nges in the cost principles to
accommodate this Industry argument. fetr N
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Issue

4. Advanced understandings with respect to certain specific cost

elements, aea—a—ponerat-idy.,

Industry Position

I LY Industry agrees to the conceptg of reaching an advanced
agreement on the controversial cost questions. However,
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 fecommends deletion
of this section of the regulaticn. If retaif? it should affirm
that failure to negotiate in advance does noﬂ\lead to disallowance,
that initially negotiated amounts or clauses may be reopened on
showlng of necessity or changed circumstances, and it should provide
a fo;m in which contractors might negotiate these factors on an overall
basis.,

Y
Government Position , [FRTViE
We think that the desirability of reaching gﬁvanced understandings
on certain controversial items is an important-feeter 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.

C t Prcposal

We propose that the cost principle be changed to clearly indicate
that "the 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,”

issue
5. Advertising Costs.
I try Pogitio

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
to present its case in negotiations to show whether and to what
%ent its advertising is of benefit to the Government, is reasonable
in charaeter and in amount, and is fairly allocable tc government contracts.




Issue 5. Cont.

Government Pogitiopn

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.

Ipdustry 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.

Currepnt Propogal

The following is proposed as an addition to the August 21 draft of the
eompensation principle: "In 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."

Issue

7. Research and Development.
Industry Positions

\ %A
Industry spokesmen argued streggusly and persuasively against our
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Issue 7. Cont.

previous draft of this principle. Basically, Industry contended
that applied research should be grouped with basic research, and
not with development.

Goverpment Position

—&s~a~goao;a;a$ggiﬂe 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.

dustry Posgitio

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.

Gov t Positio

We do not feel that all contributions and donations should be
allowable. However, we proposef 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.

"The propriety of the amount of particular contributions and the
aggregate thereof for each fiscal period must ordinarily be judged in
the light of the pattern of past contributions, particularly those

made prior to the placing of Government contracts. The amount of each
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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."

Igsue
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.

Governpment Position

¥e 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 are
recommending a revision in our profit policy appearing in ASPR 3-808..
by adding a new subparagraph (d) which would read:

"d. Extent of the Coptractor's Invegtment. 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,"

Isgue
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.

Golrerpment Posgitiop

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

Current Proposal

No change from the 21 Aug draft,




11. Plant Reconversion Cost.

Industry Pogitio

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

Goverpment Pogition

While retaining the substance of our previocus 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 provision be added to the principles:

"However, in special circumstances where equity so dictates,
additional costs may be allowed to the extent mutually agreed upon."

12. Overtime.,

Indugtry Position

Industry's pecommendations 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.

Goverpnment Pogition
We do not feel that any further clarification is required on this subjsct.

Current Proposal
No change from our 21 August draft.



ISSUES IN ITEMS OF COST

Virtually every item of cost has been the subjeot of some
oritioism or comment by some of the respondees. Many of these
appear solvable by editing some of the points into the document.
As might be expeoted, all of the Associations did not make the
same comment nor oriticize the same slement. In order to reduce
the problem to the costs whioh were subjected to the most oonsis-
tent and broad criticism, the following are disoussed:

1, Advertising Costs (a)

2. Bad Debts (b)

3. Compensation for Personal Services (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 (oc)

8., Rental Costs

9« Research and Development (ii)

10. Training end Educational Costs (qq)




le Advertising Costs (a)
Contention

NAM, NSIA, MAPI, AMA, AIA, C. of C., EIA, and CPA were critical
of the coverage of the draft of this item. The recommendations
centered upon the allowability of product and institutional advertis~
ing, subject only to allocability and reasonableness. Tiith respsct to
product advertising one association suggested that in the establish-
ment of mass markets, the Government has received price benefits whioh
justify the proposed action. All ocontendsd that INSTITUTIOHAL TYFE
ADVERTISING should be allowed since such advertising "informs the
publio on matters of general interest, stimulates interest and the
pursuit of careers in science and engineering, or affeots employee
relations." The American Institute of CPA's notes that it is "reason-
able to allow the cost of advertising for scarce materials, or for
seocond-hand mechinery when new machinery is hard to obtain."

Evaluation

Industry generally seems to admit that product advertising ought not

to be alloocated against Government contracts. Institutional advertising

may result in some benefit to the Government under certain ociroumstances,
but that benefit is somewhat elusive and thus reasonableness of cost is
extremely diffioult to determine.

On the other hand, advertising for needed specifioc materials, sub-
oontractors, engineering proposals, and the like, for the purpose of
carrying out the contract, establish the kind of a relationship which
Jjustifies allowance.

Recommendation
1, Disallow produoct and institutional advertising.

2¢ Adjust advertising for "scaroce material or for second-hand
materials" and for other advertising direotly related to the accomplishe

ment of the contract mission.

2. Bad Debts.
Contention
NSIA, MAPI, AMA, ATA, C. of C,, and EIA proposed modifiocations

of the bad debts principle. Generally it is stated that the un-
ellowability of bad debts is too sweeping since, it is asserted




that there sre many kinds of credit losses as "a result of handling
Government tusiness,"

Evaluation

There is some merit to the argument that there is a possibility of
losses in conneotion with subcontract operations which might be considered
to be in the nature of bad debts. However this is insignificante Since
the major source of bad debts relates to ocustomers, and since the
Goverrment, as a customer, pays its debts, such expense is not alloocable
to the Government,

Reocommendation

Continue to disallow all bad debtse
3. Compensation for Personal Services (f)
Contention
It is oontended that the proposed coverage which disallows oom-
pensation plans based upon or measured by profits of the immediate
distribution type (so-called profit-sharing plans) and stock option
techniques of compensation, imposes "arbitrery limitations upon
allowable personnel compensation based on the form in which com-
pensation is paid" rather than upon the reasonableness of the total
compensation using all forms.
Evaluation
The above is a general complaint., In September, 1957, when it was
considered urgent that a draft proposal be relieased 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 SLCDEF. Similar treatment of the costs
of stock options was one of the compromises. The issue was aoccompanied by
a memorandum which states, in part:
"..it is proposed that tkris set of cost principles be furnished

immediately to the industrial associations for comment and after

full consideration of suoch ocomments and appropriate modifications
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of the prinoiples, that they be incorporated in the Armed Services
Proourement Regulation,"
In determining the issue for the purpose of seouring comment, SECDEF
determined the matter by disallowing profit sharing.
Industry contends that both profit sharing and stock options are
appropriate forms of compensation and argues:
e That immediate distribution compensation plans based
upon or measured by profita--
l. are beooming incoreasingly more widely used as a means
of compensating employees and officers for services rendered.
2. are "oosts" by generally acocepted accounting principles
and practioces, as distinguished from a distribution of profitse.
3. are allowable for tax purposes and in remegotiation.

-~ 4, are aoccorded different treatment from bonuses (which
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 System" in 1939 by a Senate Suboommittes

whioh investigated profit sharing (bi-partisan - Senators Vandenberg

| and Herﬁingg.
be That Btook Options--~

1., are a proper means of cempensating employees for services
rendered.

2. are recognized as costs by "generally accepted accounting
principles and practices."

3+ are allowable for tax purposes.

.

~ Recommendation

Allow immediate distribution type compensation plans which may be
3



depsndent upon or measured by profits and the cost of compensation paid
by stock options both subjest to the negotiation requirement of
ASPR 15-204.1(b).

4, Contributions and Donations (h) See also Training and Educational
Costs, 310

Contentiqg

NAMM, NSIA, MAPI, AMA, ATA, Ce. o€ C., EIA and CFA were oritical
of the disallowance of all contributions and donations. It is
stated that every concern is called upon to contribute to local,
state end national charitable and non-profit organizations and to
fail to do so would seriously impair the prestige of the contraotor
and result in adverse publio opinion and employee discontent. It is
stated also that such contributions aid in the development of techniocal
education and scientific research and are essential for the publie
welfare. It is stated that such contributions are allowable for Income
Tax purposes and have been allowed by the ASBCA in their findings,

Evaluation

We believe that this element of expense is an insignificant element
and that a case can be made for the soundness of the poliocy of allowing
reasonable contributions under the basic premises of our project.

Recommendation

We recommend allowance of this element.
5. Interest end Other Financial Costs (q)
Contention

NAM, NSIA, AMA, API, C. of Ce, EIA oritiocize 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 protecting rights
of the Government and at the Government's direction. CPA "agrees
with the disallowance of interest costs if it is made clear theat
the profit allowed is to be large enough to cover interest on the
turnover of borrowed ocapital in addition to a return on equity

‘- capital, thus assuring equitable treatment of contractors employ-

“{k/ing different methods of financing. Those olaiming allowability
of interest assert that it is a normal and legitimate cost of
doing business sllowable by the courts, for tax purposes, under
renegotiation, under ASPR Section VIII, that the GAO would not
objeot; and finally, that the recent DOD restriotions upon finan-
cing of inventories and work in process necessitates, and that the
DOD Directives require, "that capital investment by the Contractor
will be taken into consideration in determining fixed-fee or allow-
able profit."

4




s,

Bvaluation

The allowability of interest as a cost has been oonsidered many times
over the years, and again as late as last falle 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 cepital investment by the Contraoctor.

Reoommendation

We recommend that this concept be appropriately introduced into the
principlese This could be done with the concept used in DOD Directive
7800.,6, as follows:

"However, the extent of the contractor's capital investment

in the performance of the contract will be taken into consideration

in the negotiation of the fee or price, as the case may be,"

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

Contention

NSIA, AMA, AIA, MAPI, Ce of C., EIA and CPA oriticize this
principle stating that the draft perpetuates the existing dif-
ficulties whioh are presently being oorreotede It is stated

that what is required is a sound, operable overtime and extra

pay shift policy with a principle embodying the revised policy.
Evaluation

We have found industry‘s complaint justified to the extent that the
basic policy has been adjusted. The adjustments have been coordinated
with the [ISIA Defense Advisory Council and have been considered fair

and operakle,.

Recommencetion

Embody the revised policy into an appropriate principle to the
following effect:
While continuing the basic polioy against unnecessary overtime:

l. reduce administrative burdens on both Government and
irdustry



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

3. permit contractors to exercise management judgment with
respect to overtime or extra pay shifts which are of a
sporadic or emergency nature, or which reduces overall
cost

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

7. Plant Reconversion Costs (cc)
Contention
NAM, NSIA, AI:, Cs of Ce, EIA and MAPI are critical of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contrsctor'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
determination of whether these costs are allowables The argument is
made that while the non-allowability may be correct with respect to
minor plant adjustments to undertake defense work, major 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 Govern-
ment ought to allow the costs of preparing for the production under its
contract and the civilian production ought to take care of the meke-~ready
for the new produstion--thus such expenses should not be allocated against
the Goverrnment contract. Notwithstanding, we found it necessary to both
remove Gevermment property from the contractors premises and to rehabilitate

the premises "caused by such removal,

Recommendation

Maintain the principles

8. Rental Costs (hh)




Contention
NSIA, AIA, MAPI, C. of C., EIA, and CPA are critioal of two
provisions of the principle (i) the limitation on inter-plant
rentals ‘that such should not "exceed the normal costs of owmer-
ship" and (ii) and that in general sale and lease back situations,
subject to negotiated exceptions, the costs should not exoeed
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 remntal,
including such other tests as "in line with those charged for
similar properties;" and "comparable 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
capital,"
Evaluation
Both provisions are designed to maintain rentals at reasonable
levels and remove an initiative of a contractor by his own action to
Increase Governmental costss The technique utilized is simply to limit the
gosts to that which would have occurred had the trensfer not been mades At
o the same time, the poliocy recognizes that these are often arms-length
transactions of the type which justify cost adjustments and the draft
makes provisions for specific negotiations therefor. One Association
recognizes the problem. They say; "To judge the leaseback rental in
terms of the lessor's costs 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 policys If the sale and leaseback
techniques is gn "established method of raising capital™, there is all
the more reason why we should not sllow excess cost attributable to this
technique inasmuch as we do not allow the costs of raising capital

oo generallye

Recommendation

Maintain the principle.




9. Research and Development Costs (ii).

Contention

NAM, NSIA, AMA, AIA, MAPI, C. of C., and EJA have criticized
this prineciple, although concluding, generally, that the present
draft represents the soundest draft which has besn 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 allocability to the product line; (ii)
the non-allocability of research overhead to the accomplishment of
a research contract mission; and (iii) the AIA particularly con-
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents an 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-
search be allocated to the product to which the research attention is
being supplied. This being true methods must be found for segregating
questionable projects appropriately.

When research is the service being purchased it seems manifestly
inappropriate that other applied research expense be allocated against
such a mission since, as indicated above, applied researsh should be
allocated upon a product line basis and the costs should be absorbed
through sales of the produot lins,

Only the AIA makes a strong case against the desirability of
negotiation of the reasonableness and allocability of research expense.
This problem was recently analyzed fully as a part of the ATA 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 air-
oraft industry there are no competitive restraints to discipline the
contractors and (ii) there is an urgent need for utilizing fully the re-

sults of the research and for relating all projects to others.




Recommendation

Maintain the principle.

10. Training and Educational Costs (qq) See also Contributions end
Donations, #4.

Contention

NALI, AMA, AIA, MAPI, C. of C., and EIA are critiocal of the ex-
tent of allowability included in this principle. Although the pro-
posed allowances are considerably more liberal than the gtatus quo,
the industry contends that it is the ourrent national policy to
stimulate soientific and technical study end thus it is incumbent
upon the DOD to encourage its contractors to minimize their efforts
in this regard, including cost support of the effort.

BEvaluation

The present proposal:

(1)

(i)

(iii)

(iv)

allows in-training and out-training at vocationa
and non-college levels. ]j

allows part-time technical, engineering ikgntific
education, including materials, textboo ses, tuitlon,
and, if necessary straight time coupe ion for attendance
of olasses during working hours for ours s WeUNEPRERENC
year (Seuwsge>,

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

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

The above policy was developed cooperatively by the procurement,

manpower and research interests of ASD and the military departments.,

During the development every aspect of the problem was reconsidered and

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

oircumstances.

156

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

‘§Eg;;§M;:; the study during working hours. Basically, this sort of

activity ought to be accomplished outside of working hours but instances

9




1<l s, .
were found in which this was not possible.

appeared to be a reasonable solution.
In connection with (iii) industry objeots to the non-allowability
of salary and subsistence. Allocability of this expense against
Govermment contracts is a tight question. As a matter of policy;therefore,
we sought a reasonable solution and one in which & discipline to reasonabls-
ness would be provided. Shering 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

).

Recommendation

Maintain the principle except with respect to educational grants

whioh should be allowed as a contribution or donation.

10



ISSUES IN ITEMS OF COST

Virtually every item of oost has been the subject of some
oriticism or oomment by some of the respondses. Many of these
appear solvable by editing some of the points into the dooument,
As might be expected, all of the Associations did not make the
same comment nor criticize the same element. In order to reduce
the problem to the costs which were subjeoted to the most consis-
tent and broad eriticism, the following are discussed:

le Advertising Costs (a)

2. Bad Debts (b)

3. Compensation for Personal Services (f)

4, Contributions and Donations (h)

5. Interest and other Financial Costs (q)

6. Overtime, Extra Pay Shift and Multi-Shift Premiums (y)
7. Plant Rehabilitation Costs (cc)

8. Rental Costs

9. Research and Development (ii)

10, Training and Eduoational Costs (qq)




le Advertising Costs (a)
Contention

NAl, NSIA, MAPI, AMA, AIA, C. of C., EIA, and CPA were oritiocal
of the coverage of the draft of this item. The recommendations
coentered upon the allowability of produot and institutional advertis-
ing, subject only to allocability and reasonableness. ¥With respect to
product advertising one association suggested that in the establish-
ment of mass markets, the Government has received price benefits whioh
justify the proposed aotion. All contendsd that INSTITUTIONAL TYFE
ADVERTISING should be allowed since such advertising "informs the
publio on matters of general interest, stimulates interest and the
pursult of careers in science and engineering, or affeots employee
relations."” The Ameriocan Institute of CPA's notes that it is "reason-
able to allow the cost of advsrtising for socarce materials, or for
second-hand machinery when new machinery is hard to obtain."

Evaluation

Industry generally seems to admit that product advertising ought not

to be allooated against Government contracts. Institutional advertising

may result in some benefit to the Government under ocertain ciroumstences,
but that benefit is somewhat elusive and thus reasonableness of ocost is
extremely difficult to determine.

On the other hand, advertising for needed specific materials, sub-
contractors, engineering proposals, and the like, for the purpose of
carrying out the oontract, establish the kind of a relationship which
justifies allowance.

Reoommendation
l. Disallow produot and Institutional advertisinge.

2¢ Adjust advertising for "scarce material or for second-hand
materials" and for other advertising direotly related to the accomplish-

ment of the contract nmissione

2« Bad Debts.
Contention
NSIA, MAPI, AMA, ATA, Cs of C., and EIA proposed modifiecations

of the bad debts principle. Generally it is stated that the un-
allowability of bad debts is too sweeping since, it is asserted




ot

thet thers are many kinds of oredit losses as "a result of handling
Govermment business,"

Evaluation

There is some merit to the argument that there is e possibility of
losses in connection with subcontract operations which might be considersd
to be in the nature of bad debts. However this is insignificants. Since
the major source of bad debts relates to ocustomers, and since the
Govermment, as & customer, pays its debts, such expense is not allooable
to the Government.

Recommendation

Continue to disallow all bad debts.
3. Compensation for Personal Services (f)
Contention
It is contended that the proposed coverage which disallows com=
pensation plans based upon or measured by profits of the immediate
distribution type (so-ocalled profit-sharing plans) and stook option
techniques of compensation, imposes “"arbitrary limitations upon
allowable personnel compensation based on the form in which com~
pensation is paid" rather than upon the reasonableness of the total
compensation using all forms.
Bvaluation
The above is a general oomplaints In September, 1957, when it was
oconsidered urgent that a draft proposal be released to industry for their
consideration so that the projeot oould move forward several compromises
wore reached and one issue was determined by SECDEF. Profit sharing un-
allowability was determined by SICDEF, Similar treatment of the ocosts
of stock options was one of the compromises. The issue was accompanied by
a memorandum which states, in part:
"eeit is proposed that this set of ocost principles be furnished
immediately to the industrial associations for comment and after

full consideration of such comments and appropriate modifications

2
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of the prinociples, that they be incorporated in the Armed Services
Proourement Regulation."”
In determining the issue for the purpose of ssouring comment, SECDEF
determined the matter by disallowing profit sharing.
Industry contends that both profit sharing and stock options are
appropriate forms of compensation and argues:
ae¢ That immediate distribution compensation plans based
upon or measured by profits--
l. are beocoming increasingly more widely used as a means
of oompensating employees and officers for services rendered.
2. are "oosts" by generally accepted acocounting principles
and practices, as distinguished from a distribution of profits.

3. are allowable for tax purposes and in rensgotiation.

4, are accorded different treatment from bonuses (which
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 System”" in 1939 by a Senate Subcommittee
which investigated profit sharing (bi-partisan - Senators Vandenberg
and Herring).

be That Btook Options--
l, are a proper means of cempensating employees for servioces
rendered.
2. are recognized as costs by "generally accepted accounting
principles and practices."
3+ are allowable for tax purposes.

Recommendation

Allow immediate distribution type compensation plans which mey be
3



dependent upon or measured by profits and the cost of compensation paid
by stock options both subjest to the negotiation requirement of
ASPR 15-204.1(b).

4, Contributions and Donations (h) See also Training and Educational
Costs, 310

Contentiqg

NAi{, NSIA, #API, AMA, AIA, Cs of C., EIA and CPA were oritiocal
of the disallowance of all contributions and donations. It is
stated that every oconcern is called upon to contribute to local,
state and national charitable and non-profit organizetions and to
fail to do so would seriously impair the prestige of the contractor
and result in adverse public opinion and employee discontent. It is
stated also that such contributions aid in the development of techniocal
education and scientific research and are essential for the publio
welfares It is stated that such contributions are allowable for Inocome
Tax purposes and have been allowed by the ASBCA in their findings.

Evaluation

We believe that this element of expense is an insignificant element
and that a oase oan be made for the soundness of the policy of allowing
reasonable contributions under the basioc premises of our projects

Recommendation

We recommend allowance of this element.
5. Interest and Other Financial Costs (q)
Contention

NAM, NSIA, AMA, tAPI, Cus of C., EIA oriticize the unallowability
of this items On the other hand, the AIA seeks the allowability of
interest only when it is assessed as a result of protecting rights
of the Govermment and at the Govermment's direction. CPA "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
capltal, thus assuring equitable treatment of contractors employ-
ing different methods of financing. "Those claiming allowability
of interest assert that it is a normel and legitimate ocost of
doing business allowable by the courts, for tax purposes, under
renegotiation, under ASPR Section VIII, that the GAO would not
object; and finally, that the recent DOD restrictions upon finan-
olng of inventories and work in process necessitates, and that the
DOD Directives require, "that capital investment by the Contractor
will be taken into consideration in determining fixed-fee or allow-
able profit,"

4




Evaluation

The allowability of interest as a cost has been considered many times
over the years, and again as late as last fall. The general conclusion
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 Contractor.

Recommendation

We recommend that this concept be appropriately introduced into the
principles. This could be done with the concept used in DOD Directive
7800.8, as follows:

"However, the extent of the centractor's capital investment

in the performance of the contract will be taken into consideration

in the negotiation of the fee or price, as the case may be."

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

Contention

NSIA, AMA, ATA, MAPI, Cs of C., EIA and CPA oriticize this
principle stating that the draft perpetuates the existing dif-
ficulties which are presently being corrected. It is stated

that what is required is a sound, operable overtime and extra

pay shift polioy with a principle embodying the revised policy.
Evaluation

We have found industry‘s complaint justified to the extent that the
basic policy has been adjusteds The adjustments have been coordinated
with the iiSIA Defense Advisory Council and have been considered fair

and operalle.

Recommencstion

Embody the revised poliecy into an appropriate prinociple to the
following effect:
While continuing the basioc policy against unnecessary overtime:

1. reduce administrative burdens on both Government and
irvdustry




2, retain control by the Govermment of overtime premium
and shift premiums at Government expense of an extended
nature

3. permit contractors to exercise management judgment with
respect to overtime or extra pasy shifts which are of a

sporadic or emergency nature, or which reduces overall
cost

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

7. Plant Reconversion Costs (cc)
Contention
NAM, NSIA, AIL, C. of C., EIA and MAPI are critiocal of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such remowval,.
It is contended that the nature of the Contractor's business and
the use of the plant and the extent of his involvement in defense
procurement programs should be the determining faotor in the
determination of whether these costs are allowables The argument is
made that while the non~allowability may be correct with respeoct to
minor plant adjustments to undertake defense work, major 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 oontraotor 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 productions Thus, the Govern-
ment ought to allow the costs of preparing for the production under its
contraoct and the civilien production ought to take care of the make-ready
for the new production--thus such expenses should not be allocated against
the Govermment contract. WNotwithstanding, we found it necessary to both
remove Government property from the contractors premises and to rehabilitate

the premises "caused by such removal”.

Recommendation

Maintain the principle.

8. Rental Costs (hh)




Contentiog
NSIA, AIA, MAPI, Ce of C., EIA, and CPA are critical of two

provisions of the principle (i) the limitation on inter-plant
rentals that such should not "exceed the normal costs of owner-

ship" and (ii) end 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 reasonablensss of the rental,
including such other tests as "in line with those charged for
similar properties;" and "comparable to normal rental to be paid
for like fecilities in the open market." It is asserted that the
sale-and-lease back technique is an "established method of raising
capital.”
Evaluation
Both provisions are designed to maintein rentals at reasonable
levels and remove an initiative of a contractor by his own action to
Inorease Governmental costse The technique utilized is simply to limit the
s ocosts to that which would have occurred had the transfer not been made, At
the same time, the poliocy recognizes that these are often arms-length
transactions of the type whioch justify cost adjustments and the draft
makes provisions for specifio negotiations therefor. One Association
recognizes the problem. They say; "To judge the leaseback rental in
terms of the lessor's costs 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 leasebaock
techniques is gn "established method of raising capital®™, there is all
the more reason why we should not allow excess cost attributable to this
technique inasmuch as we do not allow the costs of raising capital
generally.

Recommendation

laintain the principle.




9+ Research and Development Costs (ii).
Conteuntion

NAM, N§IA, AMA, AIA, MAPI, C. of C., and EIA have criticized
tais princivle, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research ‘nto basic and applied for the purpcse of allowing the
applied ¢n the basis of allocability %o the product line; (ii)
the non-rllooability of research overhead to the accomplishment of
8 research contract mission; and (iii) the AIA particularly con-
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents an urwholesome control of
researche.

Evaluation

It is recognized that it is sometimes diffiocult to break down all
research into basic and applied. However it is sound that applied re-
search be allocated to the product to which the research attention is
being supplied, This being true methods must be found for segregating
questionable projects appropriately.

Then research is the service being purchased it seems manifestly
inappropriate that other applied research expense be allocated against
such a mission since, as indicated above, applied research should be
allocated upon a product line basis and the costs should be absorbed
through sales of the product line.

Only the AIA makes a strong case against the desirability of
negotiation of the reaesonableness and alloeability of research expense.
This problem was recently analyzed fully as a part of the AJA presontation
of 22 January 1958, and that analysis is applicable hereto. The conclusion
reached was that this requirement must be retained since; (i) in the air-
craft industry there are no competitive restraints to discipline the
contractors and (ii) there is an urgent need for utilizing fully the re-

sults of the research and for relating all projects to others.




Recommendation

Maintain

10, Training

the principle.

and Educational Costs (qq) See also Contributions and

Donations, 4.

Contention

i T
NAI{ »

AMA, AIA, MAPI, C. of C., and EIA are critioal 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 ourrent national poliocy to

stimulate

soientific and technical study and thus it is incumbent

upon the DOD to encourage its contractors to minimize their efforts
in this regard, including ocost support of the effort.

Evaluation

The present proposal:

(1)

(i1)

(1ii)

(iv)

allows in-training and out-training at vocational
and non-college levels.

allows part-time technical, engineering snd scientifioc
education, including materials, textbooks, fees, tuition,
and, if necessary straight time compensation for attendance
of classes during working hours for 2 hours a week for the
year (1 course).

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

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

The above polioy was developed cooperatively by the procurement,

manpower and research interests of ASD and the military departments.

During the development every aspect of the problem was reconsidered and

the above was

oircumstances.

adopted as belng a reasonable treatment under today's

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

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

activity ought to be accomplished outside of working hours but instances
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were found in whioh this was not possiblee Iwo hours per work week
appeared to be a reasonable solution.
In connection with (iii) industry objects to the non-allowability
of salary and subsistences. Allocability of this expense against
Govermment contracts is a tight question. As a matter of policy therefore,
we sought a reasonable solution end one in which a discipline to reasonables-
ness would be provided. Sharing of the expenses provides this incentive.
Finally, industry objects to the non-allowance of grants in (iv)e.
These were disallowed on the basis that grants are in fact donations and
should be allowed only if contributions generally are allowable (See Item
1)

Recommendation

Meintain the principle except with respect to educational grants

which should be allowed as a contribution or donation.
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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. Many of these appear solvable by editing
some of the points into the document. As might be expected, all of the
Asgociations did not malie 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:

1.
2.
3.
L,
54
6.

Advertising Costs (a)

Bad Debts (b)

Plent Rehabilitation Costs (cc)
Rental Costs

Research and Development (i1)

Training and Educational Costs (qq)

1. Advertising Costs (a)

Contention

NAM, NSIA, MAPI, AMA, AIA, C. of C., EIA, and CPA were critical of
the coverage of the draeft of this item., The recommendations centered
upon the allowability of product and institutional edvertising, subject
only to allocability and reasonableness. With respect to product
advertising one association suggested that in the establishment of mass
merkets, the Government has receilved price benefits which justify the
proposed action. All contended that INSTITUTTONAL TYPE ADVERTISING
should be allowed since such advertising "informs the public on
matters of general interest, stimulates interest and the pursuit of
careers in science and engineering, or affects employee relations.”

The American Institute of CPA's notes that it is "reasonable to
allow the cost of advertising for scarce materials, or for second-
hand machinery when new machinery is hard to obtain."

BEvaluation

Industry generally seems to admlt 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 ressonableness of cost is

extremely difficult to dedermine.




On the other hand, while advertisling for needed specific materials, sub-
contractors, engineering proposals, and the lilke, far the purpose of carrying
out the contract, establish the Lkind of & relationship which justifies allow-
ance, it is so minor in nature and so difficult to isolate as to indicate the
desirability that this aspect be absorbed in the fee allowance.

Recommendsation

Disallow product and institutional advertising.
2. Bad Debts.
Contention
NSIA, MAPI, AMA, AIA, C. of C., and EIA proposed modiflcations
of the bad debts principle. Generally, it is stated that the un-
allowabllity of bed debts is too sweeping since, it is asserted
that there are meny kinds of credit losses as "a result of handling
Government business.” ‘
Evaluation
There is some merit to the argument that there i1s a possibility of
losses in connectlon with subcontract operations which might be considered

40 be in the nature of bad debte. However this is insignificant. Since

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

a5 & customer, pays its debts, such expense is not allocable to the Government.

Recommendation

Continue to disallow all bad debts.
3. Plant Reconversion Costs (cc)
Contention

1AM, NSIA, ATA, C. of C., EIA and MAPI are critical of the
allowablility of only the cost of removing Govermment property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contractor'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-allowebility may be correct with respect to
minor plant adjustments to underteke defense worl:, major or abnormal
changes ought to be allowed "on the besis of negotiation", particularly
where there is knowledge that af'ter performgnce of the Defense worlk
the contractor will resume his previous operation.
Evaluation
The proposed action was taken in the belief that malie-ready expense
ought to be allocated egainst the ensulng production. Thus, the Government
ought to allow the costs of preparing for the production under its contrect
and the civilian production ought to take care of the malke-ready for the
new production--thus such expenses should not be allocated against the
Government contract. Notwlthstending, we found it necessary to both
remove Government property from the contractors premises and to rehabilitate

the premises "caused by such removal'.

Recommendation

i~

Maintain the principle.
i, Rental Costs (hh)
Contentlion

NSIA, ATIA, MAPI, C. of C., EIA, and CPA are critical of two
provisions of the principle (1) the limitation on inter-plant
rentals that such should not "exceed the normel costs of owner-
ship" and (1i) 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 properties;" and "comparasble 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 reising
capi tal, !'

Evaluation
Both provisions are designed to malntein rentals &t reasonable levels

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

to that which would have occurred had the transfer not been mede. At the
same time, the policy recognizes that these are often arms-length transactions
of the type which justify cost adjustments and the draft mekes provisions for
specific negotiations therefor. One Association recognizes the problem.

They say; "To judge the leaseback rental in terms 