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cussed with Industry

L October 1958

Government Pogition

Current Proposal

e vevious rart ave, o some extant, well baken 1. A new part is proposed in Section XV to
our p N s . s _

By emphasizing the pricing principles set forth in 25::11_51::115' deal with fixed-price type
ASFR Section ITI, Part &, and by treating the : g
applicability of the cost principles to fixed- 2 ::‘n;g::f;egs distinguished from costing, 1s
price type contracts in a separate section, we feel °

that there is less danger of formula pricing. The 3. Tshe i\;{z’:w:egt?(l)rggger:?zis b:t"sgn retro-
requirement for submission of price proposals in msiztainedn 2 ng has been
accordance with the principles should have no 4+ The principles "shall be used as a guide

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 ‘guid-
ance in both the prime and subcontract areas when.
costs are a factor in pricing.

In the evaluation of cost data required
to establish a fair and reasonable price"
when costs are to be considered in the
negotlation of fixed-price typs contracts.

Latest Suggested Revision
Part 7 - Fixed-Price Type Contracts

15-700 Scope of Part. This Part sets forth-the guidelines to be used for the
evaluation of costs in negotliated fixed-price type contracts and subcontracts, including
terminations thereof, in those instances where such evaluation is required to establish
prices for such contracts, 'Fixed-price type" contracts include, for purposes of this Part,
the followlng:

(1) firm fixed-price contracts (ASPR 3-403,1)

(ii) fixed-price contracts with escalation (ASPR 3-403,2)
(111) fixed-price contracts providing for the redetermination of price (ASPR 3-403.3)
(1v) fixed-price incentive contracts (ASPR 3-403.L)

(v) non-cost-reimbursable portion of time and materials contracts (ASPR 3-L05,1)

15-701 Basic Considerations. (a) Under fixed-price type contracts, the negotlated
price 1s the basis for payment Go a contractor whereas allowable costs are the basis for
reimbursement under cost-reimbursement type ccntracts. Accordingly, the policies and pro-
cedures of ASPR Section III, Part 8, are governing and shall be followed in the negotiation
of fixed-price type contracts., Cost and accounting data may provide guides for ascertaining
fair compensation but are not rigid measures of it. Other types of data, criteria, or
whandamda moy firnieh equally reliable guides to fair compensation., The ability to apply
standards of business judgment as distifict I'rtom strict accounting principles is at the hicart
of a negotlated price or settlement.

(b) Among the different types of fixed-price type contracts, the need for
consideration of costs varies considerably indicated below:
(1) Retrospective Pricing and wettlemsnts. In negotiating firm. fixed prices
or settlements for work which has been completed at the time of negotiation
(esg., final negotiations under fixed-price incentive contracts, redeter-
mination of price after completion of the work, or negotiation of a settle-
ment agreement under a contract terminated for the convenience of the
Government), the treatment of costs is a major factor in arriving at the
amount of the price or settlement. However, even in these situations, the
finally agreed price or settlement may represent something other 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 proecess,

(i1) Forward Pricing, The extent to which costs influence forward pricing
varies greaﬂg from case to case. In negotiations covering future work,
actual costs cannot be known and the importance of cost estimates depends
on the circumstances, The contracting officer must consider all the
factors affacting the reasonableness of the total proposed price, such as
the technical, production or financial risk assumed, the complexity of
work, the extent of competitive pricing, and the contractor's record for
efficiency, economy and ingenuity, as well as avallable cost estimates, He
must be free to bargain for a total price which equitably distributes the
risks between the contractor and the Government and provides incentives for
efficiency and cost reduction. In negotliating such a price, it is not
possible to identify the treatment of specific cost elements since the
bargalning is on a total price basis. Thus, while cost data is often a
valuable aid, it will not coentrol negotiation of prices for work to be
performed, or a target price under an incentive c¢ontract,

15-702 Cost Principles and Their Use., (a) When, pursuant to ASPR 16-701, costs are
to be considered 1in ﬁa negotiation of fixed-price type contract, Section XV, Part 2,
shall be used as a guide in the evaluation of cost data required to establish a fair and
reasonable price in conjunction with other pertinent considerations as set forth more
fully in ASFR Section III, Part 8.

(b) Whenever an occasion arises in which acceptability of a specific item of cost
becomes an issue, Section XV, Part 2, will serve as a guide for the resolution of the issue.
(¢) 1n applying Part 2 of this Section XV to fixed-price contracts, contracting

officers will: (i) not be required to negotiate agreement on each individual element of
cost; and (41) be expected to use their judgment as to the degree of detail in which they
consider the individual elements of cost in arriving at their evaluation of total cogt,
vhere such svaluation is appropriate, However, the negotiation record should fully
substantiate and justify the reasoning leading to any negotiated price.




SFREAD of ,

Resolution ct .. X

at Meeting Held

Industry Position

Jasue
The extenslon of cost principles to fixed-price
Applicsbility of the Cost Principles to other type contracts will inevitably result in formula
than cost-reimbursement type contracts. 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
applicabllity to subcontractors and vendors.

10 Sept 1957 - 8/21/58 Draft

15-000 Scope of Section, This Section contains general cost princlples and standards
for use in cormnection With (i) the determination of historical costs, (ii) the preparation
and presentation of cost estimates by prospective contractors, contractors and subcon-
tractors in negotimted procurement and in termination for convenience of the Government
and (i1i) the audit of cost in the negotiation and administration of contracts, and (iv
the evaluation of cost data in procurement and contract administration.

Part 1 - Applicability

15-101 Scope of Part. This Part prescribes the use of the cost principles and standards
set forth in the several succeeding Parts of this Section in contracting and subcontracting
and delineates the nature of such uae under different circumstances,

15-101,1 Use, Part 2 is prescribed for use:

As a contractual basis, by incorporation by reference in the contractor, for

determination of'

(A) reimbursable costs under cost-reimbursement type contracts including
cogt-reimburgsement type subcontracts thersunder and the cost~reimburgement
portion of time and materials contracts;

(B) terminations when the aaounts thereof are determined unilaterally by the
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(C) costs of terminated cost-reimbursement contracts,
(i1) AS 2 basis for:

(A) the dsvelopment and submission of cost data and price analyses by
contractors and prospective contractors as required in support of
negotiated overheacC rates, reguests for progress payments, and settlement
proposals under terminatlon;

(B) audit reports prepared by the Audit Agencies in their advisory capacity
of providing accounting information respecting negotiated pricing,
repricing and termination,

(411) By Contracting Officers in the evaluation of cost data, as follows:

(A) In Retrospective Pricing and Settlements., In negotiating firm fixed prices
or settlementa for work which has been completed or substantially completed
at the time of negotiation (e.g., final negotiations under fixed-price
incentive contract, redetermination of price after completion of the work,
negotiation of final overhead rates, or nsgotiation of a settlement
agreement under a contract terminated for the convenience of the Government),
the treatment of costs is a major factor in arriving at the amount of the
price or settlement, Accordingly, ASFR, Sectlion XV, Part 2, shall serve
as the basis for evaluation of cost data, However, the finally agreed
price or settlement represents something other than the sum total of
acceptable costs, since the final price accepted by each party does not
necessarily reflect agreement on the evaluation of each element of cost,
but rather a final resolution of all issues in the negotiation process,

(B) In,Forward Pricing, To the extent that costs are & factor in forward
pricing, ASPR, Section XV, Fart 2, shall serve as a guide in the evalua-
tion of cost data, The extent to which costs influence forward pricing
varles greatly from case to cagse, In negotiations covering future work,
actual costs cannot be known and the importance of cost estimates depends
on the circumstances. The contracting Officer must conslder all the
factors affecting the reasonableness of the total proposed price, such as
the technical, production or financial risk assumed, the complexity of
work, the extent of competitive pricing, and the contractor's record for
efficiency, economy and ingenuity, as well as available cost estimates,

He must be free to bargain for a total price which equitably distributes
the risks between the contractor and the Government and provides
incentives for efficiency and cost reduction, In negotiating such a price,
it is not possible to ldentify the treatment of specific cost elements PR
since the bargaining is on a total price basis, Thus, while Part 2 will
be nsed to evaluate cost data, 1t will not control negotiation of prices
for work to be performed in the future, e.g., negotiation of a firm
fixed-price contract, an intermediate price revision covering, in whole
or important part, work which is yet to be performed, or a ta.rget price
under and incentive contract,

(iv) As the basis for the resolution of gquestions of acceptability of individual

costs whenever such questions become issues.




sovernment Fosition

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 nomally provides, Examples of such
expenses are entertainment expense and reserves
for commercial bad debte,

Goveriment 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 may be maintained in accordance with
such principles and M1fi1l the requirements of
management, the stockholders, the taxing authori-
ties, and others, and yet not yield cost data
satisfactory for cost reimbursement or to support
pricing 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.

Governmepnt Position

We think that the desirability of reaching ad-
vanced understandings on certain controversial
items 15 an important feature of the regulation
and should be retained. We have made certain
changes in this secticn of a clarifying naturs
which are designed to accommodate the industry
objections in some degree.

Latest Suggested Revision

VANC; RS GS

Modify 15-204.1(b) .of the 21 August draft to read as follows:

Current Proposal

While we have suggested a more liberal treatment
of certain individual cost items, we have not
adopted the Industry positfon that all normal and
necessary costs of doing business are appropriate
for allocation against government nontracts.

Current Proposal

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

Current Proposel

We propose that the cost prineiple be changed to
clearly indicate that "the absence of such an ad-
vanced agreement on any element of cost will not,
in itself, serve to mzke that element either allow-
able or unallowable." Additionally, we have segre-
gated the items for which advanced understandings
are "normally essentisl" from those where elements
are "normally appropriate,®

" ... Such agreement may be initiated by contracting officers individually or jointly

for all deflense work of ths contractor, as may be appropriate.

Any such agreement

should be incorporated in cost-reimbursement type contracte or made a part of the
contract file in the case of negotiated fixed-price type contracts, and should govern
the cost determinations covered thereby throughout the performance of the related
contract. The sbsence of such an advance agreement on any element of cost will not,
in itself, serve to make that alement either allowable or unallowable. However, the
nature of certain costs is such that advance agreements are normwally essential.

These are:

(i) pre-contract costs (ASPR 15-204.2 (dd));

1
(11) royalties (ASPR 15-204.2 (3§));

(11i) travel costs, as related to special or mass personnel

movement, (ASPR 15-204.2 (39)(5));

Examples of others for which such agreements are normally appropriate, though

not essentianl, are: .

(iv) use charged for fully depreciated assets (ASPR 15-204.2 (1)(6));

(v

compensation for personal services (ASPR 15-204.2 (f));
(v1) deferred maintenance costs (ASPR 15-204.2 (t)(1)(i1));
(vii) reseerch and development costs (ASPR 15~204.2 (11)(6)5

3 and

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




Issus
Skl Indusiry Position

?. Recognition of all normal and legitimate
Industry believes that the Government should

coste,
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.
Issue Industry Position
3. The issue is whether the cost principles
Sl"lould contain rules or guidelines for deter- f::ﬁ:ﬁgb{:::;tzggg}zﬁgg g;iﬂ.y'unifomly that
mining the "reasonableness" or "allocability" be governed by good ace t: Y ey costs should
of various const elements or whether we should in going accoun%ing s, :un x;gdp:actice o roflected
accept as the criterion "generally accepted ment should not adopty:peeggal tes};:to:hsrfzzz-

accounting practices," . . .
& pra which require significant variations in industry's

accaunt?.ng systems. Hence, they feel that the
cost principles should not attempt to prescribe
'k'mw to evaluate the "reasonableness" or the
ﬁlo:;btlity" of any element of cost and, above
all, that we should not say th

allocable to us, Y that & coot 18 not

Issue Industry Position

4. sdvanced understandings with respect to In general, Industry agrees to the coneept of
cortain specific cost elements. reaching an advanced agreement on the costro—
Yersial cost questions. However, Industry
ie fearful that advanced agreements will be re-
quired in each instance and that the absence of
an advanced agreement will result in cost dis-
:i}ouancep. Industry recommends delatign of
8 section of the regulation. If retained, it
should affirm that failure to negotiate in aé-
vance does not lead to disallowance, that ini~
tially negotiated amounts or clauses may be re-
opened on showing of necessity or changed circum-
stances, and it should provide a forum in which

contractors might negoti
ontras basig.g egotiate these factors on an

10 Sept 57 or 8/21/58 Draft

Negotiation Requirement

(b) The extent of allowability of the selected items of cost covered in ASFR 15-204.2
has been stated to apply broadly to many accounting systems in varying contract
situations. Thus, as to any given contract, the reasonableness and allocability of
certain items of cost may be difficult to determine, particularly in the case of con-
tractors whose business is predominantly or substantially with the Govermment. In order
to avold possible subsequent disalléwance based on unreasonableness or non-allocability,
it is important that prospective contractors, particularly those whose work is pre—
dominantly or substantlally with the Government, seek agreement with the Government in
advance of the incurrence of speclal or unusual costs in categories where reascnableness
or allocability are diflicult to determine. Such agreement may be initiated by the
contracting officer. Any such agreement should be incorporated in cost-reimbursement
type contracts or made a part of the contract file in the case of negotiated fixed-
price type contracts, and should govern the cost determinations covered thereby through-
out the performance of the related contract. Included are such elements as:
1) compensation for personel services (ASPR 15-204.2(f));
(41) wuse charges for fully depreciated assets (ASPR 15-204.2(1)(6));
(1i1) food and dormitory service furnished without cost to employees
or involving significant losses (ASFR 15-204.2(n));

(iv) deferred maintenance costs (ASPR 15-201..2(t)(1)(115);

(v)  pre-contract costs (ASPR 15-204.2(dd));

(vi) research end development costs (ASPR 15-204.2(1i)(6));

(vii) royalties (ASPR 15-204.2(3)));

(viii) selling and distribution costs (ASPR 15-204.2(kk)(2)); and
(1x) travel costs, as related to special or mass personnel movement i
(ASPR 15-204.2(s8)(5)). :
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Government, Fosilion

We have changed our basic position on this prin-
ciple and our redraft incorporates the industry
suggestion that applied research be grouped with
basic research. We have added the concept, how-
ever, that in some cases it is desirable that the
Government bear less than an allocable share of
the total cost of = contractor's research program.

Latest Suggested Revision

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

COST PRINCIPLE FOR RESEARCH AND DEVELOPMENT

1. Basic research, for the purpose of this regulation, is that type of research which
is directed toward increase of knowledge in science. In such research, the primary aim
of the investigator is a fuller knowledge or understanding of the subject under study,
rather than any practical application thereof. Applied research, for the purpcse of this
regulation, consists of that type of sffort which (1) normally follows basic research,
but may not be severable from the related basic research, (2) represents efforts to
determine and expand the potentialities of new sclentific discoveries or improvements in
technology, materials, processes, methods, devices, and techniques, and (3) represents
efforts to "advanca the state of the art." Applied research doea not include amy such
offorts when their principsl aim is the design, development, or test of specific articles
or services to be offered for sale, which are within the definition of the term develop-

ment as hereinafter provided.

2. Development is the systematic use of sclentific knowledge which is directed toward the
production of, ‘or improvements in, useful products to meet specific performance require-
uments, but exclusive of menufacturing end production engineering.

2. # contractor's indspendent research snd development 1s that research and development
which is not sponsored by a contract, grant, or other arrangement.

4. A contractor's costs of independent research as defined in (1) and (3) above shall

be allowable as indirect costs (subject to paragraph (8) below), provided they are allocated

to all work of the contractor. .

5. Cost of contractcr's independent development, as defined in paragraphs (2) and (3)

above (subject to puragraph (8) below), are allowable to the extent that such development
is related to the product lines for which the government has contracts, provided the costs
are reasonable in amount and are allocated as indirect costs to all work of the contractor

on such contract product lines. In cases where a contractor!

s normal course of business

does not involve productlion work, the cost of independent development is allowable to the
extent that such development is re}ated and allocated as an indirect cost to the field

of effort of government research and development contracts.

6. Independent research and development costs shall include an amount for the absorption
of their appropriate share of indirect and administrative costs, unless the. contractor,
in accordance with its accounting practices consistently applied, treats such costs other-

wise.

7. Research and development costs (including amounts capitalized), regardless of their
nature, which were incurred in accounting periods prior to the award of a particular

contract, are unallowable.

8, The reasonableness of expenditures for independent research and development should be
determined in light of all pertineni considerations such as previous contractor research
and development activity, cost of past programs and changes in science and technology.
Such expenditures should be pursuant to a broad planned progrem, which is reasonable in
scope and well managed. Such expenditures (especially for development) should be
scrutinized with great care 1n connection with contractors whose work is predomirantly or
subastantially with the government. Advance agreements as described in ASFR 15-204.1(b),
are particularly important in this situation. In recognition that cost sharing of the
contractor's independeni research and development program may provide motivation for more

efficient accomplislment of such program, it is desirable in

some cages that the government

bear less than an allocable share of the total cost of the program. Under these circum—
stances, the followlhg are among the approaches which may be used as the basis for agree-
ment: (1) review of the contractor's proposed research and development program and agree-
ment to accept the allocable costs of specific research projects; (i1) agreement on a
maximum dollar limitation of costs, an allocable portion of which will be accepted by the
Government; and (iii) agreement 1o accept the allocable share of a percentage of the

contractor's planned research and development program.



Issue L t Fogitio

Industry spokesmen argued strenuously and per-
suasively agsinst our previous draft of this
principle. Basically, Industry contended that
applied research should be grouped with basic
research, and not with development.

7. Resesrch and Development.

10 Sept 1957 - 8/?1/58 Draft
15.204.2

(ii) Research and Development Costa.

{I) TResearch and development costs are divided intwo two major categories for
the purpose of contract costing -- (i) basic research, also referred to as general
research, fundamental research, pure research, and blue-sky research and (ii) applied
research and development, also referred to as product research and product line
research,

(?) Basic research is that type of research which is directed toward increase
of knowledge in science. In such research, the primary aim of the investigator is a
fuller knowledge or understanding of the subject under study, rather than a practical
application thereof. Costs of independent basic research (that which is not sponsored by
a contract, grant, or other arrangement) are allowasble, subject to (6) below and subject
also to their being allocated to all of the work of the contractor,

(3) Applied research is that type of research which is directed toward practical
application of science, Development is the systematic use of scientific knowledge directed
toward the production of or improvements in useful materials, devices, metheds, or
processes, exclusive of design, mamfacturing and production engineering, Costs of a
contractor's independent applied research and development (that which is not sponsored by
a contract, grant, or other arrangement) are allowable, subject to (6) below, under any
production contract to the extent that such applied research and development are related
to the product lines for which the Government has contracts and such costs are allocated
ag indirect costs to all production work of the contractor on such contract product lines.
Costs in independent applied research and development are unallowable under research and
development contracts. However, in case where a contractor's normal course of business
does not involve production work, the cests of independent applied research and
development work {that which is not sponsored by contract, grant or other arrangement)
are allowable, subject to (6) below, to the extent that such work is related and allocated
as an indirect cost to the field of effort of the Government applied research and
development contracte,

(L) Independent research and developments shall absorb their appropriate share
of the indirect costs of the department where the work is performed,

(5) Research and development costs (including amounts capitalized), regardless
of their nature, which were incurred in accounting periods prior to the award of a
particular contract, are unsllowable.

(6) 1In addition to the definition of reasonablenegsas provided in ASPR 15-201.3,
the reasonableness of expenditures for independent research and development should be
determined in light of the pattern of the cost of past programs (particularly those
existing prior to the placing of Goverrment contracts), with due consideration to changes
in science and technology. Such expenditures must be scrutinized with great care in
connection with contractors whose work is predominantly or substantially with the Govern-
ment. Where such expenditures are not subject to the restraints of commercial product
pricing, there must be assurance that these expenditures are made pursuant to a planned
research program which is reasonable in scope and is well managed. The costs should not
exceed those which would be incurred by an ordinarily prudent person in the conduct of a
competitive business, (See ASPR 15-20L.1(b).)




Government Positiopn Current Fropo

We foel that 1t 1s feasible to exclude certain types We propose that this principle bs liberalized somewhat
of advertising as being inappropriate for allocation to include the cost of exhibits sponsored by the Govern-
against government contracts. This 1is particularly true ment as well as advertising for scarce materials or dig-
with respect to product and institutional advertising. posing of scrap or surplus materials.

We have made certain relatively minor changes in this
principle to accommodate Industry's suggestions.

Latest Suggested Revision
15=204,2 Listing of Cogts.
{a) Advertising Costs.

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

(1) Advertising in trade and technical journals, provided such

advertising does not offer specific products or gervices for
gale but is placed in journals which are valuable for the
dissemination of technical information within the contractor's
industry;

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

(iii) costs of participation in exhibits sponsored by the Government-
for the purpose of developing military applications of products; and

(iv) edvertising relating to accomplishment of the contract mission for
the purpose of obtailning scarce materials or equipment, or disposing
of scrap or surplus materlals.

(2) Except as provided in (1i1) and (Iv) above, all advertising which offers
products for- sale is unzllowable.

wnvernmant, Position g
4 : s i d

While no substantive issue with industry remains ‘iﬂ:ugzl%lowgggriso?rgﬁ:Ezomgnz.:tiigi;iiﬁciglz?e
on this prineiple, it is felt that certain addi- "1n the administration of this prineciple, it s
tional language is desirable to recognize that, recognized that not every compensation case need |
in the determination of reasonableness of total be subjected in detail to the above tests. Such i
cox;'lsensatlon, iontracti?fhofﬁlcers, as abpractical tosts heed be applied only to those cases‘in leh
matter, can only cope w the unreasonable or out -
of line situation. Since this is true, it is felt 8 genoral reviey reveals emounts or types of com

tion wh '
that we should inject some flavor of this approach 53:521- Ztt’:n: %Ch appear unreasonsble or othervise
Into the cost principle to assist contracting offi- *

cers in an extremely difficult area of contract
administration.

Latest Suggested Revision
(f) Compensatiop for Pe Serv. .

(1) General. a. Compensation for personal services includes all remuneration
paid currently or acerued, in whatever form and whether paid immediately or deferred,
for services rendersd by employees to the contractor during the period of contract
performance. It includes, but is not limited to, salarles, wages, directors' and
exccutive committee members! fees, bonuses, incentive awards, employee stock options,
employee insurance, fringe benefits, and contributions to pension, annuity, stock-
bonus and plans for incentive compensation of management employees. Except as otherwise
specifically provided in this paragraph (), such costs are allowable to the extent
that the total compensation of individual employees is reasonable for the services
rendered and are not in excess of those costs which are allowable by the Internal
Revenue Code and regulations thereunder.

b. Compensation is reasonable to the extent that the total amount
paid or acerued is commensurate with compensation paid under the contractor's
establlshed policy and conforms generally to compensation paid by other contractors
of the same size, in the same industry, or in the same geographic area, for similar

services. In the adminjstration of this principle, it 1s recognized that not every

L 2 )
conditions give rise d for specia d possible limitation
as to allowability for contract cost purposes where amounts appear excessive. Among
such conditions are the following: etc."



AMvertising Costs.

nL I try P (=

Llasn

While recognizing that some forms of advertising

are seldom, if ever, properly allocable to govern-
ment contracts, Industry protests the absolute
exclusion of certain types of advertising costs

and wants the right to present its case in negotia-
tions to show whether and to what extent its adver—
tising 1s of benefit to the Government, is reasonable
in character and in amount, and 1s fairly allocable
to government contracts.,

10 Sept 1957 - 8/21/58 Draft

15-204.2 Selected Costs.
(a) Advertising Costs.

(1) Mdvertising costs include the cost of sdvertising medla and corollary
administrative costs. Advertising media include magazines, newspapers, radio and
television programs, direct mail, trade papers, outdoor advertising, dealer cards
and window displays, conventions, exhibite, free goods and samples, and sales
literature. The following advertising costs are allowable:

(1) advertising in trade and technical journals, provided
such advertising does not offer specific products or
services for sale but is placed in Journals which are
veluable for the dlssemination of technical information
within the contractor's industry; and
(11) help wanted sdvertising, as set forth in (gg) below,
when considered in conjunction with all other recruiting costs.
(2) A1l other advertising costs are unallowable.

degue Industry Pogition

6. Compensation for personal services.

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.

10 Sept 1957 - 8/21/58

(=) Compengation for Personal Services,
(1) Geperal. a. Compensation for personal services includes all remuneration

paid currently or accrued, in whetever form and whether paid Immediately or deferred,
for services rendered by employees to the contractor during the period of contract
performance, It includes, but is not limited to, salaries, wages, directors!

and executive committee members' fees, bonuses, incentive awards, employee stock
options, employee insurance, fringeé benefits, and contributions to pesnsion, annuity,
stock-bonus and plans for incentive compensation of management employees. Except

as otherwise specifically provided in this paragraph (f); such costs are allowsble
to the extent that the total compensation of individual employees 18 reasonable for
the services rendered and are not in excess of those costs which are allowable by the
Internal Revenue Code and regulations thereunder.

R b. Compensation is reasonable to the extent that the total
amount paid or acerued, is commensurate with compensation paid under the contractor's
established policy and conforms generally to compensation paid by other contractors
of the same size, in the same industry, or in the same geographlc area, for similar
services. However, certain conditions give rise to the need for mpecial consideration
and possible limitation a8 to allowabllity for contract cost purposes where amounts
appear excessive. Aamong such conditicns are the following:
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SECTION XV

CONTRACT COST PRINCIPLES AND PROCEDURES

15-000 Scope of Section. This Section contains general cost princi-

ples and procedures for the determination and allowance of costs in con-
nection with the negotiation and administration of cost-reimbursement type
contracts and contains guidelines for use, where appropriate, in the evalua-
tion of costs in connection with certain negotiated fixed-price type
contracts and contracts terminated for the convenience of the Government.

Part 1 - Applicability

15-101 Scope of Part. This Part describes the applicability of suc-

ceeding Parts of this Section to the various types of contracts in connection
with which cost principles and procedures are used.

15-102 Cost-Reimbursement Supply and Research Contracts with Concerns

Other Than Educational Institutions. This category includes all cost-

reimbursement type contracts (ASPR 3-404) for supplies, services, or
experimental, develcopmental, or research work (other than with educational
institutions, as to which ASPR 15-103 applies), except that it does not
include facilities contracts (see ASPR 15-105) or construction contracts
(see ASPR 15-104). The cost principles and procedures set forth in Part 2
of this Section shall be incorporated by reference in cost-reimbursement
supply and researcl: contracts with other than educational institutions
as the basis -
(i) for determination of reimburseable costs under such contracts,
including cost-reimbursement type subcontracts thereunder, and
the cost-reimbursement portion of time-and-materials contracts

(ASPR 3-405.1);

e S B e 58584 i e i SRS A 3 S TGRS
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(11) for the negotiation of overhead rates (ASPR Section III,
Part 7); and
(1ii) for the determinstion of costs of terminated cost-
reimbursement type contracts where the contractor elects
to "voucher out" its costs (ASPR Section VIII, Part k),
and for settlement of such contracts by determination
(ASPR 8-209.7).

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

stitutions. This category includes all cost-reimbursement type contracts
(ASPR 3-4Ok4) for experimental, developmental, or research work with edu-
cational institutions. The cost principles and procedures set forth in
Part 3 of this Section shall be incorporated by reference in cost-
reimbursement research contracts with educational institutions as the
basis =
(i) for determination of reilmbursable costs under cost-
reimbursement type contracts; including cost-reimbursement
type subcontracts thereunder;
(1i) for the negotiation of overhead rates (ASPR Section IIT,
Part 7); and
(11i) for the determination of costs of terminated cost-
reimbursement type contracts where the contractor elects
to "voucher out" its costs (ASPR Section VIII, Part L),
and for settlement of such contracts by determination
(ASPR 8-209.7).
In addition, Part 3 is to be used in determining the allowable costs of

research and development performed by educational institutions under grants.

-

-2
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[Ehitor's note: When this paragraph 15-103 is printed, ASPR 15-300 should
be deleted./

15-104 Cost-Reimbursement Construction Contracts. This category

includes all cost-reimbursement type contracts (ASPR 3-4O4) for the con-
struction, alteration, or repair of buildings, bridges, roads, or other
kinds of real property. It also includes cost-reimbursement type contracts
for architect-engineer services related to such construction. It does not
include contracts for vessels, alircraft, or other kinds of personal property.
The cost principles and procedures set forth in Part 4 of this Section shall
be incorporated by reference in cost-reimbursement construction contracts

as the basis -

(1) for determination of reimbursable costs under cost-reimbursement

type contracts, including cost-reimbursement type subcontracts

thereunder;
(11) for the negotiation of overhead rates (ASPR Section III, Part

7); and

(111) for the determination of costs of terminated cost-reimbursement

type contracts where the contractor elects to "voucher out"
its costs (ASPR VIII, Part 4), and for settlement of such
contracts by determination (ASPR 8-209.7).

. 15-105 Cost Reimbursement Facilities Contracts. (Reserved)

15-106 Use of Cost Principles for Fixed Price Contracts. Part 6 of

this Section provides guidance for the use of Parts 2, 3, and 4 where appro-
priate, in the evaluation of costs in connection with the negotiation of

certain fixed-price type contracts and termination settlements s

-3 -
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15-107 Advanée Understandings on Particular Cost Items. The extent

of allowability of the selected items of cost covered in Parts 2 through
5 has been stated to apply broadly to many accounting systems in varying
contract situations. Thus, as to any given contract, the reasonableness
and allocability of certain items of cost may be difficult to determine,

particularly in comnection with firms or separate divisions thereof which

may not be subject to effective competitive restraints. In order to avoid

possible subsequent disallowance or dispute based on unreasonableness or

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

larly those whose work is predominantly or substantially with the Govermment,

seek agreement with the Govermment in advance of the incurrence of special

or unusual costs in categories where reassonableness or allocability are

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

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

as appropriate. Any such agreement should be incorporsted in cost-reimbursement

'type contracts, or made a part of the contract file in the case of nego-
tiated fixed-price type contracts, and should govern the cost treatment
covered thereby throughout the performence of the contract. But the
absence of such an advance agreement on any element of cost will not,
in itself, serve to make that element either allowable or unallowable.
Examples of costs on which advance agreements may be particularly
important:

(i) compensation for personal services;

(i1) use charge for fully depreciated assets;

(ii1) deferred maintenance costs;

4 -




(iv)
(v)
(vi)
(vii)

(viii)

pfe-contract costs;
research and development costs;
royalties;

selling and distribution costs; and

travel costs; as related to special or mass personnel

movement .
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Part 2 - Principles and Procedures for Use in Cost Reim=-
bursement Type Supply and Research Contracts with
Commercial Organizations

15-201 Basic Considerations

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

is the sum of tﬁé allowable direct and indirect costs allocable to the
contract, incurred or to be incurred, less any allocable credits. In
ascertaining what constitutes costs, any generally accepted method of
determining or estimating costs that is equitable under the circumstances
may be used; including standard costs properly adjusted for applicable
variances.

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

congidered in determining the allowability of individual items of cost
include (i) reasonsbleness, {ii) allocability, (iii) application of those
generally accepted accounting principles and practices appropriate to the
particuler circumstances, (iv) any limitations or exclusions set forth in
this Part 2, or otherwise included in the contract as to types or amounts
of cost items.

15-201.3 Definition of Reasonableness. A cost is 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. The
question of the reasonableness of specific costs must be scrutinized with
particular care in connection with firms or separate divisions thereof
which may not be subject to effective competitive restraints. What is

reasonable depends upon & variety of considerations and circumstances
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involving both the nature and amount of the cost in question. In deter-
mining the reasonsbleness of a given cost, consideration skall be given to:
(1) whether the cost is of a type generally recognized as
ordinary end necessary for the conduct of the contractor's
business or the performance of the contract;

(ii) the restraints or requirements imposed by such factors as
generally accepted sound business practices; arm'’s length
bargeining, Federal and state laws and regulations, and
contract terms and specifications;

(i1i) +the action that a prudent business man would take in the
circumstances, considering his responsibilities to the
owners of the business; his employees, his customers, the
Government and the public at large; and

(iv) significant deviations from the established practices of
the contractor which may unjustifisbly increase the contract
costs.

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

assignable or chargeable to a particular cost objective; such as a con-
tract, product, product line, process, or class of customer or activity,
in accordance with the relative benefits received or other equitable re-
lationship. Subject to the foregoing, a cost is allocable to a Government
contract if it:
(1) 4is incurred specifically for the contract;
(11) benefits both the contract and other work or both Govern-
ment work and other work and can be distributed to them in

reasonable proportion to the benefits received; or

« T =
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(iii) 1is necessary to the over-all operation of the business,
although a direct relationship to any particular cost
objective cannot be shown.

15-201.5 Credits. The applicable portion of any income, rebate,

allowance, and other credit relating to any allowable cost, received by
or accruing to the contractor, shdall be credited to the Government either
as a cost reduction or by cash refund; as appropriate.

15-202 Direct Costs. (a) A direct cost is any cost which can be

identified specifically with a particular cost objective. Direct costs

are not limited to items which are incorporated in the end product as
material or labor. Costs ldentified specifically with the contract are
direct costs of the contract and are to be charged directly thereto.

Costs identified specifically with other work of the contractor are direct
costs of that work and are not to be charged to the contract directly or
indirectly. When items ordinarily chargeable as indirect costs are

charged to Govermment work as direct costs; the cost of like items applicable
to other work of the contractor must be eliminated from indirect costs allo-
cated to Govermment work.

(b) This definition shall be applied to &ll items of cost of
significant amount unless the contractor demonstrates that the application
of any different current practice achieves substantially the same results.
Direct cost items of minor amount may be distributed as indirect costs as
provided in ASPR 15-203.

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

of its incurrence for common or Joint objectives, is not readily subject to

-8 -
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treatment as a direct cost. Minor direct cost items may be coﬁsidered to be
indirect costs for reasons of practicality. After direct costs have been
determined and charged directly to the contract or other work as appro-
priate, indirect cosits are those remalning to be allocated to the several
classes of work.

(b) Indirect costs shall be accumulated by logical cost group-
ings with due consideration of the reasons for incurring the costs. Each
grouping should be determined so as to permit distribution of the grouping
on the basis of the benefits accruing to the several cost objectives.
Coammonly, manufacturing overhead, selling expenses,; and general and ad-
ministrative expenses are separately grouped. Similarly, the particular
case may require subdivisions of these groupings, e.g., building occu-
pancy costs might be separable from those of personnel administration within
the manufacturing overhead group. The number and composition of the group-
ings should hbe governed by practical considerations and should be such as
not to camplicate unduly the allocastion where substantially the same re-
sults are achieved through less precise methods.

(¢) BEach coet grouping shall be distributed to the appropriate
cost objectives. This necessitates the selection of a distribution base
comnon to all cost objectives to which the grouping is to be allocated.

The base sheuwld be selected so as to permit allocation of the grouping on
the basis of the benefits accruing to the several cost objectives. This
principle for selection is not to be applied so rigidly as to complicate
unduly the allocation where substantially the same results are achieved

through less precise methods.
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(d) The method of allocation of indirect costs must be based
on the particular circumstances involved. The method shall be in accord
with those generslly accepted accounting principles which are applicable
in the circumstances. The contractor's established practices, if in
accord with such accounting principles; shall generally be acceptable.
However, the methods used by the contractor may require re-examinaticn
when:

(i) any substantial difference occurs between the cost pat-
terns of work under the contract and other work of the
contractor; or

(11) any significant change occurs in the nature of the busi-
ness; the extent of subcontracting, fixed asset improvement
programs, the inventories; the volume of sales and produc-
tion, mamifacturing processes, the contractor’s products,
or other relevant circumstances.

(e) A bvase pericd for allocation of indirect coste is the period
during which such costs are incurred and accumulated for distribution to
work performed in that period. Normally, the base period will be the con=~
tractor's fiscal year; however, use of a shorter period may be appropriate
in case of (i) contracts whose performance involves only a minor portion
of the fiscal year, or (ii) where it is genersl practice in the industry
to use a shorter period. In any event the base period or periods shall be
80 selected as to avold ineguities in the allocation of costs. When the
contract is performed over an extended period of time, as many such base
periods will be used as will be required to represent the period of contract

erformance.
P - 10 -
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15-204 Application of Principles and Procedures. (a) Costs shall

be allowed to the extent that they are reasonable (see ASPR 15-201.3),
allocable (see ASPR 15-201.4), and determined to be allowable in view of the
other factors set forth in ASPR 15-201.2 and 15-205.

(b) Costs incurred as reimbursements by a prime contractor to
a subcontractor under a cost-reimbursement type subcontract are alloweble
to the extent that allowance is consistent with the Part of this Section XV
which is appropriate to the subcontract involved. Thus, if the subcontract
is for supplies, such costs are allowable to the extent that the subcon-
tractor’'s costs would be allowable if this Part 2 were incorporated in the
subcontract; if the subcontrect is for construction, such costs are allowable
to the extent that the subcontractor's costs would be allowable if Part i
of this Section XV were incorporated in the subcontract.

(c) Selected items of cost are treated in ASPR 15-205. However,
ASPR 15-205 does not cover every element of cost and every situation that
miéht arise in a particular case. Failure to treat any item of cost in
ASPR 15-205 1is not intended to imply that it is either allowable or un-
allowable. With respect to all items, whether or not specifically covered,
determination of allowability shall be based on the principles and standards
set forth in this Part and; where appropriate, the treatment of similar or
related selected items.

15-205 Selected Costs.

15-205.1 Advertising Costs.

(a) Advertising costs mean the costs of advertising media
and corollary administrative costs. Advertising media include magazines,

newspapers, radio and television programs; direct mall; trade papers,

- 11 -
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outdoor advertising, dealer cards and window displays, conventions, exhibits,
free goods 'and samples, and the like. The following advertising costs are
allowable:
(1) advertising in trade and technical journals, provided
such advertising does not offer specific products or
gervices for sale but is placed in journals which are
valuable for the dissemination of technical information
within the contractor's industry;

(i1) help-wanted advertising, as set forth in ASPR 15-205.33,
when considered in conjunction with all other recruitment
costs;

(1ii) costs of participation in exhibits--
...... (A) wupon invitation of the Govermment, or
(B) which exhibits are for the purpose of disseminating
technical information within the contractor's industry;
however, such costs are not allowable under this sub-
paragraph (B) if the exhibit offers specific products
or services for sale;

(iv) advertising for the exclusive purpose of obtaining scarce
materials, plant, or equipment, or disposing c¢f scrap or
surplus materials; in connection with the contract.

(b) Except as provided above, all other advertising costs are

unallowable.

15-205.2 Bad Debts. Bad debts; including losses (whether actual or

estimated) arising from uncollectible customers' accounts and other claims,
related collection coste, and related legal costs, are unallowable.

- 12 =
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15-205.3 Bidding Costs. Bidding costs are the costs of preparing

bides or proposals on patential Government and non-Government contracts

or projects, including the development of engineering data and cost data
necessary to support the contractor's bids or proposals. Bidding costs

of the current accounting period of both successful and unsuccessful bids

and propesels normally will be treated as allowable Indirect costs, inwhich
event no bidding costs of past accounting periods shall be allowable in the
current period to the Government contract. However, if the contractor's
established practice is to treat bidding costs by some other method, the
results.obtained may be accepted only if found to be reasonable and equitable.

15-205.4 Bonding Costs.

(a) Bonding costs arise when the Government requires assurance
against financial loss to itself or others by reason of the act or
default of the contractor. They arise also in instances where the con-
tractor requires similar assursnce. Included sre such bonds as bid,
performance, payment, advance payment, infringement, and fidelity bonds.

(b) Costs of bonding required pursuant to the terms of the
contract are allowsble.

(¢) Costs of bonding required by the contractor in the
general conduct of his business are allowable to the extent that such bond-
ing is in asccordance with sound business practice and the rates and premiums
are reasonable under the circumstances.

15-205.5 Civil Defense Costs.

(a) Civil defense costs are those incurred in plemning for,

and the protection of life and property against, the possible effects of
- 13 =
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enemy attack. Reasoneble costs of civil defense measures (including costs
in exeess of normal plant protection costs, first-ald training and supplies,
fire fighting training and equipment, posting of edditional exit notices
and directions, and other approved civil defense measures) undertaken on
the contractor's premises pursusnt to suggestions or requirements of civil
defense suthorities are allowsble when allocsted to all work of the
contractor.

(b) Costs of capital assets under (a) above are alloweble
through depreciation in acecordance with ASPR 15-205.9.

(¢) Contributions to local civil defense funds and projects
are unallowsble.

15-205.6 Compensation for Personal Services.

(a) General. (1) Compensation for personal services in-
cludes all remmeration paid currently or asccrued, in whatever form and
whether paid Immediately or deferred, for services rendered by employees
to the contractor durilng the periocd of contract: performance. It includes,
but is not limited to, salaries, wages, directors' and executive committee
members' fees, bonuses (ineluding stock bonuses), incentive awards, em-
ployee stock options, employee insurance, fringe benefits, and contributlons
to pension, annuity, and menagement employee incentive compenssticn plans.
Except as otherwise specifically provided in this ASFR 15-205.6, such costs
are allowable to the extent that the total compensation of individual
employees 1s ressonable for the services rendered and they are not in excess
of those costs which are allowable by the Internsl Revenus Code and
regulationg thereunder.

-1k -
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(2) Caﬁpensation is reascnable to the extent that
the total amount paid or accrued is commensurate with compensation paid
under the contractor's eétablished policy and conforms generally to com-
pensation paid by other firms of the same size, in the same industry,
or in the same geographic area, for similar services. In the administra-
tion of this principle, 1t is recognized that not every compensation
case need be subjected in detall to the gbove tests. Such tests need be
applied only to thos¢ cases in which a general review reveals amounts
or types of compensation which appear unreasonable or otherwise out of
line. However, certain conditions give rise to the need for special
consideration and possible limitation as to allowability for contract
cost purposes where asmounts appear excessive. Among such conditions
are the following:

(1) Compensation to owners of closely held
corporgtions, partners, sole proprietors, or
membersg of the immediste families thereof,
or to persons who are contractually
comnitted to acquire a substantial financial
interest in the contractor's enterprise.
Determination shduld be made that such
compensation is reasonable for the actual
personal services rendered rather than a
distribution of prafits.

(11) Any change in a contractor's compensation
policy resulting In a substantial increase

in the contractor's level of compenssation,

- 15 -
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particularly when 1t was concurrent with an
increase in the ratio of Government contracts
to other business, or anmy change in the
treatment of allowabllity of specific types of
compensation due to changes in Government
policy.

(1ii) The contractor's business is such that his
compensation levels are not subject to the
restraints normally occurring in the ¢onduct
of competitive business.

(3) Compensation in lieu of salary for services rendered
by partners and sole proprietors will be allowed to the extent that it
is reasonable and does not constitute a distribution of profits.

(%) 1In addition to the general requirements set forth
in (1) through (3) sbove, certain forms of compensation are subject to
further requirements as specified in (b) through {1} below.

(b) Salaries and Weges. Salaries and wages for current

serviees include gross compensation paid to employees in the form of
cash, products, or services, and are alloweble. However, premiums for
overtime, extra-pasy shifts, and maiti-shift work are allowsble to the
extent approved pursuant to” ASPR 12-102.4 or permitted pursuant to
ASPR 12-102.5.

(¢) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,
safety awards, and incentive compensstion based on production, cost re-
duction, or efficient performence, are allowsble to the extent that the

- 16 -
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over-all compensation is determined to be reasonable and such costs are
paid or accrued pursuant to an agreement entered into in good faith
between the contractor and the employees before the services were
rendered, or pursuant to an established plan followed by the contractor
so consistently as to Imply, in effect, an agreement to make such
payment., (But see ASPR 15-107.) Bonuses, awards and incentive
compensation when any of them are deferred are allowable tc the extent
provided in (f) below.

(d) Bonuses and Incentive Compensation Paid in Stock.

Costs of bonuses and incentive compensation paid in the stock of the con-
tractor or of an affiliate are allowable to the extent set forth in (c)
gbove (including the incorporation of the principles of paragraph (f)
below for deferred bonuses and incentive compensation), subject to the
following additional requirements:
(i) valuation placed on the stock transferred shall

be the fair market value at the time of transfer,

determined upon the most objective basis

available; and

(ii) aeccruals for the cost of stock prior to the

issuance of such stock to the employees shall

be subject to adjustment according to the possi-

bilities that the employees will not receive

such stock and thelr interest in the accruals

will be forfeited.
Such costs otherwise allowable are subject to adjustment according to the

- principles set forth in (f)(3) below. (But see ASPR 15-107.)
- 17 -
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(e) Stock Options. The cost of options to employees to

purchase stoek of the contractor or of an affiliate is unallowable.

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

compensgtion includes all remuneration, in whatever form, for which the
employee is not paid until after the lapse of a stated period of years
or the occurrence of other events as provided in the plans, except that
it does not include normal end of accounting period accruals. It in-
cludes (i) contributions to pension, amnuity, stock bonus, and profit
sharing plans, (ii) contributions to disability, withdrawal, insurance,
survivorship, and similar benefit plans, and (iii) other deferred com-
pensation, whether paid in cash or in stock.

(2) Deferred compensation is allowable to the extent
tﬁat (1) except for past service pension costs it is for services
rendered during the comtract period; (ii) it is, together with all other
compensation paid to the employee, reasonsble in amount; (iii) it is paid
pursuant to an agreement entered into in good faith between the contractor
end employees before the services are rendered, or pursuant to an estab-
lished plan followed by the contractor so consistently as to imply, in
effect, an agreement to meke such payments; and (iv) for a plan which
is subject to approval by the Internal Revenue Service, it falls within
the criteria and standards of the Internal Revenue Code and the regula-
tions of the Internal Revenue Service. (But see ASPR 15-107.)

(3) In determining the cost of deferred compensation
allowebhle under the contract, appropriate adjustments shall he made for
credits or gains arising out of both normal and abnormal employee

- turnover, or any other contingencies that can result in a ferfeiture
- 18 -
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by employees of such deferred compensation. Adjustments shall be made
only for forfeitures which directly or indirectly inure to the benefit
of the contractor; forfeitures which inure to the benefit of other
employees covered by a deferred compensstion plan with no reduction
in the contractor's costs will not normally glve rise to adjustment in
contract costs. Adjustments for normal employee turnover shall be based
on the contractor's experience and on foreseeable prospects, and shall
be reflected in the amount of cost currently allowable. Such adjust-
ments will be unnecessary to the extent that the contractor can demonstrate
that its contributions take into account normal forfeitures. Adjustments
for possible future abnormal forfeitures shall be effected according to
the following rules:
(i) abnormal forfeitures that are foreseeable

and which can be currently evaluated with

reasonable accuracy, by actuarial or other

sound computation, shall be reflected by an

ad justment of current costs otherwise

sllowable: and

(ii) abrnormal forfeitures, not within (i)

sbove, may be made the subject of agreement

between the Government and the contractor

elther as to an equitable adjustment or &

method of determining such adjustment.

(¥) 1In determining whether deferred compensation is for

services rendered during the contract period or is for future services,

consideration shall be given to conditions imposed upon eventual payment,

- 19 -
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such as, requirements of continued employment, consultation after
retirement, and covenants not to compete.

(g) Fringe Benefits. Fringe benefits are allowances and services

provided by the contractor to its employees as compensation in addition to
regular wages and salaries. Costs of fringe benefits, such as pay for
vacations, holidays, sick leave, military leave, employee insurance and
supplemental employment benefit plans are allowable to the extent required by
law, employer-employee agreement, or ar established policy of the

contractor.

(h) Severance Pay. See ASPR 15-205.39.

(i) Training and Education Expenses. See ASPR 15-205.43.

15-205.7 Contingencies.

(&) A contingency is a possible future event or condition
arising from presently known or unknown causes, the outcome of which is
indetermingble at a present time.

(p) In historical costing, contingencies are not noﬁmally
present since such costing deals with costs which have been incurred and
recorded on the contractor's books. Accordingly, contingencies are gen-
erally unallowable for historical costing purposes. However, in some
cases, as for example, terminations, & contingency factor may be
recognized which is applicable to a past period to give recognition
to minor unsettled factors in the interest of expeditious settlement.

(¢) In connection with estimmtes of future costs, contin-
gencies fall into two categories:

(1) those which maey arise from presently known and

existing conditions, the effects of which are

- 20 -
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foreseesble wlthin reasonable limits of accuracy;
e.8., anticipated costs of rejects and defective
work; in such situations where they exist, con-
tingencies of this category are to be included
in the estimstes of future cost so as to provide
the best estimste of performance costs, and
those which may arise from presently known or
unknown conditions, the effect of which cannot
be measured @ precisely as to provide equitable
results to the contractor and to the Government;
€.g., results of pending litigation, and other
general business risks. Contingencies of this
category are to be excluded from cost estimates
under the several items of cost, but should be
disclosed separately, including the basis upon
which the contingency is computed in order to
facilitate the negotiation of appropriate
contractual coverage (see, for example, ASPR

15-205.16, 15-205.20, and 15-205.39).
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15-205.8 Contributions and Donations. Contributions and donations are

unallowable.
15-205.9 Depreclation.

(a) Depreciation is a charge to current operations which distributes
the cost of & tangible ceapital asset, less estimated residual velue, over the
estimated useful life of the asset in a systematic and loglical manmer. It
does not imovolve a process of valuation. Useful life has reference to the
prospective period of economlc usefulness in the perticulaer contractor's
operations as distinguished from physical life.

(v) Normal depreciation on a contractor's plant, equipment, and
other capital facilities is an allowable element of contract cqst; provided
that the amount thereof is computed:

(1) upon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the
Internal Reveme Code of 1954); or

(11) in the case of nomprofit or tax-exempt organizations,

upon & property cost basis which could have been used
by the contractor for Federal income tax purposes, had
such organizations been subject to the payment of
income tax; and in either case

(111) by the consistent application to the assets concerned
of any generally accepted accounting method, and subject
to the limitations of the Internal Revemue Code of 195k,
as amended, including --
(A) the straight line method;

(B) the declining balance method, using a rate not
- 22 4
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exceeding twice the rate which would have been
used had the annual allowance been computed under
the method described in (A) above;
(¢) the sum of the years-digits method; and
(D) any other consistent method productive of an anmual
allowance which, when added to all allowances for
the period commencing with the use of the property
and including the current year, does not, during the
first two-thirds of the useful life of the property,
exceed the total of such allowances which would have
been used had such allowances been computed under the
method deseribed in (B) above.

- (e) Depreciation should uswally be allocated to the comtract and
other work as an indirect cost. The amount of depreciation allowed in any
accounting period may, consistent with the basic objectives set forth in (a)
above, vary with volume of production or use of mmlti-shift operations.

(d) In the case of emergency facilities covered by certificates
of necessity, a contractor may elect to use normal depreclation without
requesting a determination of "true depreciation” or may elect to use either
normael or "true depreclation” after a determination of "true depreciation” has
been made by an Emergency Facllities Depreciation Board. The method elected
mist be followed consistently throughout the life of the emergency facility.
Where an election is made to use normal depreciation, the amount thereof for

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

accordance with (b) above. Where an election is made to use "true depreciation,"

the amount allowable as depreciation:
- 23 -
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(1) with respect to the emergency period (5 years), shall be
computed in accordance with the determination of the
Emergency Facilities Depreciation Board; provided no
allowance 15 made which would duplicate the factors
constituting "true depreciation” and
(11) after the end of the emergency period, shall be computed by
distributing the remaining undepreciated portion of the cost
of the emergency facility over the balance of its useful life
(but see (e) below); provided the remaining undepreciated
portion of sueh cost shall not include any amount of un-
recovered "true depreciation.”

(e) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necessary for standby purposes.

(£) Fo deprecistion, rental, or use charge shall be allowed on the
contractor's assets which have been fully depreciated when a substantial portion
of such depreciation was on a basis that represented, in effect, a recovery
thereof as & charge against Government contracts or subcontracts. Otherwise, a
reasonable use charge may be agreed upon and allowed. (But see ASPR 15-107.)
In determining this charge, consideration should be glven to cost, total
estimated useful life at time of negotiation, and effect of any increased
maintenance charges or decreased efficiency due to age.

15-205.10 Employee Morale, Health, and Welfare Costs and Credits.

Reasonable costs of health and welfare activities, such as house publications,
health or first-ald clinies, reecreational activities, and employee counseling

services, incurred, in accordance with the contractor's established practice
- 24 -




DRAFT

12 Mey 1959
or custom in the industry or area, for the improvement of working conditionms,
employer-employee relations, employee morale, and employee performence, are
allowable. Income generated from any of these activities shall be credited
to the costs thereof unless such income has been irrevoeably set over to

employee welfare organlzations.
15-205.11 Entertaimment Costs. Costs of amsement, diversion, social

activities and incidental costs relating thereto, such as meals, lodging,
rentals, transportation, and gratuities, are umallowable (but see ASPR
15-205.10 and 15-205.42).

15-205.12 BEBxcess Facllity Costs. Costs of maintaining, repaliring, and

housing idle and excess contracter-owned facilities, except those reasonably
necessary for stardby purposes, ere unallowable. Any costs of excess plant
capaclty reserved for defense mobilization production which are to be paid
for by the Govermment should be the subject of a separate contract.
15-205.13 Fines and Penalties. Costs resulting from violatioms of, or

fallure of the contractor to comply with, Federal, State, and local laws and
regulations are unallowable except when incurred as a result of complience
with specific provisions of the contract, or instructions in writing from
the contracting officer.

15-205.14 Food Service and Dormdtory Costs and Credits. Food and

dormitory services include operating or fwrnishing facilities for cafeterias,
dining rooms, canteens, lunch wagons, vending machines, living accomodations
or similar types of services for the contractor's employees at or near the
contractors!s facilities. Reasonable losses from the operation of such

services are aliowable if they are allocated to all activities served. Profits
-25 -
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(except profits irrevocably set over to an employee welfare organization of
the contractor i1n amounts reasonably useful for the benefit of the employees
at the site or sites of contract performance) acerulng to the contractor from
the operation of these services, whether operated by the contractor or by a
concessionaire, shall be treated as a credit, and allocated to all activities
served.

15-205.15 Fringe Benefits (See ASPR 15-205.6(g))
15-205.16 Insurance and Indemmification.

(a) Insurance includes (1) insurance which the contractor is
required to carry, or which is approved, under the terms of the contract, and
(ii) any other insurance which the contractor meintains in connection with the
general conduct of his business.

(1) Costs of insurance required or approved, and maintained,
pursuant to the contract, are allowable.

(2) Costs of other insurance maintained by the comtractoer in
connection with the general conduct of his business are allowable subject %o
the following limitations:

(1) types and extent of coverage shall be in accordance
with sound business prectice and the rates and
prendiums shall be reasonable under the circumstances;

(11) costs allowed for business interruption or other
similar inswrance shall be limited to exclude coverage
of profit;

(111) costs of insurance or of any provision for a reserve
covering the risk of loss or of damage to Government

property are allowable only to the extent that the
- 26 -
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contractor is liable for such loss or damage and
such lnsurance or reserve does not cover loss or
damege which results from willful misconduct or
lack of good falth on the part of any of the
contractor's dlrectors or officers, or other
equivalent representatives, who has supervision
or direction of (A) all or substantially all of
the contractor's business, or (B) all or sub-
stantially all of the contractor's operations
at any one plant or separate location in which
the contract is being performed, or (C) a separate
and complete major industrial operation in con-
nection with the performence of the contract.

(iv) provisions for a reserve under an approved self-
insurance program are allowsble to the extent that
the types of coverage, extent of coverage, and the
rates and premiums would have been allowed has
insurance been purchased to cover the risks; and
costs of insurance on the lives of officers,
partners, or proprietors are allowable to the
extent that the insurance represents additional
compensation (see ASPR 15-205.6).

(3) Actual losses which could have been covered by permissible
insurance (through an approved self-insurance program or otherwise) are unal-
lowable unless expressly provided for in the contract, except:

- 27 -




IRAFT
12 May 1959

(1) costs incurred because of losses not covered under
nominal deductible insurance coverasge provided in
keeping with sound business practice, are allowable;
and

(11) minor losses not covered by insurance, such as spollage,
breakage, and disappearance of small hand tools, which
occur in the ordinary course of doing business, are
allowable.

(v) Indemmification includes securing the contractor against lisbili-
ties to third persons and other losses, not compensated by insurance or otherwlse.
The Govermment is obligated to indemmify the contractor only to the extent ex-
pressly provided for in the contract, except as provided in (a)(3) above.

15-205.17 Interest and Other Financlal Costs. Interest (however repre-

sented), bond discounts, costs of financing and refinancing operations, legal
and professional fees pald in connection with the preparation of prospectuses,
costs of preparation and issuance of stoek rights, and costs related thereto,
are unalloweble except for interest assessed by State or local taxing author-
ities under the conditions set forth im ASPR 15-205.4L. (But see ASPR 15-205.2%.)

15-205.18 Labor Relations Costs. Costs incwrred in maintaining satisfactory

relations between the contractor and its employees, inecluding costs of shop
stewards, labor management commlttees, employee publications, and other
related activities, are allowable.

15-205.19 Losses on Qther Contracts. An excess of costs over income under

any other contract (including the comtractor's contributed portion under cost-
shering contracts), whether such other contract is of a supply, research and

development, or other nature, is unallowable.
- 28 -
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15-205.20 Maintenance and Repair Costs.

(a) Costs necessary for the upkeep of property (including Government
property unless otherwise provided for), which neither add to the permanent
value of the property nor appreciably prolong 1ts intended life, but keep it
in an efficient operating condition, are to be treated as follows (but see
ASPR 15-205.9):

(1) normal maintenance and repalr costs are alloweble;

(11) extracrdinary maintensnce and repair coste ara allowable,
provided such are allocated to the periods to which appli-
cable for pwrposes of determining contract costs. (But
see ASPR 15-107.)

(b) Expenditures for plant and equipment, including rehabilitation
thereof, ,which, according to generally accepted accounting principles as applied
under the contractor's established policy, should be capitalized and subjected
to depreciation are a:l.'l.ova‘ble only on & depreclation basis.

15-205.21 Manufacturing and Production Engineering Costs. Costs of manu-

factwring and production engineering, including engineering activities in com-
nection with the followlng, are allowsble;

(1) current manufacturing processes such as motion and time
study, methods analysis, job analysis, and tool design and
improvement; and

(11) current production problems, such as materials analysis for
production sultabllity and component design for purposes of

simplifying production.
15-205.22 Material Costs.

(a) Material costs include the costs of such items &s raw materisls,

parts, subassemblies, components, and manufacturing supplies, whether purchased
-29 -
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outside or mamufactured by the contractor, and may include such collateral items
as inbound transportation and intransit insurance. In computing material costs
consideration will be given to reasonable overruns, spoilsge, or defective work
(concerning correction of defective work, see the provisions of the contract
relating to inspection and correction of defective work). These costs are
allowable subject, however, to the provisions of (b) through (e) below.

(b) Costs of materiel shall be sulitebly adjusted for applicable
portions of income and other credits, including avallable trade discounts,
refunds, rebates, allowances, and cash discounts, and credits for scrap and
salvage and material retwrned to vendors. Suech income and other credits shall
elther be credited d.u:ec'hly to the cost of the material involved or be allocated
(as credits) to indirect costs. However, where the contractor can demonstrate
that failure to take cash discounts was due to reasonsble circumstances, such
lost discounts need not be so credited.

(¢c) Reasonable adjustments arising from differences between periodic
physical inventories and book inventories may be included in arriving at costs,
provided such adjustments relate to the period of performence of the contract.

(4) When the materisls are purchased specifically for an identifiable
solely with performance under a contract, the actual purchase cost thereof should
be charged to the contract. If material is issued from stores, any generally
recognized method of pricing such material is acceptable if that method is con-
sistently applied and the results are egquitable. When estimates of material
costs to be incurred in the future are required, either current market price or
anticipated acquisition cost may be used, but the basis of pricing must be A

disclosed.
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(e) cbarées for materials, services, and supplies sold or transferred
between plants, divisions or organizations, under a common control, ordinarily
shall be allowable to the extent of the lower of cost to the transferor or current
market price. However, a departure from this basis is permissible where (i) the
item i3 regularly manufactured and sold by the contractor through commercial
channels and (i1) it is the contractor's long-established practice to price
inter-organization transfers at other than cost for commercial work; provided
that the charge to the coatract is not in excess of the transferor's sales
price to its most favored customer for the same item in like quantity, or the
cuwrent market price, whichever is lower.

15-205.23 Organization Costs. Expenditures, such as incorporation fees,

attorneys' fees, accountants' fees, brokers' fees, fees to promoters and
organizers, in connection with (1) organization or reorganization of & business,
or (ii) raising capitel, are unallowable.

15-205.24 Other Business Expemses. Included in this item are such recwrring

expenses as registry and {transfer charges resuliing from changes in ownership
of securitles issued by the conmtractor; cost of shareholders' meetings, normal
proxy solicitations, preparation and publication of reports to shareholders,
preparation and submission of required reports and forms to taxing and otber
regulatory bodies; and incidental costs of directors and commitiee meetings.
the above and similar costs are allowable when allocated on an equitable basis.
15-205.25 Overtime, Extra-Pay Shift and Mnlti-shift Premiums. Premiums

for overtime, extra-pay shifts, and mlti-shift work are allowable to the
extent approved pwrsuant to ASPR 12-102.4, or permitted pursuant to ASFR
]-2"102050
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15-205.26 Patent Costs. Costs of preparing disclosures, reports, and

other documents required by the contract and of searching the art to the extent

necessary to make such invention disclosures, are allowable. In accordance with

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

and any other patent costs, in comnection with the £iling of a patem$ application

where title 1s conveyed to the Govermment, are allowable. (See ASPR 15-205.36).
15-205.27 Pension Plans. See ASPR 15-205.6.

15-205.28 Plant Protection Costs. Costs of items such as (1) wages,

uniforms, and equipment of persomnel engaged in plant protection, (i1)
depreciation on plant protection capitel assets, and (iil) necessary expenses
to comply with military security requirements, are allowable.

15-205.29 Plant Reconversion Costs. Plant reconversion costs are those

incurred in the restoration or rehabilitation of the contractor's facilities

to approximately the same condition existing immediately prior to the commence-
ment of the militery contract work, fair wear and tear excepted. Reconversion
costs are unallowable except for the cost of removing Government property and

the restoration or rehebilitation costs caused by such removel. However, in
speclal circumstances where equity so dictates, additional costs may be allowed
to the extent agreed upon before the costs are incurred. Whenever such costs are
given consideration, care should be exerclsed to avold duplication through a.].‘Low-
ance as contingencies, as additional profit or fee, or in other contracts.

15-205.30 Precontract Costs. Precontract costs are those incwrred prior to

the effectlive date of the contract direetly pursuant to the negotiation and in
anticipation of the award of the contract where such inewrrence is necessary
to comply with the proposed contract delivery schedule. Such costs are allow-
able to the extent that they would have been allowsble if incurred after the

date of the contract. (But see ASPR 15-107.)
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15-205.31 Professional Service Costs - Legal, Accounting, Engineering,
and Other. :

(a) Costs of professional services rendered by the members of a
particular profession who are not employees of the coutractor are allowable,
subject to (b) and (c) below, when reasonsble in relation to the services
rendered and when not contingent uwpon recovery of the costs from the Government
(but see ASPR 15-205.23.)

(b) Factors to be considered in determining the allowebility of costs
in a particular case include:

(1) the past pattern of such costs, particularly in the years
prior to the award of Government contracts;
(11) the impact of Govermment conmtracts on the contractor's
business (i.e., what new problems have arisen);
(111) the nature and scope of mamagerial services expected of
the contraector's own organizations; and
(iv) whether the proportion of Government work to the con-
tractor's total business is such as to influence the
contractor in favor of incwrring the cost; particularly
vwhere the services rendered are not of a contimuing
natwre and hayve little relstionship to work under
Govermment contracts.
Retainer fees to be allowable mst be reasonably supported by evidence of bona
fide services:avellable or rendered.

(c) Costs of legal, accounting, and consulting services, and related
costs, incwrred in connection with organization and reorganization, defense of
anti-trust suits, and the prosecution of claims against the Government, are

unallowable. Costs of legal, accounting, and consulting services, and related
- 33 -
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costs, incurred in connection with patent infringement litigation, are unallow-
able unless otherwise provided for in the contract.
15-205.32 Profits and Losses on Disposition of Plant, Equipment, or Other

Capital Assets. Profits or losses of any nature arising from the sale or
exchange of plant, equipment, or other e¢spital assets, inecluding sale or
exchange of elther short or long term investments; shall.be excluded in
computing contract costs (but see ASPR 15-205.9(b) as to basis for depreciation).

15-205.33 Recruiting Costs. Costs of "help wanted" advertising, cperating

costs of an employment office necessary to secure and maintain an adequate
labor foree, costs of operating an aptitude and educational testing program,
travel costs of employees while engeged in recrulting personnel, and travel
costs of applicants for interviews for prospective employment are allowable.
¥here the contractor uses employment agencies, costs not in exeess of standsxrd
commerclal rates for such services are also alloweble. Costs of specilal ‘bene-
Pits or emoluments offered to prospective employees beyond the standerd prac-
tices in the industry are unallowmble.

15-205.34 Rental Costs (Ineluding Sale and Leascback of Facilities).

(a) Rental costs of land, building, and equipment and other
personal property are allowable if the rates are reasonsble in light of such
factors as rental costs of comparable facilities and market conditions in
the area, the type, life expectancy, condition, and value of the facllities
leased, options available, and other provisions of the ental agreemsnt.
Application of these factors, in situations where rentals are extensively
used, may involve among other considerations, comparison of rental costs with

the amount which the contractor would have received had it owned the facilities.

- 3 -
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(b) Charges .’;.n the nature of rent between plants, divisions, or
orgeni zations under common control are allowable to the extent such charges
do not exceed the normel costs ef 'ownership, such as depreciation, taxes,
insurance, and maintenance; provided that no part of such costs shall duplicate
any other allowed costs.

(c) Unless otherwise specifically provided in the contract, rental
costs specified in sale and leaseback agreements, incurred by contractors
through selling plant facilities to investment organizations, such as
insurance companies, or to private investors, and concurrently leasing back
the same facilities, are allowable only to the extent that such rentals do
not exceed the amount which the contractor would have received had 1t retained
legal title to the facilities.

15-205.35 Research and Development Costs.

(a) Basic research, for the purpose of this Part 2, is that type
of research which is directed toward increase of knowledge in science. In such
research, the primary aim of the investigator is e fuller knowledge or under-
standing of the subject under study, rather than any practical application
thereof. Applied research, for the purpose of this Part 2, consists of that
type of effort which (i) normally follows basic research, but may not be
severable from the related basic research, (ii) represents efforts to determine
end expand the potentialities of new scientific discoveries or improvements in
technolegy, materials, processes, methods, devices, and techniques, and (1ii)
represents efforts to “advance the state of the art." Applied research does
not include any such efforts when their prineipsl aim is the design, development,
or test of specific articles or services to be offered for sale, which are within
the definition of the term development as hereinafter provided.

-35 -
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(b) Development is the systematic use of scientific knowledge
which is directed towerd the production of; or improvements in, useful products
to meet specific performence requirements, but exclusive of manmufacturing and
production engineering.

(¢) A contractor's independent research and development is that
research and development which is not sponsored by & contract, grant; or
other arrangement .

(d) A contractor®s ecosts of independent research as definsd in
(2) and (c) above shall be allowable as indirect costs (subject to paragraph
(b) below), provided they are allocated to all work of the comtractor).

(e) Costs of coutractor's independent development, as defined in
{b) and (c) above (subject to (h) below), are allowable to the extent that
such development is related to the product linss for which the Govermment
has contracts, provided the costs ere ressonable in amount and are allocated
as indirect costs to all work of the contractor on such contract product lines.
In cases vwhere & contfmtor's ‘normal course of businsss does not imvolve pro-
duction work, the cost of independent development is allowable to the extent
that such development is related and allocated &s an indirect cost to the field
of effort of Govermment research and development countracts.

(f) Independent resesrch and development costs shall include an
amount for the absorption of thelir appropriate share of indirect and adminis-
trative ecosts, unless the contractor; in accordance with its accounting
practices consistently applied, treats such costs otherwise.

(2) Research and development costs (including amounts capitalized),
regardless of their oature, which were incwrred in accounting periods pricr to
the award of a particuler contract; are unallowable except where allowable as

precontract costs (see ASPR 15-205.30).
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(B) The reasén@,blemss of expenditures for independent research
and development sbould be determined in light of all pertinent consideration
such &s previous contrzctor research and development activity, cost of past
programs and changes in science and technology. Such expenditwres should be
pursuant to & broad plemned program, which is reasonsble in scope and well
maraged. Such expenditures (especially for development) should be scrutinized
with great care in comnection with comtractors whose work is predominantly or

substantially with the Goverwment. Advence sgresments as described in

ASPR 15-107 are particulerly importeant in this sitwation. In recognition
that cost sharing of the contractor's independent research and developmsnt
program may provide motivation for more efficient accomplishment of suck
program, it is desirable in some cases that the Government bear less than an
allocable share of the totel cost of the program. Under these clrcumstances,
the following are among the spproaches which may be used as the basis for
agreement: (i) review of the contractor's proposed independent ressarch and
development program and agreement to aceept the allocable costs of specific
projects; (ii) agreement on & meximm dollsr limitation of costs, ar ellocable
portion of which will be acespted by the Govermments (111) an agreament to
accept the allocable share of & percentage of the contrsctor’s plauned research
and development program.

15-205.36 Royalties aud Other Costs for Use of Patents.

(a) Royalties on & patent or amortization of the cost of acquiring
by purchase a patent or rights thereto, necessary for the proper performance
of the contrect and applicable to contract products or processes, are allowable
unless;
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(1) the Government has a llcense or the right to free use
of the patent;

(11) the patent has been adjudicated to be imvalid, or has
been administratively determined to be invalid;

(111) the patent is considered to be unenforceable; or

(iv) the patent is expired.

(b) Special care should be exercised in determining reascnableness
where the royalties may have been arrived at as a result of less than arm's
length bargaining; e.g.:

(1) roysities pald to persons, imeluding corporations,
affiliated with the contractor;

(11) royalties pald to waffiliated parties, including
corporations, under an agreement entered into in
contemplation that a Goverument contract would be
awarded; or

(111) roymlties paid under an agreement entered into afier
the award of the contract.

(¢) 1In any case imvolving & patent formerly owned Ly the contractor,
the amount of royalty allowed should not exceed the cost which would have been
allowed had the contractor retained title thereto.

(d) See ASPR 15-107, regarding sdvance understandings.

15-205.37 Selling Costs.

(a) Selling costs arise in the marketing of the contractor's products
and include costs of sales promotion, negotiation, liaison between Govermment

representatives and contractort!s personnel, and cther related activities.
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(b) Selling costs are allowable to the extent they are reasonable
and are allocable to Government business (but see ASPR 15-107 and 15-205.1).
Allocebility of selling costs will be determined in the light of reasonable
benefit to the Govermment axising from such activities as technical, conmsulting,
demonstration, and other services which are for pwrposes such as application
or adaptation of the contractor's products to Govermnment use.

(¢) Notwithstanding (b) sbove, salesmen's or agents' compensation,
fees, commlssions, percenteges, or brokerage fees, which are eontingent upon
the awerd of contracts, are allowable only when pald to bona fide employees
or bona fide established commercisl or selling agencies malntained by the
contractor for the purpose of securing business.

15-205.38 Service and Werrsnby-Costs. Such costs inelude those arising

from fulfiliment of any conbtractual obligation of a contractor to provide
services, such as installation, training, correcting defects in the products,
replacing defective parts, meking refunds in the case of inadequate performance,
ete. When not inconsistent with the terms of the contract, such service and
warranty costs are allowable. However, care should be exercised to avoid
duplication of the allowance as an element of both estimated product cost
ani risk.

15-205.39 Severance Pay.

(a) Severance pay, also commonly referred to as dismissal wages,
is & payment in addition to regular salaries and wages, by conutractors to
workers whose employmsnt is belng terminated. Costs of severance pay are
allowable only to the extent that, in each case, it is required by (1) law,
(11) employer-employee agreement, (1ii) established policy that constitutes,
in effect, an implied agreement on the contractor's part, or (iv) circumstances
-39 -
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of the particular employment.

(b) Costs of severance paymehts are divided into two categories

as follows:

(1)

(11)

actual normsl turncver severance payments shall be
allocated to all work performed in the contractor's
plant; or, where the contractor provides for accrual

of pay for normel severances such method will be
acceptable if the amount of the accrual 1s reasonsable
in light of payments actually made for normal
severances over a representative past period, and if
amounts accrued are allocated to all work performed

in the contractor's plant; and

abnormal or mass severance pay 1s of such a conjectural
nature that measurement of cost by means of an accrual
will not achleve equity to both parties. Thus accruals
for this purpose are nqQt allowshle. However, the
Government recognizes its obligation to participate,

tc the extent of 1ts falr share, in any specific
payment, Thus, allowsbility will be considered on a

case-by-case basls in the event of occurrence.

15-205.40 8Special Tooling Costs. The term "special tooling"” means

all jlgs, dies, fixtures, molds, patterns, specilal tsps, specisl gauges,

speclal test equipment, other speclal equipment and manufacturing aids,

and replacements thereof, acquired or manufactured by the contractor for

use in the performence of a contract, which are of such a speclalized

nature that, without substantial medification or alteration, thelr use

is limited to the production of such suppliee or parts thereof, or the
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performance of such services, as are pecullar to the needs of the Government.

The term does not include: (1) items of tooling or equipment acquired by

the contractor prior to the contract, or replacements thereof, whether

-or not altered or adspted for use in the performance of the contract,

(11) consumable small tools, or (iil) general or special machine tools,

or similar capital items. The cost of speclal tooling, when acquired

for and its usefulness is limited to one or more Govermmenut contracts,

is allowsble and shsll be allocated to the speclfic Government contract

or contracts for which acquired.

15-205.41 Taxes.

(a) Taxes are charges levied by Federal, State, or local govern-

ments. They do not include fines and penalties except as otherwise provided

herein. In general, taxes (including State and local income taxes) which the

contractor is required to pay and which are paid or accrued in accordance

with generally accepted accounting principles are allowable, except for:

(1)
(11)

(111)

Federal income snd excess profits taxes;

taxes in conmnection with financing, refinancing or
refunding operations (see ASPR 15-205.17);

taxes from which exemptlons are avallable to the
contractor directly or avallable to the contractor
based on an exemption afforded the Government except
when the contracting officer determines that the
edministrative burden incldent to obtaining the
exerption outwelghs the corresponding benefits

accrulng to the Government; and
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(iv) speclal assessments on land which represent capital
improvements.

(b) Texes otherwise allowable under (a) above, but upon which a
claim of 1llegality or erroneous assessment exlsts, sre alloweble; grovided
that the contractor prior to payment of such taxes:

(1) promptly requests instructions from the contracting
officer concerming such texes; and
(11) takes all action directed by the contracting officer,
including cooperation with and for the benefit of the
Government to (A) determine the legality of such
assessment or, (B) secure a refund of such taxes.
Reasonable costs of any such actlon undertsken by the contractor at the direc-
tion or with the concurrence of the contracting officer are allowable.
Interest and penalties incurred by & contractor by reason of the nonpayment
of any tax at the direction of the contracting officer or by reason of the
failure of the contracting officer to assure timely direction after prompt
request therefor, are also allowable.

(¢) Any refund of taxes, interest, or penalties, and any payment
to the contractor of interest thereon, attributeble to tsxes, interest, or
penalties which were allowed as contract costs, shall be credited or paid
to the Government in the manner directed by the Goverrment, provided any
interest actually pald or credited to a contractor incldent to a refund
of tax, interest or penalty shall be paid or credited to the Government only
to the extent that such interest asccured over the period during which the
contractor had been reimbursed by the Government for the taxes, interest
or pénalties.

- 42 -




DRAFT
12 May 1959

15-205.42 TIrade, Business, Technical and Professional Activity Costs.
(a) Memberships. This category includes costs of memberships

in trade, business, technical, and professional organizations. Such costs
are allowablse.

(b) Subscriptions, This item includes cost of subscriptions to
trade, business, professional, or technical periodicals. Such costs are
allowable.,

(¢) Meetings and Conferences, This item includes cost of meals,
transportation, rental of facilities for meetings, and costs incidental
thereto, when the primsry purpose of the incurrence of such costs is the
dissemination of technical information or stimulation of mroduction. Such
costs are allowable.

15-205.43 Training and Fducational Costs,
(a) Costs of preparation and maintenance of a program of instruc-

tion at noncollege level, designed to increase the vocational effectiveness
of bona fide employees,; including training materials, textbooks, salaries or
wages of trainees (excluding overtime compensation which might arise there-
from), and
(i) salaries of the director of training and staff when the
training‘program is conducted by the contractor; or
(ii) tuition and fees when the training is in an
institution not operated by the contractor;
are allowable.

(b) Costs of part-time education,; at an under-graduate or
post-graduate college level, related to the job requirements of bona fide
employees, including only:

(1) training materials;

(1i) textbooks;
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(1i1) fees charged by the educational institution;
(iv) tuition charged by the educational institution, or
in lieu of tuition, instructors! salaries and the
related share of indirect cost of the educational
institution to the extent that the sum thereof is
not in excess of the tuition which would have
been paid to the participating educational
institution; and
(v) straight-time compensation of each employee for
time spent attending classes during working hours
not in excess of 156 hours per year where circum-
stances do not permit the operation of classes or
attendance at classes after regular working hours;
are allowable.
(¢) Costs of tuition, fees, training materials and textbooks
(but not subsiastence, salary, or any other emoluments) in connection with
fulltime scientific and engineering education at a post-graduate (but not
under-graduate) college level related to the' job requirements of bona fide
employees for a total period not to exceed one school year for each employee
so-tpained, are allowable. In unusual cases where required by military
technology, the period may be extended.
(d) Maintenance expense, and normal depreciation or fair rental,
on facilities owned or leased by the contractor for training purposes
are allowable to the extent set forth in ASPR 15-205.20, 15-205.9, and
15-205.34, respectively.
(e) Grants to educational or training institutions, including

the donation of facllities or other properties, scholarships or fellowships,
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are considered contributions and are allowabls.
15-205,44 Transportation Costs, Transpertation costs include freight,

exmress, cartage, and postage cherges relating either to goods purchased,
in process, or delivered. These costs are allowable, When such costs can
readily be identified with the items involved, they may be directly costed
as transportation costs or added to the cost of such items (see (22) above).
Where identification with the materials received cannot readily be made,
inbound transportation costs may be charged to the appropriate indirect
cost accounts if the contractor follows a consistent, equitable procedure
in this respect. Outbound freight, if reimbursable under the terms of the
contract, shall be treated as a direct cost.

15-205.45 TIravel Costs.

(a) Travel costs include costs of transportation, lodging, sub-
sistence, and incidental expenses, incurred by contractor personnel in a
travel status while on official company business.

(b) Travel costs may be based upon actual costs incurred, or
on-a per diem or mileage basis in lieu of actual costs, or on a combination
of the two, provided the mathod used does not result in an umreasonable
charge.

(¢c) Travel costs incurred in the normal course of over-all
administration of the business are allowable and shall be treated as in-
direct costs,

(d) Travel costs directly attributable to specific contract
performance are allowable and may be charged to the contract in accordance
with the principle of direct costing (See ASPR 15-202).

(e) Necessary, reasonable costs of family movements and personnel

movements of a special or mass nature are allowable, subject to allocation
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Part 6 - Guidelines for Application in the Negotiation
and Administration of Fixed-Price Type Contracts
and in the Negotiation of Termination Settlements

15-600 Scope of Part. This Part provides guidance for the use of

Parte 2, 3, and I of this Section XV in. the evaluation of costs in pricing
of negotiasted fixed-price type contracts and subcontracts in those
instances where such evaluation is requlred to establish prices for such
contracts and (ii) in the negotiation of termination settlements.

15-601 Definition of Fixed-Price Type Contracts. '"Fixed-price type”

contracts ineclude, for purpose of this Part, the following:
(1) firm fixed~price contracts (ASPR 3-403.1)
(ii) fixed-price contracts with escalation (ASPR 3-L403.2)
(ii1) fixed-price contracts providing for the redetermination
of price (ASPR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3-403.4)
(v) non-cost-reimburseble portion of time and materlals
contracts (ASPR 3-405.1)
(vi) lsbor-hour contracts (ASPR 3-405.2)

15-602 Basic Considerations. (a) Under fixed-price type contracts,

the negotlated price 1is the basis for peayment toc & comtractor whereas

allowable costs are the bagls for relmbursement under cost-reimbursement

type contrects. Accordingly, the policies and procedures of ASPR Sectiom IIT,

Part 8, are governing =and shall be followed in the negotiation of fixed-price

type contracts. Cost snd accounting data may provide guldes for ascertaining

fair compensation but are not rigid measures of it. Other types of data,
criteria, or standards may furnish equally religble guldes to falr com-

pensation. The ability to apply standards of business judgment as distinct

- 47 -
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from strict sccounting principles 1s at the heart of a negotiated price

or settlement.

(b) Among the different types of fixed-price type contracts,

the need for consideration of costs varies considersbly as indicated

below:

(1)

(11)

Retrospective Pricing and Settlements. In negotiating

firm fixed prices or settlements for work which has been
completed at the time of negotiation (e.g., final nego-
tlations under fixed-price incentive contracts, redeter-
mination of price after completion of the work, or
negotiation of a settlement agreement umder a contract
terminated for the convenience of the Govermment), the
treatment of costs is & major factor in arriving at the
smount of the price or settlement. However, even in
these situations, the finally agreed price or settle-
ment may represent something other than the sum total
of accepteble costs plus profit, since the final price
accepted by each party does not necessarily reflect
agreement on the evaluation of each element of cost,

but rather s final resclution of all issues In the
negotlstion process.

Forward Pricing. The extent tc which costs influence

forwsrd pricing varies greatly from case to case. In
negotiations covering future work, actual costs cannot
be known and the impartance of cost estimstes depends

on the eircumstances. The contracting officer must
- 48 -
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consider all the factors affecting the reasonableness

of the total proposed price, such as the technical,
production or finencial risk assumed, the complexity

of work, the extent of competitive prieing, and the
contractor's record for efficiency, economy and

ingenuity, =s well as available cost estimates. He

mist be free to bargain for a total price which

equitably distributes the risks between the contractor
end the Government and provides incentives for efficiency
and cost reduction. In negotiating such & price, it is
not possible to identify the treatment of specific cost
elements since the bargaining is on a total price basis.
Thus, while cost data 1s often a valuable aid, it will not
control negotiation of prices for work to he performed, or a
target price under an incentive contract.

15-603 Cost Principles and Their Use. (a) When, pursuant to ASPR 15-602,

costs are to be considered In the negotiation of fixed-price type contracts,
the appropriate Part of this Section XV shall be used as a guide in the
evaluation of cost data required to establish a fair and reasonsble price In
conjunction with other pertinent considerations as set forth more fully in
ASPR Section ITI, Part 8.

(b) Im retrospective pricing, whenever an cccasion arises in
which scceptability of a specific item of cost becomes an issue, the
sppropriaste part of this Section XV will serve as a gulde for the econtracting

officer in his conduet of negotiations.
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(¢) In applying this Section XV to fixed-price contracts,
contracting officers will: (i) not be expected to negotiate agreement
on every individual element of cost; and (1i) be expected to use their
Judgment as to the degree of detail in which they consider the individual
elements of cost in arriving st their evaluation of total cost, where such
evaluation is sppropriate. However, the negotiation record should fully
substantiate and Jjustify the reasoning leading to any negotiated price.

(d) In order to permit the proper evalustion of cost data
submitted by contractors for use 1n negotisting prices, it msy be necessary
to obtain breakdowns or account analyses in respect to some cost items
particularly those whose treatment may be dependent upon special circum-
stances &8s stated in the principles. Contractors will be expected to be

responsive +to ressonsble reguests for data of this kind.
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SECTION XV

CONTRACT COST PRINCIPLES AND FROCEDURES

15-000 Scope of Section. This Section contains general cost princi-

ples and procedures for the determination and allowance of costs in con-
nection with the negotiation and administration of cost-reimbursement type
contracts and contains guidelines for use, where appropriate, in the evalua-
tion of costs in connection with certain negotiated fixed-price type

contracts and contracts terminated for the convenience of the Government.

Part 1 - Applicability

15-101 Scope of Part. This Part describes the applicability of suc-

ceeding Parts of this Section to the various types of contracts in connection
with which cost principles and procedures ere used.

15-102 Cost-Reimbursement Supply and Research Contracts with Concerns

Other Than Educational Institutions. This category includes all cost-

reimbursement type contracts (ASPR 3-4O4) for supplies, services, or
experimental, developmental, or research work (other than with educational
institutions, as to which ASFR i5-103 applies), except that it does not
include facilities contracts (see ASPR 15-105) or construction contracts
(see ASPR 15-104), The cost principles and procedures set forth in Part 2
of this Section shall be incorporated by reference in cost-reimbursement
supply and research contracts with other than educational institutions
as the basis -
(i) for determination of reimburseable costs under such contracts,
including cost-reimbursement type subcontracts thereunder, and
the cost-reimbursement portion of time-and-materials contreacts

(ASPR 3-405.1);



(11)

(1ii)
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for the negotiation of overhead rates (ASPR Section III,
Part 7); and
for the determination of costs of terminated cost-
reimbursement type contracts where the contractor elects
to "voucher out" its costs (ASPR Section VIII, Part 4),
and for settlement of such contracts by determination

(ASFR 8-209.7).

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

stitutions.

This category includes all cost-reimbursement type contracts

(ASPR 3-404) for experimental, developmental, or research work with edu-

cational institutions. The cost principles and procedures set forth in

Part 3 of this Section shall be incorporated by reference in cost-

relmbursement research contracts with educational institutions as the

basis -

(1)

(i1)

(iii)

for determination of reimbursable costs under cost-
reimbursement type contracts, including'cost-reimbursement
type subcontracts thereunder; ‘

for tﬁe negotiation of overhead rates (ASPR Section III,
Part 7); and

for the determination of costs of terminated cost-
reimbursement type contracts where the contractor elects
to“‘voucher out" its costs (ASPR Section VIII, Part 4),

and for settlement of such contracts by determination

(ASFR 8-209.7).

In addition, Part 3 is to be used in determining the allowable costs of

research and development performed by educational institutions under grants.
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/Bditor's note: When this paragraph 15-103 is printed, ASFR 15-300 should

be deleted./

15-104 Cost-Reimbursement Construction Contracts. This category

includes all cost-reimbursement type contracts (ASPR 3-404) for the con-
struction, alteration, or repair of buildings, bridges, roads, or other
kinds of real property. It also includes cost-reimbursement type contracts
for architect-engineer services related to such construction. It does not
include contracts for vessels, aircraft, or other kinds of personal property.
The cost principles and procedures set forth in Part 4 of this Section shall
be incorporated by reference in cost-reimbursement construction contracts

as the basis -

(1) for determination of reimbursable costs under cost-reimbursement
type contracts, including cost-reimbursement type subcontracts
thereunder;

(1i) for the negotiation of overhead rates (ASPR Section III, Part
7); and
(1i1) for the determination of costs of terminated cost-reimbursement
type contracts where the contractor elects to "voucher out”
its costs (ASPR VIII, Part L), and for settlement of such
contracts by determination (ASFR 8-209.7).

15-105 Cost Reimbursement Facilities Contracts. (Reserved)

15-106 Use of Cost Principles for Fixed Price Contracts. Part 6 of

this Section provides guildance for the use of Parts 2, 3, and 4 where appro-
priate, in the evaluation of costs in connection with the negotiation of

certain fixed-price type contracts and termination settlements.
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15-107 Advance Understandings on Particular Cost Items. The extent

of allowability of the selected items of cost covered in Parts 2 through
5 has been stated to apply broadly to many accounting systems in varying
contract situations. Thus, as to any glven contract, the reasonableness
and allocabllity of certain items of cost may be difficult to determine,
particularly in comnection with firms or separate divisions thereof which
may not be subject to effective competitive restraints. In order to avoid
possible subsequent disallowance or dispute based on unreasonableness or
non-allocability, it is important that prospective contractors, particu-
larly those whose work is predominantly or substantially with the Govermment,
seek agreement with the Government in advance of the inéurrence of special
or unusual costs in categories where reasonableness or allocability are
difficult to determine. Such agreement may also be initiated by contract-
ing officers individually, or Jjointly for all defense work of the contracter,
as appropriate. Any such agreement should be incorporated in cost-reimbursement
'type contracts, or made a part of the contract file in the case of anego-
tiated fixed-price type contracts, and should govern the cost treatment
covered thereby throughout the performance of the contract. But the
absence of such an advance agreement on any element of cost will not,
in itself, serve to make that element either allowable or unallowable.
Examples of costs on which advance agreements may be particularly
important:

(i) compensation for personal services;

(i1) use charge for fully depreciated assets;

(ii1) deferred maintenance costs;

-4 -
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(vi)
(vii)

(viii)
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pre-contract costs;
research and development costs;
royalties;
selling agd distribution costs; and
travel coéts, as related to special or mass personnel

movement.
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Part 2 - Principles and Procedures for Use in Cost Reim-
bursement Type Supply and Research Contrects with
Commercisal Organizations

15-201 Basic Considerstions

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

is the sum of tﬁe allowable direct and indirect costs allocable to the
contract, incurred or to be incurred, less any allocable credits. In
ascertaining what constitutes costs, any generally accepted method of
determining or estimating costs that is equitable under the circumstances
may be used, including standard costs properly adjusted for applicable
variances.

15-201.2 Pactors Affecting Allowebility of Costs. Factors to be

congidered in determining the allowability of individual items of cost
include (i) reasonableness, (ii) allocability, {iii) application of those
generally accepted accounting principles and practices appropriate to the
particular circumstances, (iv) any limitations or exclusions set forth in
this Part 2, or otherwise included in the contract as to types or amounts
of cost items.

15-201.3 Definition of Reasonableness. A cost is reasonsble 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 busiress. The
question of the reasonableness of specific costs must be scrutinized with
particﬁlar care in connection with firms or separate divisions thereof
vhich may not be subject to effective competitive restraints. What is

reasonable depends upon a variety of considerations and circumstances
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involving both the nature and amount of the cost in question. In deter-
mining 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 performance of the contract;

(i1) +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 specifications;

(1ii) the action that a prudent business man would take in tke
circumstances, considering his responsibilities to the
owners of the business, his employees, his customers, the
Government and the public at large; and

(iv) significant deviations from the established practices of
the contractor which may unjustifiably increase the contract
costs.

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

assignable or chargeable to a particular cost objective, such as a con-
tract, product, product line, process, or class of customer or activity,
in accordance with the relative benefits received or other equitable re-
lationship. Subject to the foregoing, a cost is allocable to a Government
contract 1f it:
(1) 1is incurred specifically for the contract;
(1i) benefits both the contract and other work or both Govern-
ment work snd other work and can be distributed to them in

reasonable proportion to the benefits received; or
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(ii1) 41is necessary to the over-all operation of the business,
although a direct relationship to any particular cost
objective cannot be shown.

15-201.5 Credits. The applicable portion of any income, rebate,

allowance, and other credit relating to any allowable cost, received by
or accruing to the contractor, shall be credited to the Govermment either
as a cost reduction or by cash refund, as appropriate.

15-202 Direct Costs. {a) A direct cost is any cost which can be

identified specifically with a particular cost objective. Direct costs

are not limited to items which are incorporated in the end product as
material or labor. Costs identified specifically with the contract are
@irect costs of the contract and are to be charged directly thereto.

Costs identified specifically with other work of the contractor are direct
costs of that work and are not to be charged to the contract directly or
indirectly. When items ordinarily chargeable as indirect costs are

charged to Government work as direct costs, the cost of like items applicable
to other work of the contractor must be eliminated from indirect costs allo-
cated to Government work.

(p) This definition shall be applied to all items of cost of
significant amount uwiless the contractor demonstrates that the spplication
of any different current practice achieves substantially the same rasulfs.
Direct cost items of minor amount may be distributed as indirect costs as
provided in ASPR 15-203.

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

of its incurrence for common or Joint objectives, is not readily subject to
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treatment as a direct cost. Minor direct cost items may be considered to be
indirect costs for reasons of practicality. After direct costs have been
determined and charged directly to the contract or other work as appro-
priate, indirect costs are those remaining to be allocated to the several
classes of work.

(b) Indirect costs shall be accumulated by logical cost group-
ings with due consideration of the reasons for incurring the costs. Each
grouping should be determined so as to permit distribution of the grouping
on the basis of the benefits accruing to the several cost objectives.
Commonly, manufacturing overhead, selling expenses, and general and ad-
ministrative expenses are separately grouped. Similarly, the particular
case may require subdivisions of these groupings, e.g., bullding occu-
pancy costs might be separable from those of personnel administration within
the manufacturing overhead group.‘_The number and composition of the group-
ings should be governed by practical considerations and should be such as
not to complicate unduly the allocation where substantially the same re-~
sults are achieved through less precise methods.

(¢) Each cost grouping shall be distributed to the appropriate
cost objectives. This necessitates the selection of a distribution base
common to all cost objectives to which the grouping is to be allocated.

The base should be selected so as to permit allocation of the grouping on
the basls of the benefits accruing to the several cost objectives. This
principle for selection is not to be applied so rigidly as to complicate
unduly the allocation where substantially the same results are achieved

through less precise methods.
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(d) The method of allocation of indirect costs must be based
on the particular circumstances involved. The method shell be in accord
with those generslly accepted accounting principles which are applicable
in the circumstances. The contractor's established practices, if in
accord with such accounting principles, shall generally be acceptable.
However, the methods used by the contractor may require re-examinaticn
when:

(1) any substantial difference occurs between the cost pat-
terns of work under the contract and other work of the
contractor; or

(i1) eny significant change occurs in the nature of the busi-
ness, the extent of subcontracting, fixed asset improvement
programs, the inventories, the volume of sales and produc-
tion, manufacturing processes, the contractor's products,
or other relevant circumstances.

(e) A base period for allocation of indirect costs is the period
during which such costs are incurred and accumulated for distribution to
work performed in that period. Normally, the base period will be the con-
tractor's fiscal year; however, use of a shorter period may be appropriate
in case of (1) contracts whose performsnce involves only a minor portion
of the fiscal year, or (ii) where it is general practice in the industry
to use a shorter period. In any event the base period or periods shall be
80 selected as to avoid inequities in the allocation of costs. When the
contract is performed over an extended period of time, as many such base
periods will be used as will be required to represent the period of contract

erformance.
b . - 10 -
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15-204 Application of Principles and Procedures. (a) Costs shall

be allowed to the extent that they are reasonable (see ASPR 15-201.3),
alloceble (see ASPR 15-201.4), and determined to be allowable in view of the

other factors set forth in ASPR 15-201.2 and 15-205.

(b) Costs incurred as reimbursements-by>e~primo—een%ractor-t%_ 4
O e,

AN

£ o # ’ :cf v e
~a subcontractor gnder(a cost-reimbursd&ént bcont t are allowable

to the extent that allowance is consistent with the Part of this Section XV
which is appropriate to the subcontract involved. Thus, if the subcontract
is for supplies, such costg are allowable to the extent that the subcon-
tractor's costs would be allowable if this Part 2 were incorporated in the
subcontract; if the subcontract is for construction, such costs are allowsble
to the extent that the subcontractor's costs would be allowable if Part I
of this Section XV were incorporated in the subcontract.

(c) Selected items of cost are treated in ASPR 15-205. However,
ASPR 15-205 does not cover every element of cost and every situation that
might arise in a particular case. Failure to treat any ltem of cost in
ASPR 15-205 1s not intended to imply that it is either allowable or un-
allowable. With respect to all items, whether or not specificqlly covered,
determination of allowability shall be based on the principles and standards
set forth in this Part and, where appropriate, the treatment of similar or
related selected itens.

15-205 Selected Costs.

15-205.1 Advertising Costs.

(a) Advertising costs mean the costs of advertising media
and corollary administrative costs. Advertising media include magszines,

newspapers, radio and television programs, direct mall, trade papers,

-1 -
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outdoor advertising, dealer cards and window displays, conventions, exhibits,

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

allowable:

(1)

(11)

(111)

(iv)

(b)
unallowable.

15-205.2

advertising in trade and technical journals, provided

such advertising does not offer specific products or

services for sale but is placed in journals which are

valuable for the dissemination of technical informstion

within the contractor's industry;

help-wanted advertising, as set forth in ASPR 15-205.33,

when considered in conjunction with all other recruitment

costs;

costs of participation in exhibits--

(A) upon invitation of the Govermment, or

(B) which exhibits are for the purpose of disseminating
technical information within the contractor's industry;
however, such costs are not allowable under this sub-
paragraph (B) if the exhibit offers specific products
or gervices for sale;

advertising for the exclusive purpose of obtaining scarce

materials, plant, or equipment, or disposing of scrap or

surplus materials, in connection with the contract.

Except as provided above, all other advertising costs are

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

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

related collection costs, and related legal costs, are unallowable.

-12 -
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15-205.3 Bidding Costs. Bidding costs are the costs of preparing

bids or proposals on potential Government and non-Government contracts

or proJjects, including the development of engineering data and cost data
necessary to support the contractor's bids or proposals. Bidding costs
of the current accounting period of both successful and unsuccessful bids

and proposals normally will be treated as allowable indireet costs, inwhich

. event no bidding costs of past accounting periods shall be allowable in the

current period to the Government contract. However, if the contractor's
established practice is to treat bidding costs by some other method, the
results obtained mey be accepted only if found to be reasonable and equitable.

15-205.4 Bonding Costs.

(a) Bonding costs arise when the Government requires assurance
against financial loss to itself or others by reason of the act or
default of the contractor. They arise also in instances where the con-
tractor requires similar assurance. Included are such bonds as bid,
performance, payment, advance payment, infringement, and fidelity bonds.

(b) Costs of bonding required pursuant to the terms of the
contract are allowable.

(c) Costs of bonding required by the contractor in the
general conduct of his business are allowable to the extent that such bond-
ing is in accordance with sound business practice and the rates and premiums
are reasonable under the circumstances.

15-205.5 Civil Defense Costs.

(a) Civil defense costs are those incurred in planning for,

and the protection of life and property agaeinst, the possible effects of
- 13 -




DRAFT
26 June 1959

enemy attack. Reasonable costs of civil defense measures (including costs
in exeess of normal plant protection costs, first-aid training and supplies,
fire fighting training and equipment, posting of mdditional exit notices
and directions, end other approved civil defense measures) undertsken on
the contractor's premises pursuant to suggestions or requirements of civil
defense authorities are allowable when allocated to all work of the
contractor.

(b) Costs of capital assets under (a) sbove are allowable
through depreciation in accordance with ASPR 15-205.9.

(¢) Contributions to local civil defense funds and projects
are unallowable.

15-205.6 Compensation for Personal Services.

(a) General. (1) Compensation for personal services in-
cludes all remuneration paild currently or accrued, in whatever form and
whether paid immediately or deferred, for services rendered by employees
to the contractor during the period of contract:«performence. It includes,
but is not limited to, salaries, wages, directors' and executive committee
members' fees, bonuses (including stock bonuses), incentive awards, em-
ployee stock options, employée insurance, fringe benefits, and contributions
to pénsion, annuity, end management employee incentive compensation plens.
Except as otherwise specifically provided in this ASPR 15-205.6, such costs
are allowable to the extent that the total compensation of individual
employees is reasonable for the services rendered and they are not in excess
of those costs which are allowable by the Internal Revenue Code and
regulations thereuﬁder.

- 1% -
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(2) Compensation is reasonable to the extent that
the total amount paid or accrued is commensurate with compensation paid
under the contractor's estasblished policy and conforms generally to com-
pensation paid by other firms of the same size, in the same industry,
or in the same geographic area, for similar services. In the administra-
tion of this principle;, it is recognized that not every compensation
éase need be subjected in detail to the above tests. Such tests need be
applied only to those cases in which a general review reveals asmounts
or types of compensation which appear unreasonsble or otherwise out of
line. However, certain conditions give rise to the need for special
consideration and possible limitation as to allowability for contract
cost purposes where amounts appear excessive. Among such conditions
are the following:

(1) Compensation to owners of closely held
corporations, partners, sole proprietors, or
members of the immediate families thereof,

- or to persons who are contractually
committed to acquire a substantial financial
interest in the contractor's enterprise.
Determination shduld be made that such
compensation is reasonable for the actual
personal services rendered rather than a
distribution of profits.

(1i) Any change in a contractor's compensation
policy resulting in a substantial increase

in the contractor's level of compensation,

- 15 -
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particularly when it was concurrent with an
increase in the ratio of Government contracts
to other business, or any change in the
treatment of allowability of specific types of
compensation due to changes in Government
policy.

(iii) The contractor's business is such that his
compensation levels are not subject to the
restraints normally occurring in the conduct
of competitive business.

(3) Compensation in lieu of salary for services rendered
by partners and sole proprietors will be allowed to the extent that it
1s reasonable and does not constitute a distribution of profits.

(4) In addition to the general requirements set forth
in (1) through (3) sbove, certain forms of compensation are subject to
further requirements as specified in (b) through (i) below.

(b) Salaries and Wages. Salaries and wages for current

services include gross compensation paid to employees in the form of
cash, products, or services, and are allowable. However, premiums for
overtime, extra-pay shifts, and multi-shift work are allowable to the
extent approved pursusnt to ASPR 12-102.4 or permitted pursuant to
ASPR 12-102.5.

(¢c) Ceash Bonuses esnd Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,
safety awards, and incentive compensation based on production, cost re-
duction, or efficient performance, are allowable to the extent that the

- 16 -
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over-all compensation is determined to be reassonahle and such costs are
paid or accrued pursuasnt to an agreement entered into in good faith
between the contractor and the employees before the services were
rendered, or pursuant to an established plan followed by the contractor
so consistently as to imply, in effect, an agreement to meke such
payment. (But see ASPR 15-107.) Bonuses, awards and incentive
compensation when any of them are deferred are allowable to the extent

provided in (f) below.

(d) Bonuses and Incentive Compensation Paid in Stock.
Costs of bonuses and incentive compensation paid in the stock of the con-
tractor or of an affiliate are allowable to the extent set forth in (c)
above (including the incorporation of the principles of paragraph (f)
below for deferred bonuses and incentive compensation), subject to the
following additional requirements:
(i) valuation placed on the stock transferred shall
be the falr market value at the time of transfer,
determined upon the most objective basis
available; and
(i1) accruals for the cost of stock prior to the
issuance of such stock to the employees shall
be subject to adjustment according to the possi-
bilities that the employees will not receive
such stock and their interest in the accruals
will be forfeited.
Such costs otherwise allowable are subject to adjustment according to the

principles set forth in (f)(3) below. (But see ASPR 15-107.)
- 17 -
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(e) Stock Options. The cost of options to employees to

purchase stock of the contractor or of an affiliate is unallowable.

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

compensation includes all remuneration, in whatever form, for which the
employee is not paid until after the lapse of a stated period of years
or the occurrence of other events as provided in the plans, except that
it does not include normal end of accounting pe?iod accruals. It in-
cludes (i) contributions to pension, annuity, stock bonus, and profit
sharing plans, (ii) contributions to disability, withdrawal, insurance,
survivorship, and similar benefit plans, and (1ii) other deferred com-
pensgtion, whether paid in cash or in stock.

(2) Deferred compensation is allowable to the exfent

Pes il sy W
that (i) except for past service pension costs, it is for services

)
rendered during the contract period; (ii) it is, together with all other
compensation paid to the employee, reasonsble in amount; (iii) it is paid
pursuant to an agreement entered into in good faith between the contractor
end employees before the services are rendered, or pursusnt to an estab-
lished plan followed by the contractor so consistently as to imply, in
effect, an agreement to mske such payments; and (iv) for a plan which
is subject to approval by the Internmal Revenue Service, it falls within
the criteria and standards of the Internal Revenue Code and the regula-
tions of the Internal Revenue Service. (But see ASPR 15-107.)
(3) In determining the cost of deferred compensation
allowsble under the contract, appropriate adjustments shall be made for
kg a Urac
credits or gainE“@rising @u of both normal and abnormal employee

turnover, or any other contingencies that can result in a farfelture
- 18 -




b b s i 5

DRAFT
26 ‘June 1959

by employees of such deferred compensation. Adjustments shall be made
only for forfeitures which directly or indirectly inure to the benefit
of the contractor; forfeitures which inure to the benefit of other
employees covered by a deferred compensation plan with no reduction
in the contractor's costs will not normally give rise to adjustment in
contract costs. Adjustments for normal employee turnover shall be based
on the contractor's experience and on foreseeable prospects, and shall
be reflected in the amount of cost currently allowﬁble. Such adjust-
ments will be unnecessary to the extent that the contractor can demonstrate
thet its contributions take into account normel forfeitures. AdJjustments
for possible future abnormal forfeitures shsall be effected according to
the following rules:
(1) sabnormal forfeitures that are foreseesble
and which can be currently evaluated with
reasonable accuracy, by actuariel or other
sound computetion, shall be reflected by an
adjustment of current costs otherwise
allowable; and
(ii) abnormal forfeitures, not within (i)
above, may be made the subject of agreement
between the Government and the contractor
either as to an equitsble adjustment or a
method of determining such adjustment.
(¥) In determining whether deferred compensation is for
services rendered during the contract period or is for future services,

consideration shall be given to conditions imposed upon eventual payment,
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such as, requirements of continued employment, consultation after

retirement, and covenants not to compete.

(g) Pringe Benefits. TFringe benefits are allowances and services

provided by the contractor to its employees as compensation in addition to
regular wages and salaries. Costs of fringe benefits, such as pay for
vacations, holidays, sick leave, military leave, employee insurance and
supplemental employment benefit plans are allowable to the extent required by
law, employer-employee agreement, or an established policy of the

contractor.

(n) Severance Pay. See ASPR 15-205.39.

(i) Training and Education Expenses. See ASPR 15-205.hﬁﬁ

15-205.7 Contingencies.

(a) A contingency is a possible future event or condition
arising from presently known or unknown causes, the outcome of which is
indeterminable at a present time.

(v) In historical costing, contingencies are not normally
present since such costing deals with costs which have been incurred and
recorded on the contractor's books. Accordingly, contingencies are gen-
erally unallowable for historical costing purposes. However, in some
caseé, as for example, terminations, a contingency factor may be
recognized which is s&ppliceble to a past period to give recognition
to minor unsettled factors in the interest of expeditious settlement.

(c) In comnection with estimates of future costs, contin-
gencies fall into two categories:

(1) those which mey arise from presently known and

existing conditions, the effects of which are

- 20 -
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foreseegble within reasonsghle limits of accuracy;
e.8., anticipated costs of rejects and defective
work; in such situations where they exist, con-
tingencies of this category are to be included
in the estimetes of future cost so as to provide
the best estimate of performance costs, and
those which may arise from presently known or
unknown conditions, the effect of which cannot
be measured so precisely as to provide egquitable
results to the contractor and to the Government;
e.g., results of pending litigation, and other
general business risks. Contingencies of this
category are to be excluded from cost estimates
under the several items of cost, but should be
disclosed separately, including the basis upon
which the contingency 1s computed in order to
facilitate the negotiation of appropriate
contractusl coverage (see, for example, ASPR

15-205.16, 15-205.20, and 15-205.39).
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15-205.8 Contributions and Donations. Contributions and donations are

unallowable.
15-205.9 Depreciation.

(a) Depreciation is a charge to current operations which distributes
the cost of a tangible capital asset, less estimated residual value, over the
estimated useful life of the asset in a systemptic and logical manner. It
does not involve a process of veluation. Useful life has reference to the
prospective period of economic usefulness in the particular contractor's
operations as distinguished from physical life.

(b) Normal depreciation on a contractor's plant, equipment, and
other capital facllities is an allowable element of contract cqst; provided
that the amount thereof is computed:

(1) upon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the
Internal Reveme Code of 1954); or

(11) in the case of nomprofit or tax-edempt organizations,

upon & property cost basis which could have been used
by the contractor for Federal income tax purposes, had
such organizations been subject to the payment of
income tax; and in either case

(111) by the consistent application to the assets concerned
of any generally accepted acecounting method, and subject
to the limitations of the Intermal Revenue Code of 195k,
as amended, including --
(A) the straight line method;

(B) the declining balance method, using a rate not
- 22 -
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exceeding twice the rate which would bave been
used bhad the annual allowance been computed under
the method described in (A) above;
(¢) the sum of the years-digits method; and
(D) any other consistent method productive of an annual
allowance which, when added to all allowances for
the periocd commencing with the use of the property
and including the current year, does not, during the
first two-thirds of the useful. life of the property,
exceed the total of such allowances which would have
been used had such allowances been computed under the
method deseribed in (B) above.

(¢) Depreciastion should usually be allocated to the contract and
other work as an indirect cost. The amount of depreciation allowed in any
accounting period msy, consistent with the basic objectives set forth in (a)
above, vary with volume of production or use of multi-shift operations.

(d) In the case of emergency facllities covered by certificates
of nscessity, a contractor may elect to use normel depreciation without
requesting a determination of "true depreciation” or may elect to use either
normel or "true depreciation” after a determinstion of ™true depreciation” has
been made by an Emergency Facilities Depreciation Board. The method elected
mst be followed counsistently throughout the life of the emergency facility.
Where an election is made to use normal depreciation, the amount thereof for
both the emergency period and the post-emergency period shall be computed in
accordance with (b) above. Where an election is made to use "true depreciation,"

the amount allowable as depreciation:
- 23 -
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(i) with respect to the emergency period (5 years), shall be
computed in accordance with the determination of the
Emergency Facilities Depreclation Board and allocated
rateably over the full five year emergency period;
provided no other allowance is made which would duplicate

""" st L { lv.’{‘ k: [aal 73N f.i‘ 5 &(i‘tf“.\'.‘- e A

’ the fac%bfs, such 4s extraordinary obsolescence,&eea——
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p{“‘ sgijg;Inz:331uﬁ:depree&a@%6§ff§ﬁt“
(11) after the end of the emergency period, shall be computed

by distributing the remaining undepreciated portion of
the cost of the emergency facility over the balance of
its useful life (but see (e) below); provided the remaining
undepreciated bortion of such cost shall not include any
amount of unrecovered "true depreciation.”

(e) Depreciation on idle or exeess facilities shall not be allowed
except on such facilities as are reasonably necessary for standby purposes.

(f) No depreciation, rental, or use charge shall be allowed on the
contractor's assets which have been fully deprecigted when a substantial portion
of such depreciation was on a basis that represented, in effect, a recovery
thereof as a charge against Government contracts or subcontracts. Otherwise, a
reasonable use charge may be agreed upon and allowed. (But see ASPR 15-107.)

In determining this charge, consideration should be given to cost, total
estimated useful life at time of negotiation, and effect of any increased

maintenance charges or decreased efficiency due to age.

Reasonable costs of health and welfare activities, such as house publications,
health or first-ald cliniecs, recreational activities, and employee counseling
services, incurred, 1n accordance with the contractor's established practice

24~
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or custom in the industry or area, for the improvement of working conditionms,
employer-employee relations, employee morale, and employee performasnce, are
allowable. Income generated from any of these activities shall be credited
to the costs thereof unless such income has been irrevocably set over to
employee welfare organizations.

15-205.11 Entertaimment Costs. Costs of ammsement, diversion, social

activities and incidental costs relating thereto, such as meals, lodging,
rentals, transportation, and gratuities, are unallowable (but see ASPR
15-205.10 and 15-205.42).

15-205.12 Excess Facllity Costs. Costs of maintairning, repairing, and

housing idle and excess contractor-owned facilities, except those reasonably

~ necessary for stendby purposes, are unallowable. Any costs of excess plant

capaeity reserved for defense mobilization produetion which are to be pald

for by the Govermment should be the subject of a separate coutract.
ofF FINES HNY FWplrigs
15=205.13 Fines and Penalties. Costs/‘resulting from violations of, or

fallure of the contractor to comply with, Federal, State, and local laws and
regulations are unallowable except when incurred as a result of compliance
with specific provisions of the contract, or imstructions in writing from
the contracting officer.

15-205.14% Food Service and Dormltory Costs snd Credits. Food and

dormitory services include operating or furnishing facllities for cafeterias,
dining rooms, canteens, lunch wagons, vending machines, living accomodations
or simllar types of services for the contractor's employees at or near the

contractors's facilities. Reasonsble losses from the operation of such
services are allowable 1f they are allocated to all activities served. Profits

- 25 -
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(except profits irrevocably set over to an employee welfare organization of
the contractor in amounts reasonably useful for the benefit of the employees
at the site or sites of contract performance) accrulng to the contractor from
the operation of these services, whether operated by the contractor or by a
concessiona.ire; shall be treated as a credit, and sllocated to &ll activities
served.

15-205.15 Fringe Benefits (See ASPR 15-205.6(g))
15-205.16 Insurance and Indemmification.

(a) Insurance includes (i) insurance which the contractor is
required to carry, or which is approved, under the terms of the contract, and
(11) any other insurance which the contractor maintains in connection with the
general conduet of his business.

(1) Costs of inswrance required or approved, and maintained,
pursuant to the contract, are allowable.

(2) Costs of other insurance maintained by the contractor in
connection with the general conduct of his business are allowable subject to
the followlng limitations:

(1) types and extent of coverage shall be in accordance
with sound business practice and the rates and
prexiums shall be reasonable under the circumstances;

(11) costs allowed for business interruption or other

simllar insurance shall be limited to execlude coverage
of profit;

(111) coste of insurance or of any provision for a reserve
d covering the risk of loss.or, o§" damege to Government

property are allowable only to the extent that the
- % -
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contractor is llable for such loss or damsge and
such insurance or reserve does not cover loss or
damege which results from willful misconduct or
lack of good falth on the part of any of the
contractor's directors or officers, or other
equivalent representatives, who has supervision
or direction of (A) all or substantially all of
the contractor's business, or (B) all or sub-
stantially all of the contractor's cperations

at any one plant or separate location in which
the contract is belng performed, or (C) a separate
and complete major industrial operation in con-
nection with the performance of the contract,
provisions for a reserve under an approved self-
1nsurence program are allowable to the extent that
the types of coverage, extent of coverage, and the
rates and premiums would have been allowed ha?
insurance been purchased to cover the risks; and
costs of lnsurance on the lives of officers,
partners; or proprietors are aJ.lowa.'ble:'éfo%he
extent that the insurance represents additional

compensation (see ASFR 15-205.6).

(3) Actual losses which could have been covered by permissible

— lowable unless expressly provided for in the contract, except:

- 27 -
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(1) costs incurred because of losses not covered under
nominal deductible inswrance coverage provided in
keeping with sound business practice, are allowable;
and

(11) minor losses not covered by insurance, such as spollage,
breakage, and disappearance of small hand tools, which
occeur in the ordinary course of doing business, are
allowable.
(v) Indemmification includes securin(g{the contractor against liabili-
ties to third persons andl:\gtl;er loss;i n:;j .;;;g;’)e’:;.sated by insurance or otherwise. *
The Govermment 1s obligated to indemmify the contractor only to the extent ex-
pressly provided for in the comtract, except as provided in (a)(3) above.

Other oW Breldtel o/t o fﬂ?y
RnE0-t] Jmerset exd Financlal Costs. Interest A(however repre-

sented), bond discounts, costs of financing and refinancing operations, legal

and professional fees pald in connection with the preparation of prospectuses,
costs of preparation and issuance of stock rights, and costs related thereto,

are unallowable except for interest assessed by State or local taxing author-
ities under the conditions set forth in ASPR 15-205.41. (But see ASPR 15-205.2h.)

15-205.18 Labor Relations Costs. Costs incurred in maintaining satisfactory

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

‘stewards, labor mansgement commlttees, employee publications, and other

related activities, are allowable.

15-205.19 Losses on Qther Contracts. An excess of costs over income under

any other contract (including the contractor's contributed portion under cost-
shering contracts), whether such other contramet is of a supply, research and

development, or other nature, is unallowable.
- 28 -
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15-205.20 Maintenance and Repalr Costs.

(a) Costs necessary for ‘the upkeep of property (including Government
property unless otherwlse provided for), which neither add to the permanent
velue of the property nor appreclably prolong 1ts intended life, but keep 1t
in an efficient operating condition, are to be treated as follows (but see
ASPR 15-205.9): '

(1) normal maintenance and repalr costs are alloweble;

(11) extraordinary maintenance and repair costs ara allowable,
provided such are allocated to the periods to which appli-
cable for pwrposes of determining conmtract costs. (But
see ASPR 15-107.)

(v) Expenditures for plant and equipment, including rehabilitation
thereof, which, according to generally accepted accounting principles as applied
under the contractor's established policy, should be capitalized and subjected
to depreciation are al.lowa.ble only on & depreciation basis.

15-205.21 Memufacturing and Production Engineering Costs. Costs of memu-

facturing and production engineering, including engineering activities in con-
nection with the following, are allowable;

(1) current manmufacturing processes such as motion and time
study, methods analyeis, Job analysis, and tool design and
improvement; and

(11) cwrent production problems, such as materials analysis for
production suitability and component design for purposes of

simplifying production.
15-205.22 Material Costs.

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

parts, subassemblies, components, and manufacturing supplies, whether purchased
- 29 -
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outside or mamfactured by the contractor, and mey include such collateral items
as inbound transportation and intransit insurance. In computing material costs
consideration will be glven to reasonable overruns, spoilage, or defective work
(eoncerning correction of defective work, see the provisions of the contract
relating to inspection and correction of defective work). These costs are
allowable subject, however, to the provisions of (b) through (e) below.

(b) Costs of materiel shall be sultably adjusted for applicable
portions of income and other credits, including avallable trade discounts,
refunds, rebates, allowances, and cash dlscounts, and credits for scrap and
salvage and material returned to vendors. Such income and other credits shall
either be credited d:l.z:ectly to the cost of the material involved or be allocated
(as credits) to indirect costs. However, where the contractor can demonstrate
that failure to take cash discounts was due to reasonable circumstances, such
lost discounts need not be so credited.

(c) Reasonable adjustments arising from differences between periodic
physical lnventories and book inventories may be included in arriving at costs,
provided such adjustments relate to the period of performence of the contract.

(d) When the materials are purchased specifically for an}?identiﬁable
solely with performance under & contract; the actual purchase cost thereof should
be charged to the contract. If material 1s issued from stores, any generally
recogni zed method of pricing such material 1s acceptable if that method is con-
sistently applied and the results are equitable. When estimates of material
costs to be incurred in the future are required, either current market price or
antlicipated acquisition cost may be used, but the basis of pricing must be

disclosed.

- 30 -
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(e) Charges for materials, services, and supplies sold or transferred
between plants, divisions or organizations, under a common control, ordinarily
shall be allowable to the extent of the lower of cost to the transferor or current
market price. However, a departure from this basis i1s permissible where (1) the
item 18 regularly manufactured and sold by the contractor through commercial
channels and (ii) it is the contractor's long-established practice to price
inter-organization transfers at other than cost for commercial work; provided
that the charge to the contract is wmot in excess of the transferor's sales
price to 1ts most favored customer for the same item in like quantity, or the
current market price, whichever is lower.

15-205.23 Orgeanization Costs. Expenditures, such as incorporation fees,

attorneys' fees, accountants' fees, brokers' fees, fees to promoters and
" organizers, in connection with (1) organization or reorganization of a business,
or (11) raising capital, are unallowable.
15-205.24 Other Business Expemses. Included in this item are such wecurring

eXpenses as reglstry and transfer charges resulting from changes in ownership
of securities issued by the countractor; cost of shareholders' meetings, normal
proxy solicitations, preparation and publication of reports to shareholders,
preparation and submission of required reports arnd forms to taxing and other
regulatory bodies; and incidental costs of directors and committee meetings.
/ﬁe above and similar costs are allowable when allocated on an equitable basis.
15-205.25 Overtime, Extra-Pay Shift and Malti-Shift Premdums. Premdums

for overtime, extra-pay shifts, and mlti-shift work are allowable to the
extent approved pursuant to ASPR 12-102.4, or permitted pursuant to ASPR
12-102Q5o
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15-205.26 Patent Costs. Costs of preparing disclosures, reports, and

other documents required by the contract and of searching the art to the extent

necessary to make such invention disclosures, are allowable. TIn accordance with

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

end any other patent costs, in connection with the filing of a patemt application

where title is conveyed to the Govermment, are allowable. (See ASPR 15-205.36).
15-205.27 Pension Plans. See ASPR 15-205.6.

15-205.28 Plant Protection Costs. Costs of items such as (1) wages,

uniforms, and equipment of persomnel engaged in plant protectien, (11)
depreciation on plant protection capital assets, and (iil) necessary expenses
to comply with military security requirements, are allowable.

15-205.29 Plant Reconversion Costs. Plant recomnversion costs are those

_incwrred in the restoration or rehabllitation of the contractor's facilitiles

to approximately the same condition existing ipmediately prior to the commence-
ment of the militery contract work, fair wear and tear excepted. Reconversion
costs are unallowable except for the cost of removing Government property and
the restoration or rehabilltation costs caused by such removal. However, in
special circumstances where equity so dictates, additional costs may be allowed
to the extent agreed upon before the costs are incwrred. Whenever such costs are
glven consideration, care should be exercised to avoid duplication through allow=
ance as contingencies, as additional profit or fee, or in other contracts.

15-205.30 Precontract Costs. Precontract costs are those inewrred prior to

the effective date of the contract directly pursuant to the negotiation and in
anticipation of the award of the contract where such incwrrence is necessary
to comply with the proposed contract delivery schedule. Such costs are allow-

" -able to the extent that they would have been allowable if incurred after the

date of the contract. (But see ASPR 15-107.)
- 32 -
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costs, incurred'in connection with patent infringement litigation, are unallow-
able unless otherwise provided for in the contract.

15-205.32 Profits and Losses on Disposition of Plant, Equipment, or Other
Capital Assets. Profits or losses of any natwure arising from the sale or
exXchange of plant, equipment, or other ¢apital assets, including sale or
exchange of elther short or long term investments, shall.be excluded in

computing contract costs (but see ASPR 15-205.9(b) as to basis for depreciation).

15-205.33 Recrulting Costs. Costs of "help wanted" advertising, operating

costs of an employment office necessary to secure and maintain an adequate
labor foree, costs of operating an aptitude and educational testing program,
travel costs of employees while engeged in recrulting persomnel, and travel
costs of applicants for interviews for prospective employment are allowable.
Where the contractor uses employment agencies, costs not in excess of standard
commercial rates for such services are also allowable. Costs of special bene-
fits or emoluments offered to prospective employees beyond the standerd prac-
tices in the Industry are unallowable.

15-205.34 Rental Costs (Including Sale and Leaseback of Facilities).

(a) Rental costs of land, bullding, and equipment and other
personal property are allowable if the rates are reasonable in light of such
factors as rental costs of comparable facilities and market conditions in
the area, the type, life expectancy, condition, and value of the facilities
leased, options available, and other provisions of the rental agreement.
Application of these factors, imn situations where rentals are extensively
used, may involve among other considerations, comparison of rental costs with
the amount which the contractor would have received had it owned the facilities.
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15-205.3L Professional Service Costs - Legal, Accounting, Engineering,
and Other, .

(a) Costs of professional services rendered by the members of &

particular profession who are not employees of the comtractor are allowable,
subject to (b) aud (ec) below, when reasonsble in relation to the services
rendered and when not contingent upon recovery of the costs from the Goverament
(but see ASPR 15-205.23.)
(b) Factors to be considered in determining the allowability of costs
in a partiecular case include:
(1) the past pattern of such costs, particularly in the years
prior to the award of Govermment contracts;
(i1) the impact of Govermment contracts on the contractor's
business (i.e., what new problems have arisen);
(111) the nature and scope of mansgerial services expected of
the contractor's own organizations; and
(iv) whether the proportion of Goverument work to the con-
tractor's total business is such as to influence the
contractor in favor of incurring the cost, partiecularly
where the services rendered are not of a contimiaing
nature and have little relationship to work under
Govermment contracts.
Retainexr fees to be allowable must be reasonably supported by evidence of bona
fide services:aveilable or rendered.
(e) Costs of legal, accounting, and consulting services, and related

eosts, incurred in connection with organization and reorganization, defense of

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

unallowable. Coste of legal, accounting, and consulting services, and related
- 33 -
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(b) Charges in the nature of rent between plants, divisions, or
organizations under common control are allowable to the extent such charges do
not exceed the normal costs of ownership, such as depreciation, taxes, insurance,
and maintenance; provided that no part of such costs shall duplicate any other
allowed costs.

(¢) Unless otherwise specifically provided in the contract, rental
costs specified in sale and leaseback agreements, incurred by contractors through
selling plant facilities to investment organizations, such as insurance companies,
or to private investors, and concurrently leasing back the same facilities, are
allowable only to the extent that such rentals do not exceed the amount which the
contractor would have received had it retained legal title to the facilities.

(d) The allowability of rental costs under unexpired leases in con-
nection with terminations is treated in ASPR 15-205.42(e).

15-205. Regearch and Development Costg. .

(a) Basic research, for the purpose of this Part 2, is that type of
research which is directed toward increase of knowledge in science. In such
research, the primary aim of the investigator is a fuller knowledge or under-
standing of the subject under study, rather than any practical application thereof.
Applied research, for the purpose of this Part 2, consists of that type of effort
which (i) normally follows basic research, but may not be severable from the
related basic research, (ii) nagzégg;gé:eé£e;%s to determine and expand the
potentialities of new scientific discoveries or improvements in technology,
materials, processes, methods, devices, and techniques, and (iii) @Qégégéﬁﬁéﬁ" -
efforts to "advance the state of the art." Applied research does not include
any guch efforts when their principal aim is the design, development, or test of
Mhspecific articles or services to be offered for sale, which are within the
definition of the term development as hereinafter provided.

-35-
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(b) Development is the systematic use of scientific knowledge
which 1s directed toward the production of, or improvements in, useful products
to meet specific performence requirements, but exclusive of manufacturing and
production engineering.

(e) A contractor's independent research and development is that
research and development which is not spomsored by & contract, grant, or
other arrangement.

(d) A contractor's coste of independent research as defined in
(a) and (c) above shall be allowable as indirect costs (subject to paragraph
(n) below), provided they are allocated to all work of the contractor).

(e) Costs of contractor®s independent development, as defined in
(b) and (c) above (subject to (h) below), are allowable to the extent that
such development is related to the product lines for which the Government
hae contracts, provided the costs are reasonable in amount and are allocated
&8s indirect costs to all work of the contractor on such conixeet prod.uct lines. -
In cases where a contfa.ctor'e ‘normal course of business does not imvolve pro-
duction work, the cost of independent development is allowable to the extent
that such development is related and allocated as an indirect cost to the field
of effort of Government research and development contracts.

(£) Independent resesrch end development costs shall include an
amount for the absorption of their appropriate share of indirect and adminis-
trative costs; unless the contractor, in accordance with its accounting
practices consistently applied, treats such costs otherwise.

(g) Research and development costs (including amounts capitalized),
regardless of their nature, which were incwrred in accounting periods prior to
the award of a particular contract; are unallowable except where allowable as

precontract costs (see ASPR 15~-205.30).
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(h) The reasonableness of expenditures for independent research
and development should be determined in light of all pertinent consideration
such as previous contractor research and development activity, cost of past
programs and changes in sclence and technology. Such expenditures should be
pursusnt to a broad planned program, which 1s reasonable in scope and well
managed. Such expenditures (especially for development) should be scrutinized
with great care in connection with contractors whose work ls predominantly or
substantially with the Govermment. Advance agreements as described in
ASPR 15-107 are particularly important in this situation. In recognition
that cost sharing of the contractor's independent resesrch and development
progran may provide motivation for more efficient accomplishwent of such
'pcrogram, it is desirable in some cases that the Government bear less than an
allocable share of the total cost of the program. Under these circumstances,
the following are among the approaches which may be used as the basis for
agreement: (1) review of the comtractor's proposed independent research and
development program and agreement to accept the allocable costs of specific
projects; (i1) agreement on a maximm dollar limitation of costs, an allocable
portion of which will be accepted by the Govermment; (11i) an agreement to
accept the allocable share of & percentage of the contractor's planned research
and development progran.

15-205.36 Royalties and Other Costs for Use of Patents.

(a) Royalties on & patent or amortizatlon of the cost of acquiring
by purchase a patent or rights thereto, necessary for the proper performance
of the contract and applicable to contract products or processes, are allowable
unless:
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(1) the Government has a license or the right to free use
of the patent;

(i1) the patent has been adjudicated to be invalid, or has
been administratively determined to be invalid;

(111) the patent is considered to be unenforceable; or

(iv) the patent is expired.

(b) Special care should be exercised in determining reasonableness
where the royalties may have been arrived at as a result of less than arm's
length bargaining; e.g.:

(1) royelties paid to persomns, including corporations,
affiliated with the contractor;

(11) royalties paid to wnaffiliated parties, including
corporations, under an agreement entered into in
contemplation that a Govermment contract would be
awarded; or

(1i1) royalties paid under an agreement entered into after
the award of the contract.

(e) In any case involving & patent formerly owned by the comtractor,
the am unt of royalty allowed should not exceed the cost which would have been
allowed had the contractor retalned title thereto.

(d) See ASPR 15-107, regarding advance understandings.

15-205.37 Selling Costs.

(a) Selling costs arise in the merketing of the contractor's products
and ineclude costs of sales promotion, megotiation, liaison between Govermment

.~ Trepresentatives and contractor®s personnel, and other related activities.

- 38 -
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(b) Selling costs are allowable to the extent they are reasonable
and are allocable to Govermment business (but see ASPR 15-107 and 15-205.1).
Allocability of selling costs will be determined in the light of ressonsble
benefit to the Government arising from such activities as technical, consulting,
demonstration, and other services which are for purposes such as spplication
or adaptation of the contractor's products to Government use.

(¢) Notwithstanding (b) above, salesmen's or egents® compensation,
fees, commlssions, percentages, or brokerage fees, which are eontingent upon
the award of contracts, are allowable only when pald to bona fide employees
or hona fide established commercial or selling agencies maintained by the
contractor for the purpose of securing business.

15-205.38 Service and Wexranty Costs. Such costs include those arising

from fulfillment of apy contractual obligation of a contxactor to provide
services, such as installation, tralning, correcting defects in the products,
replacing defective parts, making refunds in the case of inadequate performance,
ete. When not inconsistent with the terms of the contract, such service and
warrar by costs are allowable. However, care should be exercised to avoid
duplic ition of the allowance as an element of both estimated product cost

and r k.

15-205.39 Severance Pay.

(a) Severance pay, also commonly referred to as dismissal wages,
is & pagyment in addition to regular salaries and wages, by contractors to
workers whose employment is being terminsted. Costs of severance pay are
allowable only to the extent that, in each case, it 1s required by (i) law,

(i1) employer-employee agreement, (iii) established policy that constitutes,

in effect, an implied agreement on the contractor's part, or (iv) circumstances
-39 -
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of the particular employment.

(b) Costs of severance paymehts are divided into two categories

as follows:

(11)

actual normal turnover severance payments shall be
allocated to all work performed in the contractor's
plant; or, where the contractor provides for accrual
of pay for normal severances such method will be
acceptable if the amount of the accrual is reasonable
in 1light of payments actually made for normal
severances over a representative past feriod, and if
amounts accrued are allocated to all work performed

in the contractor's plant; and

abnormal or mass severance pay is of such a conjectural
nature that measurement of cost by means of an accrual
will not achieve equity to both parties. Thus accruals
for this pufpose are nat allowable. However, the
Government rgcognizes its obligation to participate,

to the extent of its fair share, in any specific
payment. Thus, allowability will be considered on a

case-by-case basis in the event of occurrence.

15-205.40 S8pecial Tooling Costs. The term "special tooling" means

all Jjigs, dies, fixtures, molds, patterns, special taps, special gauges,

special test equipment, other special equipment and manufacturing aids,

and replacements thereof, acquired or manufactured by the contractor for

use dn the performance of a contract, which are of such a speciglized

nature that, without substantial modification or alteration, their use

is limited to the production of such supplies or parts thereof, or the

- 40 -
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performance of such services, as are pecullar to the needs of the Government.
The term does not include: (i) items of tooling or equipment acquired by

the contractor prior to the contract, or replacements thereof, whether
-or not altered or adapted for use in the performance of the contract,

(ii) consumable small tools, or (iii) general or special machine tools,

or similar capital items. The cost of special tooling, when acquired

for and its usefulness is limited to one or more Government contracts,

is allowable and shall be allocated to the specific Government contract

or contracts for which acquired.

15-205.41 Taxes.

(a) Texes are charges levied by Federal, State, or local govern-
ments. They do not include fines and penaltles except as otherwise provided
herein. In general, taxes (including State and local income taxes) which the
contractor 1s required to pay and which are paid or accrued in accordance
with generally accepted accounting principles are allowable, except for:

(1) Federal income and excess profits taxes;
(1i) taxes in comnection with financing, refinancing or
refunding operations (see ASPR 15-205.17);

(i1i) taxes from which exemptions are available to the
contractor directly or available to the contractor
based on an exemption afforded the Government except
when the contracting officer determines that the
administrative burden incident to obtaining the
exemption outweilghs the corresponding benefits

accruing to the Govermment; and

- 41 -

st b ot i i 1 O U e



DRAFT
26 June 1959

(iv) special assessments on land which represent capital
improvements.
(b). Taxes otherwise allowable under (a) above, but upon which a
claim of illegality or erroneous assessment exists, are allowable; provided
that the contractor prior to payment of such taxes:
(i) promptly requests'instfuctions from the contracting
officer concerning such taxes; and
(11) takes all action directed by the contracting officer arising

out of (b)(i) above or an independent decision of the

Government as to the existence of a claim of illegality

or erroneous assessment, including cooperation with and for

the benefit of the Government to (A) determine the legality

of such assessment or, (B) secure a refund of such taxes.
Reasonable costs of any such action undertaken by the contractor at the direction
or with the concurrence of the contracting officer are allowable. Interest and
penalties iﬁcurred by a contractor by reason of the nonpayment of any tax gt the
direction of the contracting officer or by reason of the failure of the contracting
officer t assure timely direction after prompt request therefor, are also
allowable

(c) Any refund of taxes, interest, or penalties, and any payment to

the contractor of interest thereon, attributable to taxes, interest, or penalties
which were allowed as contract costs, shall be credited or paid to the Government
in the manner directed by the Govermment, provided any interest actually paid or
credited to a contractor incident to a refund of tax, interest or penalty shall
be paid or credited to the Government only to the extent that such interest
accrued over the period during which the contractor had been reimbursed by the
Governmen? for the taxes, interest or penalties.
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15-205.42 Termination Costg. Contract terminations generally give
rise to the incurrence of costs, or the need for specisl $reatment of costs,
which would not have arisen had the contract not been terminated. Cost
principles covering these items are set forth below. They are to be used in
conjunction with the remainder of this Part in termination situations.

(a) Common JItems. The cost of items reasonably usable on the
contractor's other work shall not be allowable unlgss the contractor submits
evidence that it could not retain such items at cost without sustaining a loss.
In deciding whether such items are reasonably usable on other work of the con-
tractor, the contracting officer should consider the contractor's plans and
orders for current and scheduled production. Contemporaneous purchases of
common items by the contractor shall be regarded as evidence that such items
are reasonably usable on the contractor's other work. Any acceptance of common
items as allocable to the terminated portion of the contract should be limited
to the extent that the quantities of such items on hand, in transit, and on
order are in excess of the reasonable quantitative requirements of other work.

(b) Costs Continuing After Termination. If, in a particular case,
despite a' 1 reasonable efforts by the contractor, certain costs cannot be dis-
continued immediately after the effective date of termination, such costs are
generally allowable within the limitations set forth in this Part, except that
any such costs continuing after termination due to the negligent or wilful
failure of the contractor to discontinue such costs shall be considered
unallowable.

(¢) Initial Costs, including starting load and preparatory costs,

are allowable, subject to the following:

-43-

b e 8 O s s s i A B S B S R DN R



DRAFT
26 June 1959

(1) Starting load costs are costs of a non-recurring nature
arising in the early stages of production and not fully absorbed because of
the termination. Such costs may inelude the cost of labor and material,
and related overhead atiributable to such factors as

(1) excessive spoilage resulting from inexperienced labor,
(11) idle time and subnormal production occasioned by
testing and changing methods of processing,
(111) employee training, and
(iv) unfamiliarity or lack of experience with the product,
materials, manufacturing processes and techniques.

(2) Preparatory costs are costs incurred in preparing to
perform the terminated contract, including costs of initial plant
rearrangement and alterations, management and personnel organization, pro-
duction planning and similar activities, but excluding special machinery
and equipment and starting load costs.

(3) If initial costs are claimed and have not been segregated
on the contractor's books, segregation for settlement purposes shall be
made from cost reports and schedules which reflect the high unit cost
incu red during the early stages of the contract.

(4) When the settlement proposal is on the inventory basis,
initial costs should normally be allocated on the basis of total end
items called for by the contract immediately prior to termination;
however, if the contract includes end items of a diverse nature, some

other equitable basis may be used, such as machine or labor hours.

—hdy-
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(5) When initial costs are included in the settlement proposal

as a direct charge, such costs shall not also be included in overhead.

(6) Initial costs attributable to only one contract shall not

be allocated to other contracts.

(d) Loss of useful value of special tooling, special machinery and
eguipment is generally allowable, provided -

(1)

(11)

(111)

such special tooling, machinery or equipment

is not reasonably capable of uss in the other
work of the contractor;

the interest of the Government is protected by
transfer of title or by other means deemed appro-
priate by the comtracting officer; and ’

the loss of useful value as to any one terminated
contract is limited to that portion of the acquiasi~
tion cost which bears the same ratio to the total
acquisition cost as the terminated portion of the
contract bears to the entire terminated contraeb

and other Govermmemt contracts for which the special

tooling, special machine;y and equipment was acquired,

(e) Reptal costs under unexpimad leases are generally allowable

where clearly shown to have been reasonably necessary for the performance

of the terminated contract, less the residual value of such leases, if -

(1)

the amount of such rental claimed does not exceed

the reasonable use values=ef the property leased for
the period of the contruet and such further period as
may be reasonable; and

-5
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(1i) the contractor makes all reasonable efforts to
terminate, assign, settle, or otherwise reduce
the cost of such lease.
There also may be included the cost of alterations of such leased property,
provided such alterations were necessary for the performance of the contract,
and of reasonable restoration required by the provisions of the lease.
(f) settlement expenses including the following are generally
allowable:
(1) accounting, legal, clerical, and similar costs ‘reasonably
necessary for -
(1) the preparation and presentation to contracting
officers of settlement claims and supporting
- data with respect to the terminated portion of
the contract, and
(11) the termination and settlement of subcontracts; and
(2) reasonable costs for the storage, transportation, pro-
tection, and qisposition of property acquired or produced for the contract.
.g) Subcontractor claims, including the allocable portion of claims
which are :ommon to the contract and to other work of the contractor are
generally illowable.
15-205.43 Trade, Business, Technical and Professional Activity Costs.
(a) Memberships. This category includes costs of memberships in
trade, business, technical, and professional organizations. Such costs are
allowable.
(b) Subscriptions. This item includes cost of subscriptions to
/mmarade, business, professional, or technical periodicals. Such costs are
allowable.
=46
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(¢) Meetings and Conferences. This item includes cost of meals,
transportation, rental of facilities for meetings, and costs incidental
thereto, when the primary purpose of the incurrence of such costs is the
dissemination of technical information or stimulation of production. Such
costs are allowable.

15-205.44 Traipink and Fducational Costs.

(a) Costs of preparation and maintenance of a program of instruc-
tion at noncollege level, designed to increase the vocational effectiveness
of bona fide employees, including training materials, textbooks, salaries or
wages of trainees (excluding overtime compensation which might arise there-
from), and

(1) salaries of the director of training and staff when the
training program is conducted by the contrgetqr; or
(11) +tuition and fees when the training is in an

institution not operated by the contractor;
are allowable.

(b) Costs of part-time education, at an under-graduate or
post-gradr ite college level, related to the Job requirements of bona fide
smployees, including only:

(i) +training materials;

(i1) textbooks;

(1i1) fees charged by the educational institution;

(iv) tuition charged by the educational institution, or
in lieu of tuition, instructors' salaries and the
related share of indireect cost of the educational
institution to the extent that the sum thereof is
not in excess of the tuition which would have
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been paid to the participating educational institu-
tion; and

(v) straight-time compensation of each employee for time
spent attending classss during working hours not in
excess of 156 hours per year where circumstances do
not permit the operation of classes or attendance at
classes after regular working hours;

are allowable.

(e) Costs of tuition, fees, training materials and textbooks
(but not subsistence, salary, or any other emoluments) in connection with
fulltime scientific and engineering education at a post-graduate (but not
under-graduate) college level related to the job requirements of bona fide
employees for a total period not to exceed one school year for each employee
so trained, are allowable. In unusual cases where required by military
technology, the period may be extended.

(d) Maintenance expense, and normal depreciation or fair rental,
on facilities owned or leased by the contractor for training purposes are
allowable to the extent set forth im ASPR 15-205.20, 15-205.9, and 15-205.34,
respective ty.

(e) Grants to educational or training institutions, including
the donation of faeilities or other properties, scholarships or fellowships,
are considered contributions and are unallowable.

15-205.45 Trapsportation Cogts. Transportation costs include freight,
express, cartage, and postage charges relating either to goods purchased, in
process, or delivered. These costs are allowable. When such costs can readily

be identified with the items involved, they may be directly costed as
-/8-
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transportation costs or added to the cost of such items (see (22) above).
Where identification with the materials received cannot readily be made,
inbound transportation costs may be chayged to the appropriate indirect
cost accounts if the contractor follows a consistent, equitable procedure
in this respect. Outbound freight, if reimbursable under the terms of the
contract, shall be treated as a direct cost.

15-205.46 Travel Costs.

(a) Travel costs include costs of transportation, lodging, sub-
sistence, and incidental expenses, incurred by contractor personnel in a
travel status while on official company business.

(b) Travel costs may be based upon actual costs incurred, or
on a per diem or mileage basis in lieu of actual costs, or on a combination
of the two, provided tbe method used does not regult in an unreasonable charge.

(¢) Travel costs incurred in the normal course of over-all
administration of the business are allowable and shall be treated as in-
direct costs.

(d) Travel costs directly attributable to specific contract
performanc 2 are allowable and may be charged to the contract in accordance
with the ; rinciple of direct costing (See ASPR 15-202).

(e) Necessary, reasonable costs of family movements and personnel
movements of a special or mass nature are allowable, subject to allocation
on the basis of work or time period benefited when appropriate. (But see
ASPR 15-107).
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Part 6 - Guidelines for Application in the Negotiation
and Administration of Fixed-Price Type Contracts
and in the Negotiation of Termination Settlements

15-600 Scope of Part. This Part provides guidance for the use of
Parts 2, 3 and 4 of this Section XV (1) in the evaluation of costs in pricing
of negotiated fixed-price type contracts and subcontracts in those instances
where such evaluation is required to establish prices for such contracts and
(11) in the negotiation of termination settlements.

itiopn of Fixed-Price C . "Fixed-price type"

‘econtracts include, for purpose of this Part, the following:

(1) firm fixed-price contracts (ASFR 3-403.1)
(i1) fixed-price contracts with escalation (ASPR 3-403.2)
(111) fixed-price contracts providing for the redetermination
of price (ASPR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3-403.4)
(v) non-cost-reimburgaple portion of time and materials
contracts (ASPR 3-405.1)
‘vi) labor-hour contracts (ASPR 3-405.2)
15-612 Basic Considerations. (a) Under fixed-price type contracts,
the negot ated price is the basis for payment to a contractor whereas allowable
costs are the basis for reimbursement under cost-reimbursement type contracts.
Accordingly, the policies and procedures of ASPR Section III, Part 8, are
governing and shall be followed in the negotiation of fixed-price type contracts.
Cost and accounting data may provide guides for ascertaining fair compensation
but are not rigid measures of it. Other types of data, criteria, or standards

may furnish equally reliable guides to fair compensation. The ability to apply
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Y Sl B v



DRAFT
26 June 1959

standards of business judgment as distinct from strict accounting principles
is at the heart of a negotiated price oé settlement.

(b) Among the different types of fixed-price type contracts, the
need for cemsideration of costs varies considerably as indicated below:

(i) Retrospective Pricing and Settlemepts. In negotiating
firm fixed prices or settlements for work which has been
completed at the time of negotiation (e.g., final nego-
tiations under fixed-price incentive contracts, redeter-
mination of price gfter completion of the work, or
negotiation of a settlement agreement under a contract
terminated for the conveniepce of the Government), the
treatment of costs is a major factor in arriving at the
amount of the price or settlement. However, even in
these situations, the finally agreed price or settle-
ment may represent something other than the sum total
of acceptable costs plus profit, since the final price
accepted by edch party does not necessarily reflect
agreement on the evaluation of each elgment of cost,
but rather a final resolution of all issues in the
negotiation process.

(ii) Forward Pricing. The extent to which costs influence
forward pricing waries greatly from case to case. In
negotiations covering future work, actual costs cannot
be known and the importance of cost estimates depends
on the circumstances. The contracting officer must
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consider all the factors affecting the reasonableness
of the total proposed price, such as the techniecal,
production or financial risk assumed, the complexity
of work, the extent of competitive pricing, and the
contractor's record for efficiency, economy and
ingenuity, as well as available cost estimates. He
must be free to bargain for a total price which
equitably distributes the risks between the contractor
and the Governmént and provides incentives for efficiency
and cost reduction. In negotiating such a price, it is
not possible to identify the treatment of specific cost
elements since the bargaining is on a total price basis.
Thus, while cost data is often a valuable aid, it will not
control negotiation of prices for work to be performed, or a
target price under an incentive contract.
15-603 Cost Pripciples and Their Use. (a) When, pursuant to ASPR 15-602,
costs are to be considered in the negotiation of fixed-price type contracts,
the approj ~iate Part of this Section XV shall be used as a guide in the
evaluatior of cost data required to establish a fgir and reasonable price in
conjunction with other pertinent considerations as set forth more fully in
ASPR Section III, Part 8, and - in the case of negotiated termination settlements -
Section VIII, Part 3.

(b) 1In retrospective pricing, whenever an occasion arises in which
acceptability of a specific item of cost becomes an issue, the appropriate part
-of this Section XV will serve as & gulde for the contracting officer in his
conduct of negotiations.
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(¢) In applying this Section XV to fixed-price contracts,
contracting officers wills (i) not be expected to negotiate agreement on
every individual element of cost; and (i1) be expected to use their’ judgment
as to the degree of detail in which they consider the individual elements of
cost in arriving at their evaluation of total cost, where such evaluation is
appropriate. However, the negotiation record should fully substantiate and
justify the reasoning leading to any negotiated price.
(d) 1In order to permit the proper evaluation of cost data
submitted by contractors for use 1ln negotiating prices, it may be necessary
to ‘obtain breakdowns or account analyses in respect to some cost items

particularly those whose treatment may be dependent upon special circumstances

-.28 stated in the principles. Contractors will be expected to be responsive

to reasonable requests for data of this kind.
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Part 2

Cost Principles Applicable to the Settlement of Terminated

Contracts. In the consideration of costs incident to the

negotiation of termination settlements, the cost principles
and procedures in the applicable Part of ASPR, Section XV,
shall be used as a gulde in conjunction with those set
forth below:

(i) Common Items. The cost of items reasonably

usable on the contractor's other work shall

not be considered acceptable unless the
contractor submits evidence that it could

not retain such items at cost without sustaining
a loss. In deciding whether such items are
reasonably usable on other work of the contractor,
the contracting officer should consider the
contractor's plans and orders for current and
scheduled production. Contemporaneous purchases
of common items by the contractor shall be
regarded as evidence that such items are
reasonably usable on the contractor's otherwork,
Any acceptance of common items as allocable

to the terminated portion of the contract should
be limited to the extent that the quantities

of such items on hand, in transit, and on order
are 1in excess of the reasonable gquantitative
requirements of other work.

2



(ii) Costs continuing after temmination. If in a

particular case, despite all reasonable
efforts by the contractor, certain costs
cannot be discontinued immediately after the
effective date of termination, such costs

are generally acceptable within the limita-
tions set forth in ASPR XV, and this
paragraph 8-213, except that any such costs
continuing after termination due to the
negligent or wilful failure of the contractor
shall be considered unacceptable.

(iii) Initial Costs, including starting load and

preparatory costs, are generally acceptable.

(A) Starting load costs are costs of a non-
recurring nature arising in the early stages of
production and not fully absorbed because of the
termmination. Such costs may include the cost of
labor and material, and related overhead attributable
to such factors as (I) excessive spoilage resulting
from inexperienced labor, (II) idle time and subnormal
production occasioned by testing and changing methods
of processing, (III) employee training, and
(IV) unfamiliarity or lack of experience with the
product, materials, manufacturing processes and

techniques.



(B) Preparatory costs are costs incurred in
preparing to perform the terminated contract, in-
cluding costs of initial plant rearrangement and
alterations, management and personnel organization,
production planning and similar activities, but
excluding special machinery and equipment and
starting load costs.

(C) If initial costs are claimed and have
not been segregated on the contractor's books,
segregation for settlement purposes shall be made
from cost reports and schedules which reflect the
high unit cost incurred during the early stages of
the contract.

(D) When the settlement proposal is on
the inventory basis, initial costs should normally
be allocated on the basis of total end items called
for by the contract immediately prior to termination;
however, if the contract includes end items of a
diverse nature, some other equitable basis may be
used, such as machine or labor hours.

(E) Vhen initial costs are included in the
settlement proposal as a direct charge, such costs
shall not also be included in overhead.

(F) 1Initial costs attributable to only one

contract shall not be apportioned to other contracts.



(1v)

(v)

Loss of useful value of special tooling,

speclal machinery and equipment 1s generally

acceptable: provided (A) such special tooling,
machinery or equipment is not reasonably capable
of use in the other work of the contractor;

(B) the interest of the Govermnment is protected
by transfer of title or by other means deemed
appropriate by the contracting officer; and

(C) the loss of useful value as to any one
teminated contract is limited to that portion
of the acquisition cost which bears the same
ratio to the total acguisition cost as the
terminated portion of the contract bears to

the entire terminated contract and other
Government contracts for which the special
tooling, special machinery and equipment was
acquired.

Bental costs under unexpired leases are generally

acceptable vwhere clearly shown to have been
reasonably necessary for the performance of
the terminated contract, less the residual
value of such leases, if:

(A) the amount of such rental claimed does not

exceed the reasonable use value of the property leased

for the period of the contract and such further period

as may be reasonable, and
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(B) +the contractor makes all reasonable efforts
to terminate, assign, settle, or otherwise reduce
the cost of such lease,
There also may be included the cost of altera-
tions of such leased property, provided such
alterations were necessary for the performance
of the contract, and of reasonable restoration
required by the provisions of the lease.

(vi) Settlement expenses including the following

are generally acceptable:

(A) accounting, legal, clerical, and similar
costs reasonably necessary for (I) the preparation and
presentation to contracting officers of settlement
claims and supporting data with respect to the terminated
portion of the contract, and (II) the termination and
settlement of subcontracts; and

(B) reasonable costs for the storage,
transportation, protection, and disposition of property
acquired or produced for the contract.

(vii) Subcontractor claims, including the allocable

portion of claims which are common to the
contract and to other work of the contractor

are generally acceptable.



Part 3

8-302 Cost Priucipiles Applicable to the Settlemert of

Terminated Contracts. See ASRR 8-213.
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Part 2

Cost Principles Applicable to the Settlement of Terminated

Contracts. In the conslderation of costs incident to the

negotiation of termination settlements, the cost principles

and procedures in the applicable Part of ASPR, Section XV,

shall be used as & gulde in conjunction with those set

forth below:

(1)

Common Items. The cost of 1tems reasonably usable

on the contractor's other work shall not be con-
sldered acceptable unless the contractor submits
evidence that 1t could not retain such items at
cost without sustaining a loss. In declding
whether such items are reasonably usable on other
work of the contractor, the contracting officer
should consider the contractor's plans and orders
for current and scheduled production. Contempo-
raneous purchases of common items by the contractor
shall be regarded as evidence that such items are
reasonably usable on the contractor's other work.
Any acceptance of common items as allocable to

the terminated portion of the contract should be
limited to the extent that the guantities of such
items on hand, in transit, and on order are in ex-
cess of the reasonable qupntitative requirements of

other work.
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(1i) Costs Qontinuing After Termination. If in a par-

tlcular case, despite all reasonable efforts by
the contractor, certain costs cannot be discon-
tinued immediately after the effective date of
termination, such costs are generally acceptable
within the limitations set forth in ASPR XV, and
this paragraph 8-213, except that any such costs
continuing after termination due to the negligent
or wilful failure of the contractor shall be con-
sidered unacceptable.

(1i1) 7Initial Costs, including starting load and pre-

paratory costs, are generally acceptable.

(A) Starting load costs are costs of a non-
recurring nature arising in the early stages of pro-
duction and not fully absorbed because of the termination.
Such costs may include the cost of labor and material,
and related ove;head attributable to such factors as (I)
excessive spoilage resulting from inexperienced labor,
(II) idle time and subnormal production occasioned by
testing and changing methods of processing, (III) employee
training, and (IV) unfamiliarity or lack of experience with
the product, materials, manufacturing processes and tech-
niques.

(B) Preparatory costs are costs incurred in bre-

paring to perform the terminated contract, including costs

3
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of initial plant rearrangement and alterations, manage=
ment and personnel organization, production planning
and similar activities, but excluding special machinery
and equipment and starting load costs.

(¢) If initial costs are claimed and have not
been segregated on the contractor's books, segregation
for settlement purposes shall be made from cost reports
and schedules which reflect the high unit cost incurred
during the early stages of the contract.

(D) When the settlement proposal is on the in-
ventory baslis, Initial costs should normally be allocated
on the basis of total end items called for by the con-
tract immediately prior to termination; however, if the
contract includes end items of a diverse nature, some
other equitable basis may be used, such as machine or
labor hours.

(E) When initial costs are included in the
settlement proposal as a direct charge, such costs shall
not also be included in overhead.

(F) 1Initial costs attributable to only one con-
tract.shall not be apporticned to other contracts.

(iv), Loss of useful value of special tooling, special

machinery and equipment is generally acceptable:

provided (A) such special tooling, machinery or

equipment is not reasonably capable of use in the

L
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other work of the contractor; (B) the interest af
the CGovernment i1s protected by transfer of title
or by other means deemed appropriate by the contract-
ing officer; and (C) the loss of useful value as to
any one terminated contract is limited to that por-
tion of the acquisition cost which bears the same
ratio to the total acquisition cost as the terminated
portion of the contract bears to the entire ter-
minated contract and other Government contracts for
which the special toollng, special machinery and
equipment was acquired.

(V) Rental costs under unexpired leases are generally

acceptable where clearly shown to have been reason-
ably necessary for the performance of the terminated
contract, less the residual value of such leases, if:
(A) the amount of such rental claimed does not
exceed the reasonable use value of the property leased for
the period of the contract and such further period as may
be reasonable, and
(B) +the contractor makes all reasonable efforts
to terminate, assign, settle, or otherwise reduce the cost
of such lease.
There also mgy be included the cost of alterations

of such leased propertyl, provided such alterations
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were necessary for the performance of the contract,
and of reasonable restoration required by the pro=~
visions ‘of the lease.

(vi) Settlement expenses including the following are

generally acceptable:

(A) accounting, legal, clerical, and similar costs
reasonably necessary for (I) the preparation and presenta-
tion to contracting officers of settlement claims and
supporting data with respect to the terminated portion of
the contract, and (II) the termination and settlement of
subcontracts; and

(B) reasonable costs for the storage, transporta-
tion, proteection, and dispobition of property acquired
or produced for the contract.

(vii) Subcontractor claims, including the allocable por-

" tion of claims which are common to the contract
and to other work of the contractor are generally

acceptable.
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Part 3

8-302 Cost Princlples Applicable to the Settlement of Terminafbed

Contracts. See ASPR 8-213.

b

Reference Changes

8-303(a) Page 831 - Line 4 change parenthetical reference
8-302(b) (27) to 8-213 (vi).

8~304(b)(1i1) Page 832 - Line 3 change parenthetical reference
8-302(b) (13) to 8-213 (iii).

8-503.5 Page 841 - Line 5 change parenthetical reference
8-3022 (1)(a)(ii) to 8-213 (i).

8-701 Clause par(f) - Page 862 - Line 3 change reference 8-302 to
8-213.

8~T703 Clause par(f) - Page 872 - Line 3 change reference 8-302 to

8-23.30
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CONTRACT COST PRINCIFLES

Part he--Construction Contracts

15401 Definition of Construction Contract, The term "conmstruction

contract"” as used in this Part means any contract for the construction,
alteration or repair of buildinge, bridges, rouds, or other kinds of real

property. -It does not include a contract for the manufacturing, vroducing,

furnishing, construction, alteration, repailr, rrocessing or zs5sorbling of

vessels, alrcraft, or other kinds of personal prouwerty, regurdless of the
terms of any such contract eas to payment or title.

15-402 General Basis for Determination of Costs, The total cost

of a cost-reimbursement type contract for comstruction or for archizect-
englneer services related to construction is the sum of the allowikle
costs incident to the perfoimance of the corntract, less applicuable income
and other credits, The tests used in detemining the allowability ol cosis
also include (i) reasonableness and (il) any limitations w3 to tyves or
amounts of cost items set forth in this Part 4 of Section 3V or ciherwise
included in the contract., Fallure to menticn any item of cost in this

Part is not intended to imply that 1t is either allowauble or not allowable,
Income and other credits arising out of operations wnder the contract,
vhere the related cost ﬁas reimbursed or accented zs an alloweble cost,

will be credited to the Govermment,
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15403 Examples of Ttems of Allowable Costs, SubJject to the

requirements of paragraph 15-402 with respect to the general basie for
determining allowability of costs, the following items of cost are con-
sidered allowable within the limitations indicated:

(e) bvonds and insurance, including self-insurance, to the extent
authorized by the contracting officer;

(b) camp operations (but see paragraph 15-404 (h));

(c) freight, transportation, and material handling;

(@) land and structures, temporary use thereof;

(e) materials and supplies, including inspection, storage, salvage,
and other uwsusl expenses Incident to the procurement and use
thereof;

(£) patents, purchased designs, and royalty psyments, to the extent
authorized by the contracting officer;

(g) plant and equipment, purchase or rentzl thereof;

(r) recruiting of personnel (including "help wanted" advertising);

(:L) restoration and cleanup of site and facilities, as directed
by the contracting officer;

(j) structures and facilities of a temporary nature;

(x) subcontracts;

(1) taxes, fees or charges, except those imposed upon, by reason

of, or measured by the contractor's fee;
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(m)

(n)
(o)

(p)
(q)

15-404

/
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traveling expenses, to the extent authorized by the contracting
officer;

utility services, such as coomunication, power, gas, and water;
vacation, holidaey and severance pay, sick leave and military
leave, to the extent required by law or specifically provided
for elsevhere in the contrect;

wages and salaries; and

pension and retirement plane in accordance with the interpre-
tation set Porth in ASPR 15-406 and group health, aceident and
life inswsnce plans (but see ASPR 15-40k (b), (&), and (m)).
Exsmples of Items of Unallowable Costs. The following items

of costs are considered unallowsble, except as indicated and then only

subject to the requirements of ASPR 15«402:

(2)

()

(c)

(2)

advertising (including advertising in trade or technicel
journals), except "help wanted" advertising;

central office expenses of the contractor, such as supplles,
equipment, rent, or any cther expenses iacident to its
maintenance and operatlon, except tu tae extent zuthorized
by the contracting officer;

commissions and bonuses (under whatever name) in connection
with obtaining or negotiating for a Govermment contract;

compensation and traveling expenses of any officer or

3 Teb C
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(£)

(e)

(h)

(1)
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(k)

(1)
(m)

(n)

(o)
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employee in the central office organization of the contrector,
except to the extent authorized by the contracting officer; ‘
contingency reeserves;

contributions and donations;

dividend payments;

entertainment, except for on-site recreational activities

for the contractor’s employees as authorized by the contracting

officer;

interest on borrowings (however represented), bond discount
and expense, and financial charges;

legal, accounting and consulting fees and related expensas,
except to the extent authorized by the contracting officer;
logses on other contracts;

memberships in trade, business and professional organizations;
premiums for insurance on the lives of directors, offilcers,
proprietors or other persons, where the contractor is the
beneficlary directly or indirectly;

storage of contract records after completion of comtrast
operations, irrespective of contractmal or statutory require-~
ments ;egarding the preservation of records; and

taxes, fees or charges imposed upon, by reason of, or

messured by the contractor's fee,
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15-405 Examples of Subjects Requiring Speclal Considerations. The

following examples are I1llustrative of subjects affecting cost which may

require special conslideration:

(a)

(b)
(c)

(a)
()
(£)
()
(n)
(1)
&)
(x)

(1)
(m)

costs incurred incidental to work covered by the contract
but prior to the execution of the contract, with specific
identification of the types thereof and the period involved;
Govermment-furnished property, general neture and extent;
indirect cost dasis (1) actual, (ii) negotiated rate or
amount, or (i1i) other;

insurance;

intracompany and intercompeny transactions;

liability to third persons;

operation of restaurants and cafeterlsas;

overtime compensation (see ASPR 12-102);

patents, purchased deslgns, and royalty payments;

persommel movement of a speciel or mase nature;

plant facilities fully depreclated or swortized on the
contractor!s books of account or acquired without cust
(possible compensation for utilization in the fom of & use
or rental charge);

rearrangement or relocation of facilities or plant sites;

research progreams of a general nature;
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(o)

(p)

(q)
(r)
(s)
(t)
(w)
15-L06

(a)
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security measures of a speclal nature;

sharing of coet of research projects of the type which an
educational or other nonprofit institution migh under-
take as a part of its own educational or research program;
subcontracting, nature and extent thereof and relation to
fee or profit;

subsistence and housing of employees;

termination expenses;

tooling and equipment;

traveling expenses of a special or unusual nature; and
wages or salaries of partners or sole propriletors.

Cost Interpretation of Pension and Retirement Plans (See

ASPR 15-403 (q))

Costs of pension and retirement plans, including reasonable

incidental benefits, such as disability, withdrawal, insurance or

survivorship allowances which are deductible from taxable income in accord-

ance with the Internal Revenue Code and the regulations of the Bureau of

Internal Revenue, are allowable except to the extent they are determined

to be unreassonable or unalloweble under any other provision of this cost

interpretation. Costs of such plans estsblished by nonprofit or cther

6 Tab C
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organizations not subject to payment of Federal income taxes are also
allowable except to the extent they are determined to be unreasonable
or unallowable under any other provision of this cost interpretation.

(v) Pension or retirement plans of a contractor which are
subject to approval of the Bureau of Internal Revenue must have been
so approved before costs under the plans may be accepted as charges to
Government contracts. Many plans of nonprofit or other tax exempt
organizations are also reviewed and approved by the Bureau cof Internal
Revenue--when not s0 reviewed and approved, each such plan will be re-
viewed, and approved or disapproved, by the Department to which audit
cognizance is assigned, using, insofar as applicable, the criteria and
standards of the Internal Revenue Code and the reguiations of the Buresu
of Internal Revenue, In any case where the Burzau of Intermal Fevenus2
withdraws approval of a plan, approval of amcunte allccatsd to combract
coets will be withdrawn accordingly.

(¢} The approval of a pension or retirement plan by the
Bureau of Internal Revenue will, as a general rule, be the only approval
required by the Departments; however, the right 1s reserved to reguire
submission of any plan for consideration by a Department and t¢ diaspprove

such plan in its entirety or any feature thereof wienever the circumsteacas
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in a particular case are deemed to warrant such action. Such comsideration
will be the responsibility of the Department to which audit cognizance is
assigned, and the subsequent action taken by that Department will generslly
be accepted by the other Departments,

(&) Approval of a pension or retirement plan by the Bureau of
Internzl Revenue or by the Departments does nct imply that the coet thereof
for any particular year will be allowable for apportiomment to contiras
costs, except to the extent costs for that year meet all other require-
nents of the Bureau of Internsl Revenue as & deduction for Iincome tax
purposes, and are acceptable under the provieions of this cost lonterprz-
tation and other provisions ol thils Jeetion,

(e) Fension and retirement costs cousiitute a part of Lthe trbal
enmrezsation by a contraetor to any individusl covered by the plan, and
ancoydingly, arve subject to the provisions of ¥s Teztion with rempent
te rasscrableness of the toted compensation pelid to the individwl for
the services reacdered,

(£) vhere contrlwmtions to peasion or reblament plans sxe
based on profits, providing thet provisions of the Iuderusld Sewvesnne
T Code sod regulations of Yhe Buresy of Tudemal Sevewne have boen asd,
the amownt a2llioweble for apportlimmment €2 comiimets I any cue year s .10

be the amount contributed to the pensiorn trusi{s) for that yezr, but
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a0t to exceed 15 percent of the total compensation otherwise paid or
verued in that year to the individusls coversd wder the plan(s).

(z) The allowability of costs of lump sum purchases of annulties
or of perlodic cash payments msde to provide pension or retirement
beneflts for retiring or retired employees, cother thin incurred under
approved pension or retirement plans, will be subject to coasideradion
on ar individual case basis,

(h) Credits which became available or are foresceavle must MHe
t.ken Into account in an equiteble manrer in determlning penzion and re-
tirement costs subject to apportiomment to a rllitery contrect, In sowe
Ingtonces, thie may require adjustments w0 copls in andtlodnation of e

of credlits., For example, such ccellon vmlld aoraally be agumi-
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rpelate whore cuoptesctors' osrginlzations fie swishuatluily enpatdyd Do
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ce Lleoa peastiuble agpdondie

tos powvforriace of willldary contimats snd th
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Liom Phah, woon corpletion ol the cootriets, the sorvieus i pmmeblollly

Ll oo e dnege cwiber of the additlonsl employoss wiil be feminsfod

With tow resvdt thet cortimed s will benellt oo eaniriovtlins mofe

el el o thess enployass, beownse swok pasnreiel will noh s
vesbed rights uwader the tomas of +he plans,

'4 , . - . P,
{3) n gore eumsert on Tutvee eoptrodt ae enet allowmnos wdll

be made which would duplicate, in whole or in part, an sllownce

pravicucly mede wnder a prior countract,
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CONTRACT COST PRINCIPLES AND PROCEDURES

15-000 Scope of Section, This Section contains general cost

principles and procedures for the determination and allowance of costs

in connection with the negotiation and administration of cost-reimbursement

type contracts, and contains guidelines for the evaluation of costs in _“’f;‘.ﬁ--f -

Yy . {
negotiated fixed-price type contracts and in contracts terminated for the '
convenience of the Govermment,
Part 1 - Applicability in Cost-Type Supply and Research
Contracts with Organizations Other Than Educational

Institutions

15=101 Scope of Part, This Part prescribes the use of contract cost

principles and procedures, set forth in Part 2 of this Section, in con-
tracting astaubessntewcbiigg with organizations other than educational 7\
institutions under cost-reimbursement type contracts (including cost- SN A
reimbursement type subcontracts thereunder) and, to the extent hereinafter
provided, in the termination of such contracts. for—the—convenience of-the

LGoverrment .,

15-101.,1 Prescribed Use, Part 2 is prescribed for use:

(i) asjﬁ%ontractual basis, by incorporation by reference in
the contract, for determination of reimbursable costs under
cost-reimbursement type contracts (ASPR 3+40L), including
cost-reimbursement type subcontracts thereunder, and the
cost-reimbursement portion of time-and-materials contracts

(ASPR 3-405.1);

Copy_/__ of 25 copies,
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as the basis for the @b@gﬁ;hegotiat@i@verhead

rates (ASPR, Section III, Part 7), and

as the basis for the determination of costs of terminated
cost~reimbursement type contracts in which the contractor
elects to "voucher-out" His costs (ASPR, Section VIII,
Part 4), and for settl?éinent of such contracts by deter-

mination (ASPR 8~209(7).
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‘Part 2 - Principles and Procedures for Use in CosqéType
l _,/,fﬂq Supply and Research Contracts
= - with Commercial Organizations

.jyfffyf'l5-200 Scoge'E( Part, This Part contaig;;ﬁ
P >

(ii) g6r construetion and for archftect-engineering se es related to /
céhstruction; - ’,af

15-201 Basic Considerations.

15-201,1 Composition of Total Cost, The total cost of a contract

is the sum of the allowable direct and indirect costs allocable to the
contract, incurred or to be incurred, less any allocable credits. In
ascertaining what constitutes costs, any generally accepted method of
determining or estimating costs that is equitable under the circumstances
may be used, including standard costs properly adjusted for applicable
variances.

15-201.2 Factors Affecting Allowability of Costs, Factors to be

considered in determining the allowability of individual items of cost
include (i) reasonableness, (ii) allocability, (iii) application of those

generally accepted accounting principles and practices appropriate to the
7

particular circumstances,|(iv) significant deviations from the established " ™"*

nAy  UNIUSTIFIAEL

practices of the contractor which ¥y increase the contract

/Lk
costs, ag?iévﬁ any limitations or exclusions set forth in this Part 2, or ;7\
otherwise included in the contract as to types or amounts of cost items,

15-201,3 Definition of Reasonableness. A cost is reasonable if,

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

e AL A

=
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by an ordinarily prudent person in the conduct of competitive business. The
question of the reasonableness of specific costs must be scrutinized with
particular care in connect?on‘yith companies or separate divisions thereof
which’géé'notlsubject to&é&;éégigive restraints, because-—-tire—prepeonderance
of-$hetr-business-da-with-theGovernment-or because—of—any-other reason,
What is reasonable depends upon a variety of considerations and circumstances
involving both the nature and amount of the cost in question, 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
e

business sme the performance 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 specifications; as@l .

(iii) the action that a prudent business man would take in the
circumstances, considering his responsibilities to the
owners of the business, his employees, his customers, the
Government and the public at large, ArD

--—.F:“.‘T‘I‘ ( \ \‘ . 1 .' _-.( - v ’ s
/ 15-2‘01.3 Definition of Allocability. A cost is allocable if it is

assignable or chargeable to a particular cost objective, such as a contract,
product, product line, process, or class of customer or activity, in

accordance with the relative benefits received or other equitable relationship.
L fun  Ado 4 ;

£

/e, a cost is aliocable toa Government contract if it:

(i) 1is incurred specifically for the contract;
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(ii) Dbenefits both the contract and other work or both Government
work and other work and can be distributed to them in reason-
able proportion to the benefits received; or

(iii) 4is necessary to the over-all operation of the business,
although a direct relationship to any particular cost

objective cannot be shown.

15-201,5 Credits. The applicable portion of any.astusit—eor—amtietpabed

income, rebate, allowance, and other credit relating to any allowable cost,
received by or accruing to the contractor, shall be credited to the

Government either as a cost reduction or by cash refund, as appropriate,

f

15-202 Dlrect Costs é Ce [ ¢ O i

(..

»(a) A dlrect cost is any cost &ncurreﬂeﬁwﬁto=be*1ncurped -soledy
\ ,q,t :I'I-"c
fartRE benefitof | a:g&ngie cost objectlve. 0%ass;£;ceéa£WF1éLﬂmr1&mmFam-

in

A el ¢ Lrw ,{,
-a'hlrect costfig not d%term1ned by ltaﬂlncorpep&tlon in the end prodcgt as

material or labor, Costs 1ncurred lor to be 1ncurred solqu for the benefit
H
#T the contract are direct costs of the contract and are tQ be charged

2oL P Ta & et £ A ( |
o - —ja (R L Ly (=

directly thereto, Costs imcurr other work of

the contractor are direct costs of that work and are not to be charged to
the contract directly or indirectly. When items ordinarily chargeable as
indirect costs are charged to Govermment work as direct costs, the cost
of like items applicable to other work of the contractor must be eliminated
from indirect costs allocated to Government work,

(b) This definition shall be applied to all items of cost of
significant amount -regaRdFess 6i - LHNE-SSoablloned GCCOUNTINE-PraThiees o

ihewsentracbor unless the contractor demonstrates that the application of
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s ennaant\practice achieves substantially the same results, Direct cost
|

items of minor amount may be distributed as indirect costs as provided in

15-203 Indirect Costs

- LEA e !\.. (
(a) An indlrect cost is any—costuinenrﬁsdﬂer—toﬂbowanﬁuxve&~ferw
4 (e | € & - L‘L;}J'(,?’ ;‘r"_i

.'jﬂmpbnaefté~Ufﬂu&Hwd#umhano—eeebuebgecxkve Miné?‘difect ey items may

be considered to be indirect costs for reasons of practicality. After dilrect
costs have been determined and charged directly to the contract or other
work as appropriate, indirect costs are those remaining to be allocated

to the several classes of work,

(b) Indirect costs shall be accumulated by logical cost groupings
with due consideration of the reasons for incurring the costs, which are-in-—
Aarmdistributed to—the-cost—ohjectives, Each grouping should be determined
so as to permit distribution of the grouping on the basis of the benefits
accruing to the several cost objectives, Commonly, manufacturing overhead,
selling expenses, and general and administrative expenses are separately
grouped, Similarly, the particular case may require subdivisions of these
groupings; e.g., building occupancy costs might be separable from those of
personnel administration within the manufacturing overhead group. The
number and composition of the groupings should be governed by practical
considerations and should be such as not to/unduly complicatesthe allocation
where substantially the same results are achieved through less precise
metheds.

(¢) Bach cost grouping shall be distributed to the appropriate

cost objectives., This necessitates the selection of a distribution base
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normally no longer than one year, When the contract is performed over an
extended period of time, as many such base perieds will\ be used as h%}l
be reqnlred to represéﬁp the Jperiod of conirﬁct performance. \1

15-204 Appllcation of Prlnclples and Standards, «—

K

ﬂlﬁaeeﬁ-&-eensra&ww

4(a) Costs (including those discussed in ASPR 15:555;2) shall net
be allowed emeept to the extent that they are reasonable (see ASPR 15-201,3),
allocable (see ASPR 15-201,.4), and determined to be allowable in view of
the other factors set forth in ASPR 15-201,.2.

( The extent of allowability of the selected items of cost
covered in ASPR 15-204.2 has been stated to apply broadly to many accounting
systems in varyihg contract situations. Thus, as fo any given contract,
the reasonableness @nd allocability of certain items of cost may be

LB~ ;,, [, 0 ==t "/ r" ooy fa 8 i A . ,'.{’,-' e P r - i
difficult to determlns, particularly 1n‘ths¢case,ef cont@actcrs~whose ‘ ’ \
af P -f.. \ - ¥ 1 e fde T 7 -.f’_ a. 7

‘."""l A v ~ead @J,‘p‘f '.'uf

e bu51ness is predomlnantly or substantlally with the GcVernﬁent In.order'

of MSPL .-r"

to avoid possible subsequent dlsallowance based on unreasonableness or
non-allocability, it is 1mpcrtant_that prospective contractors, particularly

those whose work is predominant)y or substantially with the Govermment,

seek agreement with the Government in advance of the incurrence of special

or unusuval costs in categories where reasonableness or allocability are
O\ | 3"
difficult to determlne,r Such agreement may:be initiated by contracting
f'
officers individually/or jointly for a;l defense work of the contractor,
/

as may be approprlﬁﬁe. Any such agreement should be incorporated in cost-
reimbursement typé contracts or made a part of the contract file in the

case of negotiq}ed fixed~price type contracts, and should govern the cost
‘_H’I



DRAFT
jii‘ﬁarch 1959

common to all cost objectives to which the grouping is to be allocated.

The base should be selected so as to permit allocation of the grouping

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

This principle for selection is not to be applied so rigidly as té& unduly
complicate /the allocation where substantially the same results are achieved
through less precise methods,

(d) The method of allocation of indirect costs must be based on
the particular circumstances involved. The method shall be in accord with
those generally accepted accounting principles which are applicable in the
circumstances, The contractor's established practices, if in accord with
such geaeralily wesepbed accounting principles, ah&lfﬁbé-ééeép%able. However,
the methods used by the contractor may require re-examination when:

(i) any substantial difference occurs between the cost patterns
of work under the contract and other work of the contractor;
or

(ii) any significant change occurs in the nature of the business,
the extent of subcontracting, fixed asset improvement programs,
the inventories, the volume of sales and production, manu-
facturing processes, the contractor's products, or other
relevant circumstances,

(e) A base period for allocation of indirect costs is the period
during which such costs are incurred and accumulated for distriﬁut%on to
work performed~in that period. The base period or periods shallrbe 80 .;3’
selected as to representg?he period of contract performance and shall be

sufficiently long to avoidvinequities in the allocation of costs, but\



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

| during which such costs are incurred and accumulated for distributionm to

work performed in that perlod. Normally the base period will be the con-
tractor's fiscal year, however, use of a shorter period may be appropriate

in case of (1) contracts whose performance involves only a minor portion of

the fiscal year; or (i1) where it is general practice in the industry to

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

so selected as to avoid inequities in the allocation of costs. When the
contract is performed over an extended period of time, as many such base periods
will be used as will be required to represent the period of contract per-
formance.
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<dedverminabions covered thereby throughout the performance of the related

contract. The absence of such an advance agreement on amy element of

|
coét will not 1n itself, serve to make that element elther allowable or

\ /{(\ .___;.,gr_' \ _' » / v / Fe J Q-1 CF A ‘71‘&]{;, £ . f'.,_,
unallowable. Heweveq“‘%he natureﬁef rtain costs ig such- that»&dvancaﬁ_

Qe !

.agreemﬁh@s are pE?EEEEEuriy-rmpo' ang,.saa&«éer

(iy) use chargeﬁgfor fully depreciated assets (ASPR, 15-204.,2 &’T””#’JJ"
[ (1)(6));

/
(v) compensation forIQErsonal services (ASPR 15-204.2 (f));

(vi) deferred maintenghce costs (ASPR 15-204.2 (t)(1)(ii));

(vii) research and de%elopment costs (ASPR 15-204,2 (ii)(6)); and - '1IJ -

(viii) selling and distrlbutlo osts (ASPR 15 204,2 (kk)(2)).

= o e e m—
EEB Selected items of cost are con81dered in ASPR 15-=26+2, '“f
t’ R

/r However, ASPR l5—20kv2*does not cover every element of cost and every ‘_ yﬂ.
situation that might arise in a particular case., Failure to treat any
item of cost in ASPR 15—204;2 is not intended to imply that it is either //ﬁ;jf
allowable or unallowgable, With respect to all items, whether or not
specifically covered, determination of allowability shall be based on the
principles and stdndards set forth in this Part and, where appropriate, the
treatment of sim#iar or related selected items,

/
S f
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15-20k9®: Selected Costs,

(1\# Advertising Costs.

SPNE L
(’a\#ﬁ' Advertising costs {nelude the cost:of advertising media

and corollary administrative costs, Advertising media include magazines,

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

outdoor advertising, dealer cards and window displays, conventions, exhibits,

free goods and samples, andzﬂéﬂ%ure. The following advertising

costs are allowable:

(i) advertising in trade and technical journals,
provided such advertising does not offer specific

[

products or services for sale but is placed in

ramm—s journals which are valuable for the dissemination
of technical information within the contractor's
] industry; = 4)
1 (ii) help-wanted advertising, as set forth in {se)-
j/ below, when considered in conjunction with all
other recruitment costs;
b © A _‘i\ﬁi) costs of participation in exhibits upon invitat.io»

f the Gover—- .
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15-20kw2® Selected Costs,
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(1

Advertising Costs.

0 Q.
éﬂ)?ﬁfﬁ‘ Advertising costs {netude the cost of advertising media

and corollary administrative costs,

Advertising media include magazines,

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

outdoor advertising, dealer cards and window displays, conventions, exhibits,

¢ Likg,
free goods and samples, and‘Z&&nS“iié%rature.A The following advertising

costs are allowable:

unallowable,

(i) advertising in trade and technical journals,

(ii)

provided such advertising does not offer specific

products or services for sale but is placed in
journals which are valuable for the dissemination

of technical information within the contractor's

industry; s 5N

f =1
\ -

help-wanted advertising, as set forth in teg)-

below, when considered in conjunction with all

(111) osots of parleipation in exhilits —

rd

(iv)

(b) @) Excep

(A) wpon Lavitetion of ke Govermwmt, o
of technical iafurmmiion wlthis the svetractor's
indastry, prosiden, seth ccets are ol allowshle
ander this s@paregraph (B) if the pertistpation
ts for the pupees of offerdeg specific peodncts
or sarvices for saie;

10
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(2-) L0
{¥) Bad Debts. b,,l;i.ad debts, including losses (whether actual or

estimated) arising from uncollectible customers' accounts and other claims,
‘related collection costs, and related legal costs, are unallowable, ?§7;

____,"',;a E}G) Bidding Costs., Bidding costs are the costs of preparing

bids or proposals on potential Government and non—Governmént contracts or
projects, including the development of engineering data and cost data
necessary to support the contractor's bids or proposals, Bidding costs
of the current accounting period of both successful and unsuccessful bids
and proposals normally gh;ii be treated as indirect costs and-allocated
<currently-to all business of- the contractor, in which event no bidding
costs of past accounting perlods shall be allocable in the current period

to the Government contract;'ﬂowever, ihe eontractor's established Fractlce
ﬂayfﬁe to treat bidding costs by some other =mmcopmiwed method.. R-gili!hss
of-the methed used, the results obtained may be accepted .offly if found to
be reasonable and equitable,

(Q) Ld&¥ Bonding Costs.

(2} €Ly Bonding costs arise when the Government requires
assurance against finanecial loss to itself or others by reason of the act
or default of the contractor, They arise also in instances where the
contractor requires similar assurance. Included are such bonds as bid,
performance, payment, advance payment, infringement, and fidelity bonds,

(@)‘{2) Costs of bonding required pursuant to the terms of
the contract are allowable,
(,;}(B)g Costs of bonding required by thé contractor in the

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

11
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bonding is in accordance with sound business practice and the rates and

premiums are reasonahle under the circumstances,

/?J) ()" Civil Defense Costs

(4f}-(17’ Civil defense costs are those incurred in planning for,
and the protection of life and property against, the possible effects of
enemy attack. Reasonable costs of civil defense measures (including costs
in excess of normal plant protection costs, first-aid training and supplies,
fire fighting training and equipment, posting of additional exit notices
and directions, and other approved civil defense measures) undertaken on the
contractorts premises pursuant to suggestions or requirements of civil
defense authorities are allowable when allocated to all work of the
contractor, %

(k) {2Y Costs of capital assets under (&%*above are allowable

through depreciation in accordance with £§b£=below.

(¢ —3r 2er égntrlbutlons to local civil defense funds and

pro jects, 'no-(h)—bahu e =

o ———

e - 4 . - e —ei it et

.;')££#*'Compensation for Personal Services,

;

fﬁ{) (1) General. }g;' Compensation for personal services includes
all remuneration paid currently or accrued, in whatever form and whether
pald immediately or deferred, for services rendered by employees to the
contractor during the period of contract performance. It includes, but is
not limited to, salaries, wages directors! and executive committee memberst
fees, bonusesi;;ﬁ;éntive awards émpid};ébstock options, employee insurance,
fringe benefitsi_and contrlbutlons.to pension, annuity, steekebenus and

e AL DE o PRy '}Ji - _
incentive compensation o#—me

Except as otherwise
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specifically provided in this paragraph;Qfﬁ; such costs are allowable to
the extent that the total compensation of individual employees is reasonable
for the services rendered and are not in excess of those costs which are
allowable by the Internal Revenue Code and regulations thereunder,

_;} P. Compensation is reasonable to the extent
that the total amount paid or accrued is commensurate with compensation
paid under the contractort!s established policy and conforms generally
to compensation paid by other contractors of the same size, in the same
industry, or in the same geographic area, for similar services, In the
administration of this principle, it is recognized that not every com-
pensation 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, However, certain conditions give rise to the need for
special consideration and possible limitation as to allowability for
contract cost purposes where amounts appear excessive, Among such conditions
are the following:

(i) Compensation paid to owners of
closely held corporations, partners, sole proprietors, or members of the
immediate families thereof, or to persons who are contractually committed
to acquire a substantial financial interest in the contractor's enterpfise.
Determination should be made that such compensation is reasonable for the
actual personal services rendered rather than a distribution of profits.

(i1) Any change in a contractor's

compensation policy resulting in a substantial increase in the contractort's

13
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level of compensation, particularly when it was concurrent with an increase
in the ratio of Government contracts t8 other business, or any change in
the treatment of allowability of specific types of compensation due to
changes in Government policy.

(11i) The contractor's business is such
that his compensation levels are not subject to the restraints normally
occurring in the conduct of competitive business,

(ﬂﬁ}ﬁ. Compensation for services rendered paid
to partners and sole proprietors in lieu of salary will be allowed to
the extent that it is reasonable and does not constitute a distribution
of profits.

) (4) €. In addition to the general requirements
) y

set forth in/g throughiggabove, certain forms of compengsation are subject

(4) (¥
to further requirements as specified in-{2} through-i&iﬁ‘below.

'@j (2) Salaries and Wages. Salaries and wages for current

services include gross compensation paid to employees in the form of cash,
products, or services, and are allowable subject to the qualifications of
[ = .

A;Ly};below.

(¢) (3) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,
safety awards, and incentive compensation based on production, cost
reduction, or efficient performance, are allowable to the extent that the
over-all compensation is determined to be reasonable and such costs are
paid or accrued pursuant to an agreement entered into in good faith between

the contractor and the employees before the services were rendered, or

14



e /r—zaf/é)(/j-)
DRAFT

12 March 1959
pursuant to an established plan followed by the contractor so consistently
as to imply, in effect, an agreement to make such payment, (But see ASPR |L - 107
35=20k+3(b)v)~ Bonuses, awards and incentive compensatiQP when any of them
are deferred are allowable to the extent provided in¢€6§~below.

(J) {4¢¥ Bonuses and Incentive Compensation Paid in Stock, Costs

of bonuses and incentive compensation paid in the stock of the contractor
(e )

or of an affiliate are allowable to the extent set forth in (3)\above
(including the incorporation of the principles of paragraph £g§ibelow for
deferred bonuses and incentive compensation), subject to the following
additional requirements;
(i) wvaluation placed on the stock transferred shall
be the fair market value at the time of transfer,
determined upon the most objective basis available;
and
(ii) accruals for the cost of stock prior to the
issuance of such stock to the employees shall
be subject to adjustment according to the possibilities
that the employees will not receive such stock and
their interest in the accruals will be forfeited.
Such costs otherwise allowable are subject to adjustment according to the

principles set forth in %6901 below, (But see ASPR 15a2€h—iéb% )

)(5)" Stock Options. The cost of options to employees to

purchase stock of the contractor or of an affiliate is unallowable.

, 1)
;} {6) Deferred Compensation. d. As used herein, deferred

compensation includes all remuneration, in whatever form, for which the

15
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employee is not paid until after the lapse of a stated period of years or
the occurrence of other events as provided in the plans, except that it

does not include normal end of accounting period accruals, It includes

(1) contributions to pension, anmnuity, stock bonus, and profit sharing

plans, (ii) contributions to disability, withdrawal, insurance, survivorship,
and similar benefit plans, and (iii) other deferred compensation, whether
paid in cash or in stock.

-i.ﬁ. Deferred compensation is allowable to
the extent that (i) except for past service pension costs it is for
services rendered during the contract period; (ii) it is, together with
all other compensation paid to the employee, reasonable in amount;

(iii) it is paid pursuant to an agreement entered into in good faith
between the contractor and employees before the services are rendered, or
pursuant to an established plan followed by the contractor so consistently
as to imply, in effect, an agreement to make such payments; and (iv) for
a plan which is subject to approval by the Internal Revenue Service, it
falls within the criteria and standards of the Internal Revenue Code and
the regulations of the Internal Revenue Service. (But see ASPR 15-Q®ﬁ?§éb%z)
! ES. In determining the cost of deferred
compensation allowable under the contract, appropriate adjustments shall
be made for credits or gains arising out of both normal and abnormal
employee turnover, or any other contingencies that can result in a
forfeiture by employees of such deferred compensation, Adjustments shall
be made only for forfeitures which directly or indirectly inure to the

benefit of the contractor; forfeitures which inure to the benefit of

16
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other employees covered by a deferred compensation plan with no reduction
in the contractort!s costs will not normally give rise to adjustment in
contract costs, Adjustments for normal employee turnover shall be based
on the contractorts experience and on foreseeable prospects, and shall
be reflected in the amount of cost currently allowable, Such adjustments
will be unnecessary to the extent that the contractor can demonstrate
that its contributions take into account normal forfeitures, Adjustments
for possible future abnormal forfeitures shall be effected according to
the following rules:

(1) abnormal forfeitures that are
foreseeable and which can be currently
evaluated with reasonable accuracy,
by actuarial or other sound computation,
shall be reflected by an adjustment of
current costs otherwise allowablej and

(ii) abnormal forfeitures, not within (1)
above, may be made the subject of agree-
ment between the Government and the
contractor either as to an equitable
adjustment or a method of determining
such adjustment,

(4) f_. In determining whether deferred compensation
is for services rendered during the contract period or is for future services,
consideration shall be given to conditions imposed upon eventual payment,
such as, requirements of continued employment, consultation after retirement,
and covenants not to compete,

17
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)

P

4) 42 Fringe Benefits, See (o).

.' k'_\

) €8] Overtime, Extra-Pay Shift and Multi-shift Premiums, See ()%

| ini (43)

(A) ¢9) Training and Education Expenses., See (qq)+
23 Yy (}.‘-‘:

\(199 Insurance and Indemnification. See (p):

18



DRAFT
12 March 1959

i”?]ﬁgﬂ Contingencies.

(.42} A contingency is a possible future event or condition arising

from presently known or unknown causes, the outcome of which 1s indeterminable

at a present time.

1
‘-0{;mﬁ;iéké,c

3) In

fall into two ca&
(1,

(i1)

f'#jfi) In historieal costing)contingencies are not normally
present since such costing deals with costs which have been
incurred and recorded on the contractor's books. Acco:‘cdingly,F
contingencies are generally unallowable for historical costingl
purposes. However, in some cases, as for example, terminations, a
contingency factor may be recognized which is applicable to a past
period to give recognition to minor unsettled factors in the

interest of expeditious settlement.

included in the estimates of future cost sq as to pro-
vide the best estimate of performance costs, and
those which may arlse from presently known or unknown
conditions, the effect of which cannot be measured so
precisely as to provide equitable results to the con-
tractor and to the Government; e.g., ;esults of pending
litigation, and other general business risks. Contin-
gencies of thils category are to be excluded from cost
estimates under the several items of cost, but should
be disclosed separately, including the basis upon which
the contingency is computed in order to facilitate the
negotiation of appropriate contractual coverage (see,
S (2q\
for exam@le,_ﬂp); (#), and (mm) below).
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(¥Y Contributions and Donations. Contributions and donations are

unalliowable.

(,}}gi}f Depreciation.

{1) Depreciation is a charge to current operations which distributes
the cost of & tangible capital asset, less estimated residual value, over the
estimated useful 1life of the asset in & systematic and logical manner. It does
not involve & process of valuation. Useful life has reference to the prospec-
tive period of economic usefulness in the particular contractor's operations
-as distinguished from physical life.

( ] }(2) Normel depreciation on a contractor's plant, equipment, and other
capital facilities is an allowable element of contract cost; provided that the
amount thereof is computed:

(i) wupon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the Internal
Revenue Code of 1954); or

(ii) 1in the case of nonprofit or tax-exempt organizations, upon

a property cost basis which could have. been used by the
contractor for Federal income tax purposes, had such
organizations heen subject to the payment of income tax;
and in either case

(iii) 7Dy the consistent application to the assets concerned of
any generally .accepted accounting method, and subject to
the limitations of the Internal Revenue Code of 1954, %<
including -~
(A) the straight line method;
(B) the declining balance method, using a rate not
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exceeding twice the rate which would have been
used had the annual allowance been computed under
the method described in (&) above;

(C) the sunﬂ\of the years-digits method; and

(D) any other consistent method productive of an annual
allowance which, when added to all allowances for
+the period commencing with the use of the property
and including the current year, does not, during the
first two-thirds of the useful life of the property,
exceed the total of such allowances which would have
been used had such sllowances been computed under the
method described in (B) above.

(é) Depreéiation should usually be allocated to the contract and
other work as an indirect cost. The amount of depreciation allowed in any |
accounting period may, consistent with the basic objectives set forth in (i}v}
above, vary with volume of production or use of multi-shift operations.
ﬁl~h) In the case of emergency facilities covered by certificates
of necessity, & contractor may elect to use normal depreciation without
requesting a determination of "true depreciation" or may elect to use either
normal or "true depreciation" after a determination of "true depreciation” has
been made by an Emergency Facilities Depreciation Board. The method elected
must be followed consistently throughout the life of the emergency facility.

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

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

&

accordance with 42) above. Where an election is made to use "true depreciation,”

the amount allowable as deprecistion:

(i) with respect to the emergency period (5 years), shall be
21
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computed in accordance with the determingtion of the
Emergency Facilities Depreciation Boarq? and.

(1i1) after the end of the emergency period, shall be computed by
distributing the remaining undepreciated portion of the cost
of the emer%ency facility over the balance of its useful life
(but see (5)'beloy); Brovided the remaining undepreciated
portion of such cost shall not‘include any amount of un-

. recovered "true depreciation.™

2 )
LE?’ Depreciation on idle or excess facilities shall not be allowed

except on such facilities as are reasonably necessary for @dfiént-an%fimmedi~
atety-prespeetive-production.

 £%) No depreciation, rental, or use charge shall be allowed on the
contractor's assets which have been fully depreciated when a substantial portion
of such depreciation was on a basis that represented, in effect, a recovery
thereof as a charge against Government contracts or subcontracts. Otherwise, a
mﬁ$ua&i§iégféé&{ub;ﬁ use charge may be ;iig#éd. ;(éﬁ£fsee ASPR l5é2€#f;£h?;)
In determining this charge, consideration should be given to cost, total esti-
mated useful life at time of negotiation, and effect of any increased meintenance

charges or decreased efficiency due to age.

‘I."_.)
(§) Fmployee Morale, Health, and Welfare Costs -and Credits. Reasonable

costs of health and welfare activities, such as house publicationg, health or
first-aid clinics, recreational activities, and employee counseling services,
incurred, in accordance with the cohtractor's established pnactice or custom in
. the industry or area, for the improvement of working conditions, employer-
employee relations, employee moraﬂ§ and employee performance, are allowable.
-SucFEostamshall-bewequitably altocated—bo-all-workeaf thcweontrasbeor. Income
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generated from any of these activities shall be credited to the costs thereof
unless such income has been lrrevocably set over to employee welfare organiza-
tions. ﬁ

ARy
_@#r PEntertalnment Costs. Costs of amusement, diversion, social activities

and incidental costs relating thereto, such as meals, lodging, rentals, transpor-
tation, and gratuities, are unallowsble (but see {4} and <{@@)).

fl? Excess Pacility Costs. Costs of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessary

for _ﬁ#taiymﬂr!uﬁentive;@moﬂuntion purpaoses, are unallowable.

The costs of excess plant capacity reserved for defense mobilization production
tk_ - T AP | £ i [ i, - P Ly et -, . ]'" y

sha&kﬁpe the subject of a separatecontract.

(mJQIFines and. Penalties. Costs resulting from violations of, or failure

of the contractor to comply with, Federal, State, and local laws and regulations
are unallowable except when incurred as & result of compliance with specific
provisions of the contract, or instructions in writing from the contracting

officer.
{)

1
{m) Food Service and Dormitory Costs and Credits. Food and dormitory

services include operating or furnishing facilities for cafeterias, dining rooms,
canteens, lunch wagons, vending machines, living accomodations or similar types
of services for the contractor's employees &t or near the contractor's facilities.
Reasonable -losses from the -operation of such services are allowable if they are
allocated to all activities served. Wirere itwis-bhe poliey-of-the contrachore
operaté such.semvices without cost to the employeey-reasonable-eosts-of-sueh-
operatiohs are-81%owsble 1f they are allocated to-all-activities served. -(Bet:
SEeAEERd S8 ()>) Profits (except profits irrevocably set over to an em-
Ployee welfare organization of the contractor in amounts reasonably useful for
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the benefit of the employees at the site or sites of contract performance)
(OO oF

accurdne tg the contractor from the operation of these services, whether operated

by the contractor or by a concessionaire, shall be treated as a credit, and

a.,llocate__d\ to all activities served.

{ _l' > J
(@¥ Fringe Benefits. Fringe benefits are allowances and services pro-

vided by the contractor to its employees as compensation in addition to regullar
wages and salaries. Costs of fringe benefits, such as pay for vacations, holi-
days, sick leave, military leave, employee insurance and supplemental employment
benefit plans, are allowable to the extent required by law, employer-employee
agreement< or an established po}icy of the contractor.

(p) Insurance and Indemmification.

) (1) Insurance includes (i) insurance which the contractor is required
to carry, or which is approved, under the terms of the contract, and (ii) any
other insurance which the contractor maintsins in connection with the general
conduct of his business.

('jﬁg. Costs of insurance required or approved, and maintained, pur-
suant to the contract, are allowable.

{ 2.)k. Costs of other insurance maintained by the contractor in con-
nection with the general conduct of his business are allowable subject to the
following limitations:

(i) +types and extent of coverage shall be in accordance
with sound business practice and the rates and premiums
shall be reasonable under the circumstances;
(ii) costs allowed for business interruption or other JshanQ
; | insurance shall be limited to exclude coverage of
_ profit) interesiy—ané—ery—UtHET items—of-cost—unatiowebie
A A ol
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. /,7 undgraﬁhiszﬂaatyf
/ (iii) costs of insurance or of any contributions to any reserve
covering the risk of loss of or damage to Government-—ewsed-
property are allowsble only to the extent that the Gridderir
AN ki Agl ot i s Ak T AR A vl
(iv) contributiong to a reserve for an approved self-insurance
program are allowable to the extent that the types of
coverage, extent of coverage, and the rates and premiums
would have been allowed had insurance been purchased to
cover the risks; and
(v) costs of insurance on the lives df officers, partners, or
proprietors are allowable to the extent tha? the insurance
represents additional compensation (see (f);above).

(ﬁ\gﬁ Actual losses which could have been covered by permissible
insurance (through an approved self-insurance program or otherwise) are unallow-
able unless expressly provided for in the contract, except;

(i) costs incurred because of losses not covered under nominal
deductible insurance coverage provided in keeping with
sound business practice, are allowable; and

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

breakage,and disappearance of small hand tools, which occur

2 in the ordinary course of dolng business, are allowable.

A '

{2)" Indemification includes securing the contractor against liabili-
ties to third persons and other losses, not compensated by insurance or otherwise.
The Government is obligated to indemnify the contractor only ﬁo the extent ex-
pressly provided for in the contract, except as provided in (E{g above.
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1)
\
{a@¥ Interest and Other Financial Costs. Interest.(however represented),

bond discounts, costs of financing and refinancing operations, legal and pro-
fessional fees pald in connection with the preparation of prospe¢tuses, costs
of preparation and issuance of stock rights, and costs related thereto, are

ungllowable except for interest assessed by State or local texing authorities
I.. I"j] ] (-‘:J
under the conditions set forth in (eej-below. (But see fa#).)
(\8) .
-(ﬁ) Labor Relations Costs. Costs incurred in maintaining satisfactory

relations between the contractor and its employees, including costs of shop
stewards, labor management committees, employee publications, and other
related activities, are allowable.

{s) Ilosses on Other Contractss An excess of costs over income under any

other contract (including the contractor's contributed portian under cost-sharing
contracts), whether such other contract is of a supply, research and development,
or other nature, is umallowable.

A

'{(t) Maintenance apnd Repair Costs.

3(1) Costs necessary for the upkeep of property (includingiGovernment
property unless otherwise provided fof),'which neither add to the permanent
value of the property nor appreciebly prolong its ilmtended life, but keep it
in an effic}eqt\operating condition, are to be treated as follows {(but see

(i) normal maintenance and repair costs are allowable;

(11) extraordinary maintenance and;rePair;costs are allowable,
provided such are allocated to the periods to which appli-
cable for purposes of determining contract costs. (But
see ASPR lS-Eééﬁéfﬁaﬁ)

2) Expenditures for plant and equipment which, accprding to generally
26
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accepted accounting principles as applied under the contractor'!s established
policy, should be capitalized and subjected to depreciation are allowable only

on & depreclation basis.

L) ;Manufa.cturj_nj; and Production Engineering Costs. Costs. of manufactur-
ing and production engineering; including englneering activities in comnection
w\"_]l;bh the following, are allowdble:

(1) current menufacturing processes such ag motion and time
study, methods analysis, job analysis, and tool design and
‘improvement; and

{11) current production problems, such as materials analysis for
production suitabllity and component design for purposes of
simplifying production.

A

(v) Material Costs.

(&) Material costs include the costs of such items as raw materials,
parts, subassemblies, components, and manufacturing supplies, whether purchased
outside or mamufactured by the contractor, and may include such collsteral items
as Inbound transportation and intransit Insurance, In computing material costs
consideration will be given to reasonable overruns, spoilage, or defective work
(_for correction of defective work, see the provisions of the contract or proposed

contract relating to inspection and correction of defective work)_, , ‘I'itese costs

i Y\
b 3

are allowsble subject, however, to the provisions of (ﬁ):through-@h below.

{ f}(-e‘) Costs of material shall be suitably adjusted for applicable por-
tions of income and other credits, including available trade discounts, refunds,
rebates, allowances, and cksin discounts, and credits for scrap and salvage and
materlal returned to vendors. Such income and other credits shall either be

credited directly to the cost of the material involved or be allocated (as
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credits) to indirect costs. However, where the contractor can demonstrate that
LA 2P "-r.f =

B A
failure to take cash discounts was due torcircumstances-hnyan&=h§a-eonbroi; such

lost discounts need not be so credited.

1133 Reasonable adjustments arising from differences between periodic ';ig:
T, (L | el o d [ n\.n’
physical inventory quaentities and related materiel combrol records Hiél be in-
|cluded in arriving at t&ercost{é@—ﬁ&%eri&&ﬂ, provided such adjustments {1)-do-not

include "write-downs™ or “write-ups” of values end (14} relate to the period of

;performance:of the contract.

| (<l ){%) When the materials are purchased specifically for and identifiable
solely with performance under & contract, the actual purchase cost thereof should
be charged to the contract. If materisl is.ilssued from stores, any generally
recognized method of pricing such material 1s acceptable if that method is con-
slstently applied and the results are equitable. When estimates of material
costs to be incurred in the future are required, either current market price or
anticipated acquisition cost (if reasonably certain and determinable) may be
used, but the basls of pricing must be disclosed.

\(5) Costs of materlals, services, and supplies sold or transferred be~
tween plants, divisions or organizations, under & common control, ordinarily shall
be allowasble to the extent of the lower of cost to the transferor or current mar-
ket price. However, a departure from this basis 1s permissible where (i) the
ltem is regularly manufactured and sold by the contractor through commercial
channels and (ii) it is the contractor's long-established practice to price
inter-organization transfers at other than cost for commercial work; provided
that the charge to the conttact is not in excess of %he transferor's sales
price to its most favored customer for the same item in like quantity, or the

current market price, whichever is lower.
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2y )
4% Orgenization Costs. Expenditures, such as incorporation fees, at-

torneys' fees, accountants' fees, brokers' fees, fees to promoters and organizers,
in connection with (1) organization or rec‘:rganization of a business, or (ii)
(s
. LI OV .
raising capital, are unallowable (see L; above).

L)

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

expenses as reglstry and transfer charges resulting from changes in ownérship
of securities issued by the contractor, cost of shareholders! meetings, normal
proxy solicitetlons, preparstion and publication of reports to shareholders,
preparation and submission of required reports and forms to taxing and other
regulatory bodles; and incidental costs of directors and committee meetings.
The above and similar costs are allowable when allocated on an eguitable basis,

do=allT~€lasses o8 WoTk. . .

L - ) ". ooy wi-s = ]
(#) Overtime, Extra-Pay Shift end Multl-Shift Premiums. ‘;\‘vaertime, extra~
Aol
pay shifts, and multi-shift work 45 allowsble to the extent approved pursuant
to ASPR 12-102.k, or authorized pursuant to ASPR 12-102.5.

{z)" Patent Costs. Costs of preparing disclosures, reports, and other

documents required by the contract and of searching the art to the extent neces-
sary to make such invention disclosures, are allowable. In accordance with the ufff‘T

clauses of the ¢ontract relating to patents, costs of preparing documents and --"'"'r
any other patent costs, in comnection with the filing of a patent applicstion :;
Ev%e}te title is conveyed to the Government, are allowable. {(See also"(;gf and )
L38) pelow.)

-

{agr) . Pension Plans. See (&) above.

) |

(bp) Plant Protection Costs. Costs of items such as (i) wages, uniforms,

and equipment of personnel engaged in plant protection, (ii) depreciastion on
plant protection capital assets, and (ili) necessary expenses to comply with
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military security requirements, are allowsble.
(29)
{ge)= Plant Regonversion Costs. Plant reconversion costs are those incurred

in the restoration or rehsbilitation of the contractor's facilities to approxi-
mately the same condition existing immediately prior to the commencement of the
military contract work, fair wear and tear excepted. Reconversion costs are
unallowable except for the cost of removing Govermment property and the restora-
tion or rehabilitation costs caused by such removal; However, in special circum-
stances where equity so dictates, additional costs may be allowed to the extent
mitually agreed upon before the costs are incurred. Whenever such costs are
given consideration, care should be exercised to avold duplication through allow-
ance as contingencies, as additional profit or fee, or in other contracts.

30)
{dds- Brecontract Costs. Precontract costs are those incurred prior to the

effective date of the contract directly pursuant to the negotiation and in
.anticipation of the award of the contract where such incurrence is necessary
to comply with the proposed contract delivery schedule. Such costs are allow-
able to the extent that they would have beeq allowable if incurred after the
date of the comtract. (But see ASFR 1552@&(49’-)».)

1y -
%ed}« Professional Bervice Costs ~ lLegal, Accounting, Engineering, and Other.

ME) Costs of professional services rendered by the members of a particu-
l%r profess1on who are not employees of the contractor are allowable, subject to
_Lé7’and.43%'below, when reasonable in relation to the services rendered and ‘when
not contingent upon recovery of the costs from the Government (but see“tw).above).
4 (2) Factors to be considered in determining the allowability of costs
in a particular case include:
{i) +the past pattern of such costs, particularly in the years

prior to the award of Government contracts;
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{(11) the impact of Government contracts onm the contractor's
business (i.e., what new problems have arisen);
(1ii) +the nature and scope of managerial services expected of
‘the contractor's own orgenilzations;cand
(iv) whether thé proportion off Government work to the con-7
tractor's total business is such as to influence the
contractor in favor of incurring the cost, particularly
where the services rendered are not of a continuing
neturg and have little relationship to work under Gov-
ernment contracts.
Retalner fees{ﬁ% Pe allowaeble must be reasonably supported by evidence of
A ok a6 .
servicesfféndered.
¢ )43 Costs of legal, accounting, and consulting services, and related
costs, incurred in cbnnection‘with organization and reorganizgtion, defense of
anti-trust suits, and the prosecution of claims against the Government, are
unallowable. Costs of legal, accounting, and consulting services, and related
costs, incurred in connection with patent infringement litigation, are unallow-

able unless otherwise provided for in the contract.
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(.ﬂ#-)f' Profits end Losses on Disposition o;f Plant, Equipment, or Other

Capital Assets. Profits or losses of any nature arising from the sale or

excbange of plent, equipment, or other capital assets, including sale or
exchange of either short or long temm mves'tments , shall be excluded in
computing contract costs (but see (.g?) (2‘) above as to basis for deprecia~
tion).

,,(..gg)"’Recruiting Costs. Costs of "help wented" advertising, operating

costs of an employment office necessary to secure and maintain an adequate
labor force, costs of operating an eptitude and educational testing program,
travel costs of employees while engaged in recruiting personnel, and travel
costs of applicants for interviews for prospective employment are allowable,
Where the contractor uses employment agencles, costs not In excess of standard
commercial rates for such services are also allowable, Costs of special bene-
fits or emoluments offered to prospective employees beyond the standard prac-
tices in the Industry are umallowable.

éw) Rental Costs. (Including Sale and Leaseback of Facilities).

\ ~£1)" Rental costes of land, building, and equipment and other

personal property are a.llowa.ble if the rates are ree.sonable In 1light of such
' = _[.'-f !’ H‘-— f ™ ( 3 al » { ] Pk
Tactors as,market donditiqns in the ’a.ree., the type, life expectancy, condition,

and value of the facilities leased, opilons avallable, and. other provisions of
A ){l{[ul.-_. "r 2§

the rental agreement. Application of these :f'actors,‘ :anolvea along w:l.th other

considera.tions comparison of rental costs with eosts Mh«mlﬂ be a.llooahle B

—~{

-4f the-facilities were -owmed by the comtractors =~ oot SNEk
) {(2) Charges in the nature of rent between plants, divisions, or
organizations under common control are yfallowable exeept to the extent such

charges do not exceed the normal costs of ownership, such as depreciation,

-
-7
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)

taxes, ilnsurance, and maintenance; provided that no part of such costs sha.u.
duplicate any other allowed costs.

¢3) Unless otherwise specifically provided in the contract, rental
costs specified in sale and leaseback agreements, incurred by contractors
through selling plant facilities to investment organizations, such es
insurance companies, or to private investors, and concurrently leasing back
the same facilities, are a.llowable only to the extent that such rentals do

. La Mool -f
not exceed nonm.l costs,\‘sueh—ar&epreeuﬂon, taxasw, meumncer—md m:l.n—

~tenanee,borme-by—tie=lkessor, which would have been._:lnemmd had the con-
tra.ctor retained legal title to the facilities,

\ -

-(—:I::I:') Research and Development Costs.

g 2,

(—lw) Basic research, for the purpose of this reg&aﬁb!:en, is that
type of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller knowledge
or understanding of the subject under study, rather than any practical applica-
tion thereof. Applied research, for the purpose of this - B i conslsts
of that type of effort which (1) normally follows basic research, bui may not
be severable from the related besic research, (11i) represents efforts to deter-
mine and expend the potentlalities of new scientific discoveries or improve-
ments in technology, materials, processes, methods, devices, and techniques,
and (1i1) represents efforts to "advance the state of the art." Applied
research does not include any such efforts when theilr principal aim is the
design, development, or test of specific articles or services to be offered
for sale, which are within the definition of the term develoyment as hereinafter
provided.

A
~£2)} Development 1s the systematic use of sclentific knowledge
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which is directed toward the productlion of, or improvements :Ln; i;seful products
to meet specific performence requirements, but exclusive of manufacturing and
production engineering

,(.3.).= A contractor's independent research and development is that
research and development wh_;Lch is not sponsored by a contract, grant, or
other a.rra.ngement.

(ll-)» A contractor's costs of independent research as defined in
/4— r end _(-8‘)' above shall be allowable as indirect costs (St{b,jeet to pa.ra.gmp}f E
,Z.B:)" 'below) » provided they are allocated to all work of the contra.ctor.. \(

(5*) Cost of contractor's independent deyelopment, as defined in
WE;)'and ,&Pr above (subject to pamh,(-é‘)’ below), are allowable
to the extent that such development 1s related to the product lines for which
the govermment has contracts, provided the costs are reasonable in amount and
are allocated as indirect costs to a1l work of the contractor on such contract
product lines, In cases where a contractor's normal course of business does .
not involve production work, the cost of independent developmen;b is allowable
\7‘bo the extent that such development 1s related and allocated as an indirsct
cost to the fleld of effort of govermment research and development contracts.

\ (&)~ Independent research and development costs shall include an
amount for the absorption of their appropriate share of indirect and adminisz-
trative costs, umless the contractor, in accordance with 1ts accounting
practices consistently applied, treats such costls otherwise.

) -4 Research and development costs (including amounts capitalized),

regardless of their nature, which were incurred in accounting periods pr:l.or to

¥ —i PERPRLY. ’f..

the avard of a particular contract are una.]_'l.owable'-*'*“/zf KU=SE f 353

saily ( DL, tow
_{.,__;d,-; I
L‘-‘

—(&)- The reasonableness of expenditures for independent research
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and development should be determined in light of all pertine;'l; ch;;idemtiom
such as previous contractor research and development activity, cost of past
programs and changes in science and technology. Such expenditures should be
pursuant to a broad planned program, which is reasonable in scope and well
mansged. Such expenditures (especially for development) should be scrutinized
with great care in connection with contractors whose work 1s predominantly or
substantially with the government. Advance agreements as described in
ASFR 15-%are particularly important in this situation., In recog:i-,.':i;‘ 4
tion that cost charing of the contractor's independent research and develop~ = |
ment program may provide motivation for more efficlient accomplishment of such
program, it 18 desirable in some cases that the govermment bear less than an
allocable share of the total cost of the program. Under these clrcumstences,
the following are among the approaches which may be used as the basis for
agreement: (1) review of the contractor's pmﬁgagd résearch and development
program and agreement to aceept the allocable costs of specifiec projects;
(11) agreement on a maximm dollar limitation of costs, an allocable portion
of which will be accepted by the Govermnment; amd (11i) agreement to accept the
allocable share of a percentage of the contractor's planned research and
dcvelopnent program,

1
-(-,g-g Royalties and Other Costs for Use of Patemts.

(»)\ 43> Royalties on a patent or amortization of the cost of acquiring
by purchase a patent or rights thereto, necessary for the proper performance
of the contract and applicable to contract products or processes, are allowable,
umless:

(1) the Government has a licemse or the right to free use
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of the patent;
(11) the patent has been adjudicated to be invalid, or has
been administratively determined to be inwvalid;
(I 7 \ x (111) the patent 18 considered to be wmenforceable; or
il ' | (iv) the patent 1s expired.
5 Special care should be exercised In determining reasonsbleness
vhere the royalties may have been arrived at as a result of less than am's
length bargaining; e.g.:
(1) royalties paid to persons, including corporations,
affiliated with the comtractor;

(11) royalties paid to umaffiliated parties, including
corporations, under an agretment entered into in
contemplation that a Govermment contract would be
avarded; or

(111) royalties paid under an agreement entered into after

the award of the contract.

(3) Sbnﬁial care should also be exercioed"-w(ith respect to

\. 4:'.-

royalties peid to 11iated parties, incl\f_g.ﬂng corporations, upon pa.ten'ga
J"-)- ..;
the co%r which, or cost of reaearcl;, and development ﬁork thereon}x
/
were/ substantially rec d through Go'wermnwt grants or cha.rﬁe /énst

vermment contracts or subcohtra.cts. T
(c }—-ﬁ#@b‘ In any case involving a patent formerly owned by the con-
tractor, the amount of royalty allowed should not exceed the cost which would
have been sllowed had the contr_a_}ctor retained title thereto.
\ O

(y See ASPR 15-80lvi{®)}v
36
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k) Selling Costs. A7 Hpe

--((—Ia.-):3 Selling costs arise in the marketing of the contractor's

products and include costs of sales promotion, negotiation, liaison between
Govermnent representatives and contractor's persomnel, and other related
activities.

‘(na)*‘Selling costs are allowable to the extent they are reasonable
and are allocable to Government business (but see ASPR 15-£9C1;—r£(-b)). Alleca-
bility of selling costs will be determined in the light of reasonable benefit
to the Govermment arising from such activities as technical, consulting,
demonstration, and other services which are for purposes such as epplication

or adaptation of the contractor's products to Govermment use.

r(=-3) ; Notwithstanding 2 above, salesmen's or agents' compensation,
fees, commissions, percentages, or brokerage fees, which are contingent wupon
the award of contracts, are allowable only when paid to bona fide employees
or bona fide established commercial or selling agencies maintained by the
contractor for the purpose of securing business.

3 € )
(11)- Service and Warranty Costs. Such costs include those arising from

fulfiliment of any contractual obligation of a contractor to provide services,
such as installation, training, correcting defects in the products, replacing
defective parts, making refunds in the case of inasdequate performance, etc.
When not inconsistent with the terms of the ecomtract, such service and
warrenty costs are allowable. However, care should be exercised to avoid
duplication of the allowance as an element of both estimated product cost

and risk,
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~(xm)- SBeverance Pay.

.(l.): Severance pay, also commonly referred to as dismissal wages,
is a payment in addition to regular salaries and wages, by contractors to
wvorkers vhose employment is belng terminated., Costs of severance pey are
allowable only to the extent that, in each case, it is required by (i) law,
(11) employer-employee agreement, (111) established policy that comstitutes,
in effect, an implied agreement on the contractor's part, or (iv) eircum-
stances of th;e pa.rticula.r employment.

*é-a-)-;'hCosts of severance payments are divided into two categories
as follows:

(1) actual normal turnover severance payments shall be
allocated to all work performed in the contractor's
plant; or, where the contractor provides for accrual
of pay for normal severances such method will be
acceptable if the amount of the accrual is reasonable
in 1ight of payments actually made for normal severances
over a representative past period, and if amounts accrued
are allocated to all work performed in the contractor's
plant; and

(11) abtmormal or mass severance pay is of such a conjectural
nature that measurement of cost by means of an accrual
will not achieve equity to both parties. Thus accruals
for this purpose are not allowable. However, the
Government recognizes its obligation to participate,

to the extent of its falr share, in any specific

38
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payment. Thus, allowability will be conzi_ideréd

on a ecase-by-case baslis in the event of occurrence.

b

! \
{an) “Special Tooling Costs. The term "specisl tooling" means property

of such specislized nature that its use, without substantial modification or
alteration, 1s limited to the production of the particuler supplies or the
performance of the particular services for which acquired or furnished.
It includes, but is not limited to, jigs, dies, fixtures, molds, patterms,
special taps, special gauges, and speclal test equipment. The cost of
special tooling, when acquired for and its usefulness is limited to one or
more Govermment contrects, is allowable and shall be allocated to the
specific Government contract or comntracts,

(o0) Daxss.

) (1) Taxes are charges levied by Pederal, State, or local govern-
ments. They do not include fines and pemalties except as otherwise provided
herein. In general, taxes (including State amd local income taxes) which the
contractor is required to pay and which are paid or accrued in acecordance with
gemerally accepted accounting principles are allowable, except for:

(1) PFederal income and excess profits taxes;
(:I.i) taxes in conmection with ing, refinancing or

(7
refunding operations (see (o});

(111) taxes from which exemptions are available to the
contractor directly or available to the contractor
besed on an exemption afforded the Govermment except
when the contracting officer determines that the

administrative burden incident to obtaining the

39
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exemption outweighs the corresponding ben‘er[ﬁti acczﬁ:i.ng
to the Govermment; and
) _\'3 - (1v) special assessments on land which represent capital
ey Tnadjuddesbed “axes otherwise allowable under -above, ~C , |

o
.-(&-'-

-

that the contractor prior to payment of such taxes:
(1) promptly requests instructions from the contracting
officer concerning such taxes; and
(11) +takes all action directed by the contracting officer,
including cooperation with and for the benefit of the
Govermment to (A) determine the legality of such
assessment or, (B) secure a refund of such taxes.
Reasonable costs of any such a.ct:l.on wndertaken by the contractor at the direc- _ |

f‘.' -"‘_'. E’)"‘ C.on ﬁl 1__.
tion .f' ~the contra.cting oﬁ‘:l.cer a.re owvable. Interest and pemalties incurred |

by a contractor by reason of the nonpayment of any tax at the direction of the |
contracting officer or by reasomn of the fallure of the contracting officer to
assure timely direction after prompt request therefor, are also allowable.

-(-se)" Any refund of taxes, interest, or penalties, and any payment
to the contractor of imterest thereon, attributable to taxes, interest, or
penalties which were allowed as contract costs, shall he credited or paid
to the Govermment in the manner directed by the Govermment, provided any
interest actually pald or credited to a contractor incident to a refumd of
tax, Interest or pemalty shall be pald or credited to the Govermment only

to the exteat that such interest accrued over the period during which the

40
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contrector had been reimbursed by the Govermment for the taxes, interest,

or penalties.
(pp)> Trede, Business, Technical and Professional Activity Costs.

(3) Memberships. This category includes costs of memberships
in trade, business, technical, and professional organizations. Such costs

are allowable.

(2) Subscriptions. This item includes cost of subscriptions to
trade, business, pmfessionél s or technical periodicals. Such costs are
allowable.

[« )y 43) Meetings and Conferences. This item includes cost of meals,

transportation, remtal of facilities for meetings, and costs incidental
thereto, when the primary purpose of the incurrence of such costs is the
dissemination of technical information or stimulation of production., Such
costs are allowable.

. X
La5)
{qq) Training and Educational Costs.

(2 Y1) Costs of preparation and maintenance of a program of instruc-
tion at noncollege level, designed to increase the vocational effectiveness
of bona fide employees, including training materials, textbooks, salaries.
or wages of trainees duringrcgular vork:h:t hours, and of ot :

(1) salaries of the director of training and staff
vhen the training program is conducted by the
contractor; or

(11) tuition and fees when the training is in an
institution not operated by the contractor;

are allowable,
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{8y Costs of part-time beehnical; oghassidan-and sei;nﬁﬂc) +
education, at an wmder-graduate or post-graduate college level, related to
the job requirements of bona fide employees, including only:
(1) training materials;
(11) +textbooks;
(111) fees charged by the educational institution;

(1v) tuition charged by the educational institution, or
in lieu of tultion, inmstructors' salaries and the
related share of indirect cost of the educational
institution to the extent that the sum thereof is
not in excess of the tuition which would have
been pald to the participating educational
institution; and

(v) straight-time compensation of each employee for
time spent attending classes during working hours
not in excess of 156 hours per year vhere circum-
stances do not penﬁt the operation of classes or

attendance at classes after regular working hours; -
A~

are allowable, ',/,_jr £ /' T
(c)  — :
{

N v

4£3) Costs of tuition, fees, training materials and textbooks ''|

(but not subsistence, salary, or any other emoluments) in comnection with
fu]_'l.tine scientific and engineering education at a post-graduate (but not
under-graduate) college level related to the Job requirements of bona fide
employees for a total period not to exceed one school year for each employee

80 trained, are allowable. In unusual cases vwhere required by military
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technology, the period may be extended. i

(’lt‘); Maintensnce expemse, and normal depreciatiom or fair rental,

on facllities owned or leased by the contractor for training purposes are

{_ 2wy (9

_ t)
alloweble to the extent set forth in (&7, (i), and Qm) above, respectively,
X
: 4_5‘;,. Gramts to educational or trainimg imstitutioms, imcludimg | (/|"
:""
pt

the domation of facllities or other Properties » sehola.rships or fellowships) \
Pi N2 A ~L 17 1 }
are considered contr:!.butionsp(see (—h-) L ve),

I)
;..(.n-)- Trensportaetion Costs. Transportation costs include freight,

express, cartage, and postage charges relating either to goods purchased,
in process, or delivered. These costs are allowable. When such costs can
readily be identified with the items involved, they may be d.irectly costed
as transportation costs or added to the cost of such items (see -(-=r) above),
Where identification with the materisls received cammot readily be made,
inbound transportatiom costs may be charged to the appropriate indirect
cost accoumts 1f the comtractor follows a comsistent, equitable procedure
in this respect. Outbound freight, if reimbursable under the terms of the

B A1
contra.ct_, sh‘eu& be treated as & direct cost.

(m) Travel Costs.

33 Travel costs include costs of transportation, lodgimg, sub-
sistence, and incidental expemses, incurred by contractor personnel in &
travel status while om official campeny business.,

(‘E‘)"Travel costs may be based wpon actual costs imcurred, or
on a per diem or mileage basis in lieu of actual costs, or on a combinatiom of

the two, provided the method used does not result in am unreasomable charge.

L3
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€3) Travel costs incurred in the mormal course of ox(er-all
administration of the business md-applimble “to the entire-business are

fnd. abalt At Coaled Ga AndLoct Coulz
ﬂJombleWeMM%mm
-eontreetors

*(h) - Travel costs directly attributable to specific contract
performance are allowable and may be charged to the contract im accordance
with the principle of direct costing (See ASPR 15-202).

(5) Necessary, reasonable costs of family movements and persommel
movements of a speclal or mass nature are allowable, subject to allocation

on the basis of work or time period bemefited when appropriate. (But see
1077
ASPR 15-2643b- )
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Part 57~ Guidelines for Application in the Negotiatiom '
and Administration of Fixed-Price Type Supply
amnd Research Contracts with Orgamizations Other
Than Educational Imstitutions and in the
Regotiation of Termination Settlements for
the Convenience of the Govermment

éoe ; .
15-500 Scope of Part. This Part provides guldance for the use of

Part 2 of this Section (1) in the evaluation of costs im pricing of nego-
tiated fixed-price type supply and research contracts and subcontracts with
organizations other then educational institutions, in those instances where
such evaluation is required to establish prices for such comtracts and

(:l.i) in the negotiation of termination settlements, Spu=bhe-ccnuendsnce=oi-
Slne-Goy cimetan by

i 6ol :
15456 Definition of Fixed-Price Type Contracts. "Fixed-price type”

contracte include, for purposes of this Part, the following:
(1) firm fixed-price contracts (ASPR 3-%03.1)
(11) fixed-price comtracts with escalation (ASPR 3-403.2)
(111) fixed-price contracts providing for the redetermimation
of price (ASPR 3-403.3)
(iv) fixed-price incentive comtracts (ASPR 3-403.4)
(v) mon-cost-reimbursable portiom of time and materials
contracts (ASPR 3-405.1)
(vi) labor-hour contracts (ASPR 3-405.2)

6 020
15-568" Basic Comsiderations. (a) Under fixed-price type comtracts,

the negotiated price is the basis for payment to a contractor whereas allowable
costs are the basis for reimbursement under cost-reimbursement type comtracts.

Accordingly, the policies and procedures of ASPR Section III, Part 8, are

L5
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governing and shall be followed in the negotiation of fixed-price type
contracts., Cost and accounting date may provide guldes for ascertalning
fair compensation but are not rigid measures of it. Other types of data,
criteria, or standards may furnish equally rellable guides to falr com-
pensation, The abllity to apply standards of business Judgment as distinct
from strict accounting principles is at the heart of a negotiated pri::e or
settlement,

(vb) Among the different types of fixed-price type contracts,
the need for consideration of costs varies comsiderably as indicated below:

(1) Retrospective Pricing and Settlements. In negotiating

firm fixed prices or settlememts for work which has beem
completed at the time of negotiation (e.g., final nego-
tiations under fixed-price incentive contracta, redeter-
minetion of price after completion of the work, or
negotiation of & settlement agreement wmder a contract
terminated for the convemience of the Govermment), the
treatment of costs is a major factor in arriving at the
amownt of the price or settlement. However, eveam in
these situations, the finally agreed price or settle- _
; ' \ ment may represent something other tham the sum total /‘11[-/ '
of acceptable costs plus profit, since the fimal price
accepted by each party does not necessarily reflect
agreement on the evaluation of each elemeat of cost,
but rather a final resolutiom of all issues in the

negotiation process.
L6
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(11) Forvard Pricing. The extent to which costs influence

forward pricing varies greatly from case to case, Im )
negotiations covering future work, actual costs canmot
be known and the importance of cost estimates depends
on the circumstances. The contracting officer must
comsider all the factors affecting the reasonableness
of the total proposed price, such as the technical,
produetion or finsncial risk assumed, the complexity

of work, the extent of competitive pricing, and the
contractor's record for efficiemcy, economy and
ingeaulty, as well as available cost estimates. He
must be free to bargain for a total price which
equitably distributes the risks between the coatractor
and the Govermment and provides incentives for efficiemcy
and cost reduction. Im negotiating ?uch a8 price, it is
not possible to idemtify the treatment of specific cost
elements simce the bargainiag is on a total price basis,
Thus, while cost data 1s often a.valuable aid, it will
not comtrol negotiation of prices for work to be per-
formed, or a target price under an inceamtive comtract.

go3 co1
15508~ Cost Principles amd Their Use. (a) When, pursuant to ASPR 15-5ei

costs are to be comsidered in the negotiation of fixed-price type contracts,
Sectiom XV, Part 2, shall be used as a guide in the evaluation of cost data

required to establish a fair emd reasomable price im comjumction with other

47
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pertiment comsiderations as set forth more fully im ASFR Section III,

Part 8. Q),\_, .--('-'q"?;"“ V___ - - Lt el zj;‘“r‘( 14,

(/
(b) /Whemever an occasion arises im which acceptability of a

specific item of cost becomes an issue, Section XV, Part 2, will serve as
'le Cer -I, nc,( -._,,._~ &8~ A A:...g_. Lowdlered rf "\Mf.rzm,ltr/f

a gulde

d .
¥ '4#;-"'“"\

! _—
4 g

(c) Im applyimg Part 2 of this Section XV to fixed-price
e
r) L contracts, comtracting officers will: (1) mot be a“&:nd to negotiate
{

il.{l'

(W agreement on'ucldindividml element of cost; and (11) be expected to use
their judgmemt as to the degree of deétail in which they consider the
individual elements of cost iz arriving at their evaluation of total cost,
where such evaluation is appropriate. However, the megotiation record
should fully substantiate and Justify the reasonimg leading to amy nego-

tiat-~2 - -~ 7 4
-_.hamzn.ﬁd-&-tj
order to pemmit the pbroper evaluation of cost data
submitted by contractors for use in negotiating prices, it may be
necessary to obtain breskdowns or account analyses in respect to some

cost items particularly those whose treatment may be dependent upon

special circumstances ms stated in the principles. Contractors will be

\M;> expected to be responsive to reasonable requests for data of this kind

48 ’)
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Part 7 = Fixed=Price Type Contracts

15-700 Scope of Part, This Part sets forth the guidelines to be

used for the evaluation of costs in negotiated fixed-price type contracts

and subcontracts, including terminations thereof, in those instances where

such evaluation is required to establish prices for such contracts,

WFixed=-price type¥ contracts include, for purposes of this Part, the followings
(1) firm fixed-price contracts (ASFR 3-L03,1)
(i1) fixed~price contracts with escalation (ASPR 3=403.2)
(iii) fixed-price contracts providing for the redetermination
of price (ASFR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3=403.l)
(v) non-cost-reimbursable portion of time and materials
contracts (ASPR 3=L05.1)

15-701 Basic Considerations. (a) Under fixed-price type contracts,

the negotiated price is the basis for payment to a contractor whereas
allowable costs are the basis for reimbursement under cost-reimbursement
type contracts. Accordingly, the policies and procedures of ASPR Section
I1I, Part 8, are governing and shall be followed in the negotiation of
fixed-price type contracts. Cost and accounting data may provide guides
for ascertaining fair compensation but are not rigid measures of it,

Other types of data, criteria, or standards may furnish equally reliable
guides to falr compensation. The ability to apply standards of business
Jjudgment as distinct from strict accounting principles is at the heart of a

negotiated price or settlement,



(b) Among the different types of fixed-price type contracts,

the need for consideration of costs varies conslderably as indicated below:

(1)

(i1)

Retrospective Pricing and Settlements. In negotiating

firm fixed prices or settlements for work which has been
completed at the time of negotiation (eege, final negotia=-
tions under fixed-price incentive contracts, redetermina-
tion of price after completion of the work, or negotiation
of a settlement agreement under a contract terminated

for convenience of the Govermment), the treatment of

costs is a major factor in arriving at the amount of the
price or settlement. However, even in these situations,
the finally agreed price or settlement may represent
something other 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,

Forward Pricing. The extent to which costs influence

forward pricing varies greatly from case to case., In
negotiations covering future work, actual costs cannot be
known and the importance of cost estimates depends on

the circumstances., The contracting officer must consider
all the factors affecting the reasonableness of the

total proposed price, such as the technical, production
or financial risk assumed, the complexity of work, the

extent of competitive pricing, and the contractor's

record for efficiency, economy and ingenuity, as well as

2



available cost estimates, He must be free to bargain

for a total price which equitably distributes the risks
between the contractor and the Government and provides
incentives for efficiency and cost reduction, In
negotiating such a price, it is not possible to identify

the treatment of specific cost elements since the bargaining
is on a total price basis, Thus, while cost data is often
a valuable aid, it will not control negotiation of prices
for work to be performed in the future, ee.ge., negotiation
of a firm fixed-price contract, an intermediate price
revision covering, in whole or important part, work which is
yet to be performed, or a target price under an incentive
contract,

15-702 Cost Principles and Their Uses (&) When, pursuant to ASPR 15-701,

costs are to be considered in the negotiation of fixed-price type contract,
Section XV, Part 2, shall be used as a guide in the evaluation of cost data
required to establish a fair and reasonable price in conjunction with other
pertinent considerations as set forth more fully in ASFR Section III, Part 8.

(b) Whenever an occasion arises in which acceptability of a specific
item of cost becomes an issue, Section XV, Part 2, will serve as a guide for the
resolution of the issue,

(c) 1In applying Part 2 of this Section XV to fixed-price contracts,
contracting officers will: (i) not be required to negotiate agreement on each
individual element of cost; and (ii) be expected to use their judgment as to
the degree of detail in which they consider the individual elements of cost in
arriving at their evaluation of total cost, where such evaluation is appropriate.

However, the negotiation record should fully substantiate and justify the

reasoning leading to any negotiated price,
3
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CONTRACT COST PRINCIPLES 8 Dec 56

Fert 1 - APPLICABILITY

15-101 Scope of Part. This Part prescribes the use of the cost

principles end standards set forth in the several succeeding Parts of this
Section in contracting and subcontracting and delineates the nature of
such use under different circumstances.

15-101.1 Use. PFart 2 is prescribed for use as follows:

(&) It mhall be used as a contractual basis, by incorporation
by reference in the contract, for determination of:

(1) Relmbursable costs under cost-reimbursement type
contracts, including cost-reimbursement type
subcontracts thereunder;

(2) Reimbursable costs under the cost-reimbursement
part of time and meterials contracts; and

(3) Costs of terminated contracts of the type set forth
in (1) and (2) above.

(b) It shall be used in fixed-price type contracts as general
guidance in the negotistion of fair and reasonable prices rather than as
a prescribed basis for determining such prices. In this respect,the
policies and procedures set forth in ASPR Section III, Part 8, are
governing and shall be followed. The degree of use of the principles

in Part 2 in fixed-price type contracts is dependent (i) on the



and redeterminable contracts are basically of the
fixed-price type, the fact that a specific item of cost
is set forth as "unallowable" in Part 2 shall not
preclude special consideration of such an item when
requested by the contractor on the basis that it
contributes to the performance of the contract. This
paragraph (3) is equally applicable to terminations of

incentive and redeterminable contracts.

(¢) Costs under terminations of firm fixed-price type contracts,
advertised or negotiated shall be governed by Part 2, subject to the sphedial

provislons pertaining to terminations as follows:



Part 7 - Fixed-Price Type Contracts

15-700 Scope of Part. This Part sets forth the guidelines to be

used for the evaluation of costs in negotiated fixed-price type contracts,

including terminations thereof, in those instances where such evaluation

is required to establish prices for such contracts., "Fixed-price type"

contracts include, for purposes of this Part, the following:
(1) firm fixed-price contracts (ASPR 3-403.1)
(1i) fixed-price contracts with escalation (ASFR 3-L03.2)
(iii) fixed-price contracts providing for the redetermination
of price (ASPR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3-403,L)
(v) non-costereimbursable portion of time and materials
contracts (ASPR 3-405,1)

15-701 Basic Considerations. (a) Under fixed-price type contracts,

prices, not separate elembn$s of cost plus profit, are to be negotiated,
A negotiated price is the basis for payment to a contractor under fixed-
price type contracts; allowable costs are the basis for reimbursement
under costereimbursement type contracts, Accordingly, the policies and
procedures of ASPFR Section III, Part 8, are governing and shall be followed
in the negotiation of fixed-price type contracts,

(b) &s recognized in ASPR Section III, Part 8, there are within
the fixed-price type category of contracts certain situations, Z;é%,
incentive and redeterminable contracts, in which costs are a significant
factor in the negotiation of prices. In such situations, costs must be

submitted by contractors, evaluated by the Government, and used as

TAB C



appropriate in negotiating fair and reasonable prices, However, since
yhe basic objective, even in these situations, is the negotiation of a
price rather than the determination of allowable and unallowable costs,
the use of cost principles must be flexible,

15-702 Cost Principles and Their Use, (a) W%hen, pursuant to

ARPR 15-701, costs are to be considered in fixed-price type contracts,

Section XV, Part 2, shall be used to provide general guidance in the

consideration of cost data in conjunction with other pertinent considerations
as get forth more fully in ASPR Section III, Part 8, required to establish
a fair and reasonable price,

(b) In using Part 2 of this Section XV for general guidance,
contracting officers are not necessaifly required te. gpec-i-i:nz.calli Evalp_a‘te =
each individual item of cost (as is required for cost-reimbursement type
contracts) in establishing a price; nor shall they be required, in sub-
stantiating or justifying a negotiated price, to explain the treatment
accorded each such item of cost, Notwithstanding the above, contracting
officers are required to fully substantiate amd justify any negotiated

price, tr-eseendante—witr—tire-pricing techniques-set-forth-in-ASFR-9=6087—
,L i\rnld" ¢ i:,-s "!.“"L h § I'!:'T o - ] Jr ] :
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\ e SECTION XV
. CONTRACT COST PRINCIPLES

Part 1 - APPLICABILITY

15-101 Scope of Part. This Part prescribes the use of the cost

principles and standards set forth in the several succeeding Parts of this
Section in comtracting and subcontracting and delineates the nature of
such use under different circumstances.

15-101.1 Use. Part 2 is prescribed for use as follows:

(a) It shall be used as & contractusl basis, by incorporation
by reference in the contract, for determination of:

(1) Reimbursabie costs under cost-reimbursement type
contracts, including cost-reimbursement type
subcontracts thereunder;

(2) Reimbursable costs under the cost-reimbursement
pert of time and materials contracts; and

(3) Costs of terminated contracts of the type set forth
in (1) and (2) above.

(v) It shall be used in fixed-price type contracts as general
guidance in the negotiation of fair and reasonable prices rather than as
&. prescribed basgis for determining such prices. In this respeet, the
policies and procedures set forth in ASPR Section III, Part 8, are
governing and shall be followed. The degree of use of the principles

in Part 2 in fixed-price type contracts is dependent (1) on the



circumstances of the procurement and (ii) the form of fixed-price

type contract, as follows:

(1)

(2)

(3)

In formally advertised contracts, Part 2 is
inapplicable.

In siiaiéé; fixed-price type negotiated contracts,
where, according to ASPR 3-808.3, cost analysis is
required, Part 2 is to be used primarily as a mesus
of determining the necegsity for certain costs, and

their reasonableness and allocability, rather than

as a primary basis for arriving at a price. Formula
type pricing, i.e., costs plus profit equals price,
is improper and shall not be used. Costs are but
one of many factors to be used in the negotiation

of ;1¥:l;££ fixed-price type contracts.

Part 2 is not prescribed, by contract, for use in
fixed-price incentive and redeterminable contracts.
Nevertheless, because of the major significance of
costs in the establishment of prices under these
types of contracts, the use of Part 2 in determining
allowability of such costs must, of necessity, be ¢ taatly
patterned after its use under cost-relmbursement

type contracts. However, since incentive and

redeterminable contracts are basically of the fixed-



price type, the fact that a specific item of cost
is set forth as "unalloweble" in Part 2 shall not,
except as set forth in (k) below, preclude special
consideration of such an item when requested by the
contractor on the basis that it contributes to the
performance of the contract. This paragraph (3)
is equally applicable to terminations of incentive
and redeterminable contracts.

(4) Notwithstanding (2) and (3) above, certain items
of costs are 1nappropriate for inelusion in Govermnment
contracts as allowable items of cost, regardless of
the type of contract. Therefore, to the extent
‘cost analysis is required in fixed-price type contraects,
the rules of non-allowability, set forth in Part 2
as to the following items, shall be applied precisely
as required for cost-reimbursement type contracts:
@, Federal Income and Excess Profit Taxes.
b. Entertainment expenses.

c. Fines and Penalties.

"
if 1 A~
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(¢) Costs under terminations of stxaight fixed-price type
contracts, advertised or negotiated shall be governed by Part 2, subject
to the special provisions pertaining thereto set forth in ASPR Section XV,
Part 5. (THIS WILL REQUIRE PICKING UP FROM SECTION VIII APPLICABLE

PROVISIONS PERTAINING TO TERMINATIONS OF STRAIGET FIXED-PRICE TYPE CONTRACTS).



Part 1 - Applicability

15-101 Scope of Part. This Part prescribes the use of the cost

principles and stendards set forth in the several succeeding Parts of
this Section in contracting and subcontracting and delineates the nsture
of such use under different circumstances,

15-101.1 Use, Part 2 is prescribed for use:

(1) As a contractual basis, by incorporation by reference in the
contract, for determination of:

(A) reimbursable costs under cost-reimbursement type contracts
including cost-reimbursement type subcontracts thereunder,
the cost=reimbursement portion of time and materials
contracts and costs of terminated cost-reimbursement contracts.

(11) With respect to (1) above the decisions set forth in this Part 2
as to unallowability have been dictated by a variety of reasons,
including the administrative difficulty of controlling certain
expenditures, Accordingly, nothing in this Part 2 shall be
construed as preventing the submission by contractors of
requests for special consideration of any expenses for which
the contractor would not otherwise be reimbursed. Such

requests shall be in addition to and shall be specifically

excluded from the development and submission of cost data,

In determining the fee to be paid, contracting officers are

suthorized vhere they consilder it appropriate to do so to

include a factor which will give recognition to any legitimate
contractor expenses when such expenses are reasonable under the

circumstances of particular procurements.



(1ii) Under fixed price type contracts the objective is the
negotlation of a mutually satisfactory price or settlement
rather than the determination of allowability or unallowability
of individual cost items. Accordingly, under such fixed
price type contracts, the principles in this part are
intended to afford general guidance only to (a) contractors
in the preparation and submission of cost representations,

(b) auvditors in the rendition of advisory audit reports,
and (c) contracting officers in their considerations of
cost dats incident to the negotiation of contract prices.

15-101.2 "Allowable" and "Unallowable" in Connection with Fixed Price

Type Contracts. As used in ASPR, Section XV, Part 2, the words "allowable,"

"unellowable," and the like, shall, in connection with any fixed-price type

contract, mean "acceptable," "unacceptable," and the like.
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SECTION XV

CONTRACT COST PRINCIPLES

15-000 Soope of Sections This Section contains goeneral cost principles

and stsnderds in connection with (i) the determination of historical costs,

“he

circumstances of the procurement and (ii) the form of fixed=-price

type contract, as

(1)

(2)

follows:

In formally advertised contracts and in those
negotiated contracts awarded on the basis of
initial competitive proposals in accordance with
ASFR 3-805 (b) , Part 2 is inapplicable.

Under fixed-price type negotiated contracts,
including incentive and redeterminable contracts,
where, according to ASPR 3-808.3, cost analysis is
required, Part 2 is to be used primarily as an aid

in determining the reasonableness and allocability

of certain costs, rather than as a primary basis

for arriving at a price. Formula type pricing,
i.e., costs plus profit equals price, is jmproper
and shall not be used. Costs are but one of many
factors to be used in the negotiation of fixed-price

type contracts.



Draft
10 September 1957

(ii) serve as the basis for -

(A) the development and submission of cost data and prioce
analyses by contracotors and prospective contractors in
support of priocing, repricing, negotiated overhead
rates, requests for progress payments, and termination
settlement proposals;

(B) the evaluation of cost information by contracting
officers in the negotiation and administration of
centracts, whenever such information beommes & factor
in pricing, repricing, establishing overhead rates,
disposing of requests for progress payments, or settle-
ment of termination c¢laims by agreement;

(C) +the resolution of questions of acceptability of
specific items of cost in retrospective pricing;

() audit reports prepared by audit agencies in their
advisory oapacity of providing accounting information; and

(1ii) serve as a guide for the resolution of questions of acceptebility
of speoific items of costs in forward pricing when such costs
have become an issue.

(b) Use in Retrospective Pricing and Settlements, In negotiating firm

fixed prices or settlements for work which has been completed or substantially
completed at the time of negotiation (e.g., final negotiations under fixed-
price inocentive contract, redetermination of price after completion of the work,

negotiation of final overhead rates, or negotiation of a settlement agreement
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under & contrect terminated for the convenience of the Government), the treat-
ment of costs is a major factor in arriving at the emount of the price or gettle
mente Acocordingly, ASPR, Section XV, Port 2, shall serve as the basis for

the development end evaluation of cost data, and in any event for the resolu=
tion of questions of acceptability of ocosts in retrospective pricing. However,
the finally agreed price or settlement represents something wmore than the sum
total of acceptable costs, since the final price accepted by each party does not
neocessarily reflect agreement on the evaluation of each element of cost, but
rather a final resolution of all issues in the negotiation processs

(¢) Use in Forward Pricing. To the extent that costs are a factor in

forward pricing, ASPR, Section XV, Part 2, shall apply to the development and
svaluation of ocost datas The extent to which costs influence forward pricing
varies greatly from case to case, In negotiations covering future work, actual
costs cannot be known and the importance of cost estimates depends on the ocir-
cumstancess. The contraoting officer must consider all the faotors affecting the
reasmableness of the total proposed price, such as the technical, production
or financial risk assumed, the complexity of work, the extent of competitive
pricing, and the contractor's record for efficiency, esconomy and ingenuity, as
well as available cost estimates. He must be free to bargain for a total prioce
which equitably distributes the risks between the contractor and the Government
end provides incentives for effioiency and cost reduotion. In negotiating such
a prios, it is not possible to identify the treatment of specific cost elements
since the bargaining is on a total price basis. Thus, while Part 2 will be used
to develop and evaluate cost date, it will not control negotiation of prices for

work to be performed in the future (e.g., negotiation of a firm fixed-price
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contraot an intermediate price revision covering, in whole or important part,

- work which is yet to be performed, or a target price under an inoentive oontract.
hevertheless, when the question of acceptability of a specific item of cost
becomes an issue, Part 2 will serve as a guide for the resolution of the issuse

(d) ™Allowable" and "Unallowable" in Comnection with Fixed-Prioce Type

Contractss Ag used in ASPR, Seoticn XV, Part 2, the words "allowable," "unale

lowable," and the like, shall, in oconnection with any fixed-price type ocontract,

it 1t

mean "acceptable," "unacceptable," and the likes.

Part 2 = Principles and Standards Applinable
to Suwely, Servics, and Kegewrch and
Develvopment Contracts with Commercial
Organizations

15-200 Soope of Parte, This Part ocontains, for use in aoccordance with the

provisions of ASFR 15-101, general principles and standards for the evaluation
snd determination of costs in commection with supply, service, and research and
development oontracts, other than (i) suoch contracts with educational or other
nonprofit institutions, (ii) construction contracts and contracts for architeot-
engineering services related to construction, and (iii) facilities contracts =nd
clauses in supply or service ocontracts providing for the furnishing of facilities.

15~201 Basic Considerationse

15-201l.1 Composition of Total Coste The total cost of a contraot is the

sum of the allowable direct and indireot costs allocable to the ocontract, inw
curred or to be incurred, less any allocable oreditss In ascertaining what
oonstitutes costs, any generally accepted method of determining or estimating
costs that is equitable under the circumstances may be used, including standard

costs properly adjusted for applicable variancese
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16-20142 Fgaotors Affeoting Allowsbility of Costs. Factors to be considered

in determining the allowability of individual items of cost include (i) reason~
ableness, (il) allooability, (iii) application of those generally acocepted
accounting principles and practices appropriate to the particular circumstanoces,
(iv) significant deviations from the established practiocgs of the oconiractor
which would substantially inorease the ocontract costs, and (v) eny limitations or
exclusions set forth in this Part 2, or otherwise included in the contract as to
types or amounts of cost items,

15<201.3 Dofinition of Reascnableness. A cost is reasonable if, in its

—— - e Srem. .. Ca—

nature or amount, it does not exceed that which would be incurred by an ordi=-
narily prudent person in the conduct of competitive businesse The question of
the reasonableness of specific costs must be scrutinized with particular ocare in
connection with companies or seperate divisions thereof which are not subject to
competitive restraints because the preponderance of their business is with the
Govermment or because of any other reason. :that is reasonable depends upon a
variety of oonsiderations and ciroumstences involving both the nature and amount
of the cost in question. In determining the reasonableness of a given ocost,
consideration shall be given tot
(i) whether the ocost is of a type generally recognized as ordinary
and necessary for the oconduct of the contractor'!s business and
the performanoce of the contract;
(i1) +the restraints or requirements imposed by such faotors as
generally acoepted sound business practices, arm's length bar.
gaining, Federal and state lews and regulations, and contract

terms and specifioations; end
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(iii) +the action that a prudent business man would take in the oir-
cumstances, considering his responsibilities to the owners of
the business, his employees, his customers, the Government and
the public at large.

16-20l04 Definition of Allocabilitys A cost is allocable if it is assigne

able or chargeable to a particular cost objective, such as a oontract, product,
product line, process, or class of customer or activity, in accordance with the
relative benefits received or other equitable relationships Thus, a cost is
allocable to a Government oontract if it:
(i) is incurred specifiocally for the contraots
(ii) Dbenefits both the contract and other work or both Government
work and other work and can be distributed to them in reason-
able proportion to the benefits received; or
(iii) is neocessary to the over-all operation of the business,
although & direct relationshlp to mny particular cost objective
cannot be showne

15=201,5 Creditse The applicable portion of any actual or anticipated

inoome, rebate, allowance, and other credit relating to any allowable ocost, re=
ceived by or accruing to the contractor, shall be oredited to the Government
either as a cost reduction or by cash refund, as appropriate.

15-202 Direct Costse

(a) A direct cost is any cost inourred or to be incurred solely for the
bensfit of a single cost objeotive. Classification of an item as a direct cost
is not determined by its inocorporation in the end product as material or labore

Costs incurred or to be inocurred solely for the benefit of the contract are direct
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costs of the contract and are to be charged directly thereto, Costs incurred
gsolely for the benefit of other work of the contractor are direct costs of that
work and are not to be charged to the contract directly or indirectly.

(b) This definition shall be applied to all items of cost of significant
amount regardless of the established accounting practices of the contractor
urless the contractor demonstrates that the application of his current practice
achieves substantially the same results., Direct cost items of minor amount may
be distributed as indirect costs as provided in ASFR (35~202

15-203 Indirect Costs

(a) An indirect cost is any cost incurred or to be incurred for the benefit
of more than one cost objective., Minor direct cost items may be considered to be
indirect costs for reasons of practicality. After direct costs have been deter-
mined and charged diresctly to the contract or other work as appropriate, indirect
costs are those remaining to be allocated to the sewveral classes of work,

(b) Indirect costs shall be accumulated by logical cost groupings with
due congideration of the reasons for incurring the costs which are in turn dis-
tributed to the cost objectives. Each grouping shou’d be determined so as to
permlt distribution of the grouping on the basls of the benefits accruing to the
several cost objectivese Commonly, manufacturing overhead, selling expenses, and
general and administrative expenses are separately grouped., Similarly, the par-
ticular case may require subdivisions of these groupings; ee.go, bullding occupan-
cy costs might be separable from those of personnel administration within the
manufacturing overhead groupe The number and composition of the groupings should
be governed.by practical consideratioff dde should be such as not “to unduly come
pliocate the alldcatibn where substantially the same results are achieved through

less preclse methodse
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(¢) Each cost grouping shall be distributed to the appropriate cost objec-
tives, This necessitates the selection of a distribution base common to all
cost objectives to which the grouping is to be allocateds The base should be
selected so as to permit allocation of the grouping on the basis of the benefits
accruing to the several cogt objectives, This principle for selecl on 1s not to
be applied so rigidlyas to unduly complicate the allocation where substantially
the same results are achieved through less preclise methods.

(d) The method of allocation of indirect costs must be based on the [aPw
ticular circumstaices involved, The method shall be in accord with those gen-
erally accepted a ccounting principles which are applicable in the circumstances.
The contractorts established practices, if in accord with such generally accepted
acoounting principles; shall be acceptable, However, the methods used by the
contractor may require reexamination when:

(1) any substantial di fference occurs between the cost patterns
of work under the contract and other work of the contrgctor; or
(11)any significant change occurs in the nature of the business,
the extent of suboontracting, fixed asset improvement programs,
the inventories, the volume of sales and production, manufacturing
processes, the contractor!s products, or other relevant
clrcumstances.

(e) A base period for allocation of indirect costs is the period diring
which such costs are incurred and accumulated for distribution to work performed
in that period, The base period or periods shall be so selected as to represent
the period of contract performance and shall be sufficiently long to avoid

inequities in the allocation of costs, but normally no longer than one yearo
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tlhen the contract is performed over an extended period of time, as many
such base periodswill be used as will be required to represent the period

of contract performance.

15-20L Application of Princinles and Standards.

15-20L4.1 General.

(a) Costs (including those discussed in ASPR 15-20L.2) shall not be
allowed except to the extent that they are reasonable (see ASPR 15-201.3),
allocable (see ASPR 15-20l.L), and determined to be allowable in view of the
other factors set forth in ASPR 15-201.2.

(b) The extent of allowability of the selected items of cost covered
in ASFR 15-20L4.2 has been stated to apply broadly to many accounting systems
in varying contract situations. Thus, as to any given contract, the reasonable-
ness and allocability of certain items of cost may be difficult to determine,
particularly in the case of contractors whose business is predominantly or
substantially with the Government. In order to avoid controversy and
possible subsequent disallowance based on unreasonableness or non-allocabil~
ity, the extent of allowahility of such costs should be specifically dis-
cussed and agreed to in advance of the contractort!s incurring of such costs
under cost-reimbursement type contracts, fixed-price incentive contracts, and
fixed~price contracts subject to price redetermination. Any such agreement
should be incorporated in cost-reimbursement type contracts or made a part
of the contract file in the case of negotiated fixed-price type contracts,
and should govern the cost determinations covered thereby throughout the

performance of the related contract. Such items of cost include:
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(1) use charges for fully depreciated assets (ASIiT 15-20L.2(1)(6));
(ii) food and dormitory servicc furnished without cost to
employecs or involving sicnificant losses (ASPR 15-204.2(n));
(iii) deferred maimtensnce costs (ASPR 15-204.2 (£)(1)(ii));
(iv) pre-contract costs (#SPR 15-20L4.2(dd));
(v) research ond developent costs (ASFR 15-204.2(11)(6));
(vi) royalties (4SPR 15-204.2 (33));
(vii) selling »nd distribution costs (45:R 15-20L.2(kk)(2)); and
(viii) travel custs, as related to special or noss personnel move-
ment (AS:R 15-20h.2(ss)(5)).
(c) Selected items of cost are consicdered in ASYR 15-204.2. However,
ALFR 15-20L.2 does not cover every element of cost snd every situation that
might orisc in o perticular case. Failure to treat any item of cost in
ASFR 15-20L1.2 is not intended to imply thet it is either allowoble or unallow-
able. Viith respect to oll items, whether or not specifically covered, deter=-
nination of allowability shall be based on the principles and standards set
forth in this Iart and, where appropriate, the trectrment of similor or related
selected items.

15-20);,2 Selected Costs.

(2) Advertising (osts.

(1) Advertising costs include the cost of advertising media ond
corollery administrative costs. Advert.sing medie include magazines, news-
papers, radio and television progrars, direct meil, trade napers, outdoor
advertising, dealer cards and window displays, conventions, exhibits, free
goods and samples, and sales litersture. The followkng advertising costs are

allowable:
10
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(1) advertising in trade and technical jourmals, provided
such advertising does not offer specific products or
services for sale but is placed in journals which are
valuable for the dissemination of technical information
within the contractor's industry; and

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

ceousidered iy conjunction with all other recruiting costs.

(2) All other advertising costs are unallowable.
(b) Bad Debts. Bad debts, including losses (whether actual or
estimated) arising from uncollectible customers' accounts and other claims,
related collection costs, and related legal costs, are unallowable.

(c) Bidding Costs. Bidding costs are the costs of preparing bids or

proposals on potential Government and non-Government contracts or projects,
including the development of engineering data and cost data necessary to
support the contractor's bids or proposals. Bldding costs of the current
accounting period of both successful and unsuccessful bids and proposals
normally shall be treated as indirect costs and alloceted currently to all
business of the contractor, ia which event no bidding costs of past account-
i ng periods shall be allocable in the current period to the Government con-
tract; however, the contractor's established practice may be to treat bidding
costs by some other recognized method. Regardless of the method used, the
results obtained may be accepted only if found to be reasonable and
equitable.

(d) Bopding Costs.
(1) Bonding costs arise when the Govermment requires assurance
against financial loss to itself or others by reason of the act or default of
the contractor. They arise also in instances where the contractor requires

similar assurance. Included are such
11
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bonds as bid, performance, payment, advance payment, infringement, and fidelity
bonds.

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

(3) Costs of bonding required by the contractor in the general con-:
duct of his business are allowable to the extent that such bonding is in
accordance with sound business practice and the rates and premiums are reasonable
under the circumstances.

(e) Civil Defense Costs:,

(1) Civil defense costs are those incurred in planning for, and the
protection of life and property against, the possible effects of enemy attack.
Reasonable costs of civil defense measurss (including costs in excess of normal
plant protection costs, first-aid training and supplies, fire fighting training
and equipment, posting of additional exit notices and directions, and other
approved civil defense measures) undertaken on the contractor's premises pursuant
to suggestions or requirements of civil defense authoritiss are allowable when
allocated to all work of the contractor,

(2) Costs of capital assets under (1) above are allowable through
depreciation in accordance with (i) below.

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

(f) Compensation for Personal Services.

(1) General. a. Compensation for personal services includes all
renuneration paid or accrued, in whatever form and whether paid immediately or
deferred, for services rendered by employees to the contractor during the pericd

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

12
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directors' and executive committee members' fees, bonuses, incentive awards,
employee stock options, fringe benefits, and contributions to pension, annuity,
stock-bonus and profit-sharing plans. Except as otherwise specifically provided
in this paragraph (f), such costs arc allowable to the extent that the total
compensation of individual employees is reasonable for the scrvices rendered.

b. Compensation is reasonable to the cxtent that the total amount
paid or accrucd, is commcnsuratc with compensation paid under the contractor's
established policy and conforms guncrally to compensation paild by other con-
tractors of the same size, in the samc industry, or in the same geographic arca,
for similgr scrvices. Compensation will be particularly scrutinized to determine
whether the compensation is reasonable in amount and is for actual personal
services, rathcr than a distribution of profits, when paid (i) to owners of
closely eld corporations, (ii) to partners and sole proprietors, (iii) to
members of the immediate familics of persons within (i) and (ii), above, or (iv)
to persons who are committed to acquire 2 substantial financial interest in the
contractor's enterprise. In addition, compensation cxpenses must be particularly
scrutinized in light of the presence or abscnce of the restraints occurring in
the conduct of compctitive busincss.

c¢. Gompensation for scrvices rendered paid to partners and sole
proprietors in lieu of salary will be allowcd to the extent that it is reason-
able and cdoces not constitute a distribution of profits.

d. In addition to the gencral requirements set forth in a through ¢
above, certain forms of compensation are subject to further requirements as

specificd in (2) through (11) below.

13
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(2) salaries and Wages. Salaries and wages for current services

include gross compensation paid to employees in the form of cash, products, or
services, and are allowable subject to the gualifications of (y) below.

(3) Cash Bonuses and Awards. Cash bonuses, suggestion awards, and

safety awards, based on production, cost reduction, or efficient management or
performance, are allowable to the extent paid or accrued pursuant to an
agreement entered into in good faith between the contractor and the employees
before the services were rendered, or pursuant to an established plan followed
by the contractor so consistently as to imply, in effect, an agreement to make
such payment.

(4) Bonuses and Incentive Compensation Paid in Stock. Costs of

bonuses and incentive compensation paid in the stock of the contractor or of an
affiliate are allowable to the extent set forth in (3) above (including the
incorporation of the principles of paragraph (7) below for deferred bonuses
and incentive compensation), subject to the following additional requirements:
(i) wvaluation placed on the stock shall be the fair market value,
determined upon the most objective basis available; and
(ii) accruals for the cost of stock prior to the issuance of such
stock to the employees shall be subject to adjustment
according to the possibilities that the employees will not
receive such stock and their interest in the accruals wil;
be forfeited.
Such costs otherwise allowable are subject to adjustment according to the
principles set forth in (7)c. below. (But see ASPR 15-204.1 (b).).

(5) Stock Options. The cost of options to employees to purchase

stock of the contractor or of an affiliate are unallowable.

(6) Profit Sharing Plans. For purposes of these principles, profit

L
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sharing plans are divided into two types, namely, immediate payment plans and
deferred distribution plans. Immediate payment plans include those which provide
for payment (of the profits being distributed) to the individual officers and
Employces shortly after determination of the amount cdue to each rather than after
a lapse of a stated period of years or upon the retirement, death or disability
of the individual officcrs and cmployccs. Deferred distribution plans include
thosc which provide for payment (of the profits being ¢ istributed) into a soparate
bank account or fund usually under the control of a trustec, fur disburscment to
the individual officers and employecs after a steted period of years or upon their
retircment, death or disability. Profit sharing plan costs under plans of the
immediate distribution type are unellowablc, Profit sharing plan costs under
plans providing for deferred distributions will be allowable, subject to the pro-
~=isions of paragraph (7) below, only in those cases and to the exbent the distri-
butions of bencfits are to be made upon or after rctirement, disability or death
of the covered officers and employees.

(7) Dceferred Compensation. 2. As used hercin, deferred compensation in-

cludcs all remuneration, in whatever form, for services currently rendered, for
which the employce is net paid until after the lapse of a stetecd perio’ of years or
the occurrcnce of other events as provided in the plans, cxcept that it does not in-
clude normal end of accounting period aceruals. It includes (i) contributicns to
pension, annuity, stock bonus, and profit sharing plans, (ii) contributions to dis-
ability, withdrawal, insurancc, survivorship, and similar benefit plans, ond (iii)
other deferred compunsation, whether paid in cesh or in stock.

b. Deferred compensation, including profit sharing plan costs

allowable under (6) above, is allowable to the extent that (i) it is for sor-

ces rondered during the contract period; (ii) it is, together with all

15
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other compensation paid to the employee, reasonsble in awmount; (iii) it is paid
pursuant to an agreement entered into in good faith between the contractor and
employses before the services are rendered, or pursuant to an established plan
followed by the contractor so consistently as to imply, in effect, an agreement
to make such payments; and (iv) for & plan whioh is subjeot to the Bureau of
Internal Revenue, it falls within the oriteria and standards of the Internal
Revenue Code and the regulations of the Bureau of Internal Revenue, (But see
ASPR 15-204,1(b),)

0o In determining the cost of deferred compensation allowable
under the contract, appropriate adjustments shall be made for credits or gains
arising out of both normal and abnormal employee turnover, or any other ocontin-
gencies that ocan result in a forfeiture by employees of such deferred ocompen~
sation, Adjustments shall be made only for forfeitures which directly or in~-
direoctly inure to the benefit of the contractor; forfeitures which inure to the
benefit of other employees covered by a deferred compensation plan with no
reduction in the contractor's costs will not normally give rise to adjustment in
contract costse. Adjustments for normal employee turnover shall be based on the
contractor's experience and on foreseeable prospects, and shall be reflected
in the amount of cost currently allowablee. Such adjustments will be unnecessary
to the extent that the contractor cen demonstrate that its contributions take
into account normal forfeituress Adjustments for possible future abnormal for=-
feitures shall be effeoted according to the following rules:

(i) eabnormal forfeitures that are foreseeable and which can

be currently evaluated with reasonuble accuracy,; by
actuarial or other sound computation, shall be reflected
by an adjustment of ocurrent costs otherwise allowable; and

(ii1) abnormal forfeitures, not within (i) above, may be made

the subject of agreement between the Government and the
16
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contractor either as to an equitable acdjustment or e
method of dctermining such adjustment.
de 1n determining whether dcferred compensation is for services
rendercd during the contract period or is for future scrvices, consideration
shall be given to conditions imposed upon eventual payment, such as, requirements
of continued employment, consultation after retirement, and covenants not to com-
pete. Similar consideration shculd be given to the cost of past service credits

of pension and annuity plans.

(8) Fringe Benefits. Sco (o).

(9) Overtime, Extra-Pay Shift and Multi=Shift Premiums. Sce (y).

(10) Treining and Education Expenscs. Sce (qq).

(11) Insurance and Indemnification. See (p).

(g) Contingencics.

(1) A contingency is a possible futurc cvent or condition arising
from presently known or unknown causes, the outcome of which is indcterminable
at a present time,

(2) In historical costing, i.c., costing as related to past events or
expericnee, contingencics are not allowable.

(3) In conncction with cstimetes of future costs, centingencies fall
into two categories:

(i) those which may arisc from presently known and oxisting
conditions, the effects of which arc foresceable within
rcasonable limits of accuracy; e.g., anticipated costs of
rejects and defective work; in such situations where they
exist, contingencics of this category arc to bc included in
the estimates of future cost so as to provide the best
estimate of performence costs, and

17
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(ii) +those which mey arise from presently known or unknown
conditions; the effeot of which cannot be measured so
precisely as to provide equitable results to the ocon-
tractor and to the Govermment; eo.g., results of pending
litigation, and other general business risks. Contin-
gencies of this oategory are to be excluded from cost
estimates under the several items of cost, but should
be disclosed separately, including the basis upon whioh
the contingency is computed in order to facilitate the
negotiation of appropriate contraotual ocoverage (see, for
example, (p), (t), and (mm) below).

(h) Contributions and Donetions., Contributions and donations are

unallowablee

(i) Depreciatione

(1) Depreciation is a charge to ourrent operations which distributes
the cost of a tangible ocapital asset, less estimated residual value, over the
estimated useful life of the asset in a systematic and logical manner. It does
not involve a process of valuation. Useful life has reference to the prospeotive
period of economic usefulness in the partioular contractor's operations as dis-
tinguished from physical life.

(2) Normal depreciation on a contractor's plant, equipment, and other
capltal facilities is an allowable element of contract cost; provided that the
amount thereof is computedg

(i) upon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1954); or
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(ii) in the case of nonprofit or tex-exempt organizations, upon
a property cost basis which could have been used by the
contractor for Federal incoms tax purposes, had such
organizations been subject to the payment of invome tax;
and in either ocase

(11i) by the consistent application to the assets concerned of

any generally saccepted accounting method, and subject to

the limitations of the Internal Revenue Code of 1954,

including =«

(A) the straight line method;

(B) +the declining balanoe method, using a rate not
exxoeeding twios the rate which would have been
used had the annual allowance bsen computed under
the method desoribed in (A) above;

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

(D) eny other consistent method productive of en annual
allowance which, when added to all allowances for
the period commencing with the usse of the property
and including the current year, does not, during the
first two-thirds of the useful 1life of the property,
exoeed the total of such allowances which would have
been used had such allowances been computed under the
method desoribed in (B) above,

(3) Depreciation should usually be allocated to the contract and
other work as an indirect costs The amount of depreciation allowed in any
accounting period may, consistent with the basic objectives set forth in (1)
above, vary with volume of production or use of multi-shift operationse
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(4) In the case of emergency facilities covered by certificates of
necessity, & contractor may eleoct to use normal depreciation without requesting
e determination of "true depreciation" or may elect to use either normal or
"true depreciation" after a determination of "true depreciation" has been made
by en Emergenoy Faocilities Depreciation Bearde The method elected must be
followed consistently throughout the life of the emnrgency facilitye. UWherse
an election is made to use normal depreciation, the amount thereof for both the
smergency period and the postwemergency period shall be computed in accordenoce
with (2) above. Where mn election is made to use "true depreciation," the
amount allowable as depreciation:

(1) with respeot to the emergency period (5 years), shall be
conmputed in accordance with the determination of the
Emergency Facilities Depreciation Board; and

(ii) after the end of the emergency period, shall be computed by
distributing the remsaining undspreciated portion of the cost
of the emergency facility over the balance of its useful 1life
(but see (5) below); provided the remaining undepreciated
portion of such cost shall not include any amount of un-
recovered "true deprecistions”

(5) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necegsary for current and immedi-
ately prospective productione

(6) No depreciation, rentel, or use charge shall be allowed on the
contractor's assets which have been fully depreciated when a substantial portion
of such depreciation was on a basis that represented, in effect, a recovery

thereof as a charge against Government contracts or subcontracts. Otherwise, a
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mutually agreed upon use charge may be allowedo (But see ASPR 15-204.1(b).)

In determining this oharge, consideration should be given to cost, total esti-
mated useful life at time of negotiation, and effect of any increased maintenance
charges or decreased efficienocy due to ageas

(j) Employee Horale, Health, and Welfare Costs and Creditse. Reasonable

ocosts of health and welfare sctivities, such as house publications, health or
first-aid clinics, recoreationel aeoctivities, and employee gounseling services,
incurred, in accordence with the contractor's established practice or custom in
the industry or area, for the improvement of working oonditions, employer=
employee relations, employee morale, and employee performance, are allowables

Such costs shall be equitably allocated to
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all work of the contractor. Income generated from any of these activities shall
be oredited to the ocosts thereof unless such income has been irrevocably set over
to employee welfare organizationse

(k) Entertainment Costs. Costs of amusement, diversion, social activities

and inoidental costs releting thereto, such as meals, lodging, rentals, trenspor=
tation, and gratuities, are unallowable (but see (j) end (pp))e

(1) Excess Facility Costs. Costs of maintaining, repatring, and housing

idle and excess contractor-owned facilities, exocept those reasonebly necessary
for current and immediately prospective production purposes, are unallowable.
The costs of exoess plant oapacity reserved for defense mobilization production
shall be the subject of a separate contracte

(n) Fines and Penalties. Costs resulting from violaetions of, or failure

of the contraoctor to oomply with, Federal, State, and local laws and regulations
are unallowable except when inourred as a result of compliance with specifio
provisions of the ocontract, or instructions in writing from the oontracting

of ficera

(n) Food Service and Dormitory Costs and Creditse. Food and dormitory

services include operating or furnishing facilities for ocafeterias, dining rooms,
canteens, lunch wagons, vending machines, living accommodations or similar types
of services for the contraoctor'!s employees at or near the contractor's facilities.
Reasonsble losses from the operation of suoh services are allowgble if they are
alloocated to all activities served, W%here it is the policy of the contractor to
operate such services without cost to-the employee, reasonable costs of such
operations are allowable if they are allocated to all aotivities served. (But
see ASPR 15-204.1(b).) Profits (except profits irrevocably set over to an em-

ployee welfare organization of the contractor in amounts reasonably useful for
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the benefit of the empleyees at the site or sites of contract performance)
acoruing to the contractor from the operation of these services, whether operated
by the contractor or by a conocesslonaire, shall be treated as a oredit, and
allocated to ell activities served.,

(¢) Fringe Benefitse. Fringe benefits are allowances and services pro-

vided by the contractc:* to its employees as compensation in eddition to regular
wages and salariese Costs of fringe benefits, such as pay for vdgabicue, lio)i=
days, sick leave, military leave, employes insurance and supplemental employment
benefitzpleans, are allowable to the extent required by law, employer-employeea
agreement, or an established policy of the contraotore

(p) Insurance and Indemnifications

(1) Insurance includes (i) insurance which the oontractor is required
to carry, or which is approved, under the terms of the contraot, and (1i) any
other insurance which the ocontractor maintains in conmnection with the general
conduct of his businesse

ae Costs of insurance regquired or approved, and maintained, pur-
suant to the contract, are allowables
bo Costs of other insurance maintained by the contractor in con=
neotion with the general conduct of his business are allowable subject to the
following limitationss
(1) types end extent of coverage shall be in acoordance
with sound business practice and the rates and premiums
shall be reasonable under the circumstanoces;
(ii) costs allowed for business interruption or other
insurance shall be limited to exolude ocoverage of
profit, interest, and any other items of ocost un-

allowable under this Partj
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(11i) ocosts of insurence or of any contributions to any reserve
covering the risk of loss of or damage to Government-owned
property are allowable only to the extent that the Government
shall have required or approved such costs;

(iv) contributions to a reserve for an approved self-insurance
program are allowable to the extent that the types of
coverage, sxtent of coverage, and the rates and premiums
would have been allowed had insurance been purchased to cover
the risks; end

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

proprietors are allowable to the extent that the insurance
represents additional compensation (see (f) above)e

%e Aotual losses whloh oould have been covered by permissible

insurance (through an approved self-insurance program or otherwise) are unallow-
eble unless expressly provided for in the ocontract, except;

(1) ocosts inourred because of losses not covered under nominal
deductible insurance ocoverage provided in keeping with
sound business praotioce, are allowable; and

(1i) minor losses not covered by insurance, such as spoilage,

breakege and disappearance of small hand tools, which occur
in the ordinary oourse of doing business, are allowables
(2) Indemnification includes securing the ocontractor ageinst liabili=
ties to third persons and other losses, not compensated by insurance or otherwise.
The Government is obligated to indemnify the contraotor only to the extent ex=
pressly provided for in the ocontraoct, except as provided in (l)g_aboveo

(g) Interest and Other Financial Costse Interest (however represented),

bond discounts, costs of financing and refinancing operations, legal and pro=-
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fessional fees paid in connection with the preparation of prospectuses, costs of
prepsration and issuance of stock rights, and costs related thereto, are un=-
allowable except for interest assessed by State or local taxing authorities unde:
the conditions set forth in (oo) below. (But see (x)s. )

(r) Labor Relations Costs, Costs inourred in maintaining satisfaotory

relations between the contractor and its employees, including costs of shop
stewards, labor management committees, employse publications, and other related
activities, are allowable.

(s) Losses on Other Contrectse An excess of costs over incoms under any

other contract (including the oontractor's contributed portion under cost-sharing
contracts), whether such other contract is of a supply, research end development,

or other nature, is unallowables

(t) liaintenance and Repair Costse

(1) Costs necessary for the upksep of property (including Government
property unless otherwise provided for), which neither add to the permenent valuc
of the property nor appreciably proleng its intended 1ife, but keep it in an
efficient operating ocondition, are to be treated as follows (but see ASPR 15-
204,2(i)):

(1) normal maintenance and repair ocosts are allowable;
(ii) extraordinary maintenance and repair costs are allowable,
provided such are allocated to the periods to which appli-

cable for purposes of determining contract costs. (But

see ASPR 15-204.1(b).)
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(2) Expenditures for plant and equiprment which, acocording to generally
accepted accounting principles as applied under the contractor's established
policy, should be ocapitalized and subjected to depreciation are allowable only
on a depreociation basise

(u) Menufacturing and Production Engineering Costs. Costs of manufactur-

ing and production engineering, including engineering aotivities in oconnection
with the following, are allcwable:

(1) ourrent menufacturing processes such as motion and time
study, methods anelysis, job analysis, and tool design and
improvement; and

(ii) ourrent production problems, such as meterials snelysis for
production suitability and component design for purposes of
simplifying produotione

(v) Material Costss

(l) Meterial ocosts inolude the oosts of such items as raw meterials,
perts, subassemblies, components, and menufacturing supplies, whether purchased
outside or manufactured by the ocontractor, snd may include such collateral items
as inbound transportation and intransit insurence., In computing material ocosts
consideration will be given to reasonable overruns, spoilage, or defective work
(for correction of defective work, see the provisions of the contract or proposed

contract relating to inspection and correction of defeotive work)e. These costs

are allowable subject, however, to the provisions of (2) through (5) below,
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(2) Costs of material shall be suitably adjusted for applicable por=
tions of income and other oredits, inoluding avaeilable trade discounts, refunds,

. rebates, allowances, and cash discounts, and oredits for sorap and salvage and
material returnsd to vendorss Such income and other oreditz shall either be
oredited directly to the cost of the material involved or be allocated (as
oredits) to indirect costs. However, where the contractor can demonstrate that
failure to take cash discounts was due to circumstances bayond his oontrol, such
lost discounts need not be so orediteda

(3) Reasonable adjustments arising from differences between periodio
physiocel inventory quantities and related material ocontrol records will bs ine
oluded in arriving at the cost of materials, provided suoch adjustments (i) do not
inolude "write-downs" or "write-ups" of values and (ii) relate to the period of
performance of the contraocte.

(¢) Uhen the materials are purchased specifiocally for and identifiable
solely with performance under a contrect, the actual purchase cost thereof should
be charged to the contracte If material is issued from stores, any generally
recognized method of pricing suoh material is acoeptable if that method is con-
sistently applied and the results are equitablee When estimates of material
ocosts to be incurred in the future are required, either ocurrent market price or
anticipated aocquisition cost (if reasonably certain and determinable) may be
used, but the basis of prioing must be disolosed.

(5) Costs of materials, services, and supplies sold or transferred be-
tween plants, divisions or organizations, under a ocommon control, ordinarily shall
be allowaeble to the extent of the lower of oost to the transferor or current mare

et price. However, a departure from this basis is permissible wherse (1) the
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item is regularly menufactured and sold by the contractor through commeroial
ohannels and (ii) it is the contraotor's long-established preotice to price inter=
organization transfers at other than cost for commercial work; provided that the

- charge to the contract is not in excess of the transferor's sales price toc its
most favored customer for the same item in like quantity, or the current market
prioe,?whiohever is loweroe

(w) Orgesnization Costso, Expenditures, such as incorporation fees, at~

torneys' fees, aoccountants'! fees, brokerst? fees, fees to promoters and organizers,
in connection with (i) organization or reorgenization of a business, or (ii)
raising capital, are unallowable (see (g) above).

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

expenses as registry and transfer charges resulting from changes in ownmership

of seocurities issued by the contractor, cost of shareholders! meetings, normal
proxy solicitations, preparation and publication of reports to shareholders, pre-
paration and submission of required reports and forms to taxing aand other regule-
tory bodies; and incidentel costs of direoctors and committee meetingse The above
and similar costs are allowable when allocated on an e quitable basis to all
classes of work,

(y) Overtime, Extre Pay Shift and Multi-shift Premiums,

(1) This item consists of the premium portion of overtime, extra pay
shift and multi-shift payments to employees. Preferably such premiwms shculd be
separately ldentified and handled as indireot costs to be allocated to all work
of the contractore However, where it is the normal practice of the contractor to
handle these premiums as direct costs, such practice is acoceptable if it does not
result in the Government absorbing e disproportionate share of costs. The same

‘onsiderations govern their inclusion in or exclusion from the base for overhead
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distribution. Such premiums, when allowable, shall be equitably allocated in
" light of (i) the amount of such premium costs allocated to non-Government work
 being oonourrently performed in the contractor!s plant and (ii) the factors which
necessitate the incurrence of the costse

(2) Overtime, extre pey shift and multi-shift premium expenses may
arise in two distinot ways in oonnection with the contract: (i) by initiel
agreomont between the contractor and the contracting officer that known condi-
tions warrant the use of suoh premium labor; and (ii) to meet unexpected condi-
tions or emergencies arising in the ocourse of the oontract; not contemplated by
the contracting parties.

(3) The allowability of overtime, extra pay shift and multi-shift
promiums will be determined as follows:

(1) to the extent that the contractor and the contracting officer
initially agree that such premiums are necessery in view of
known conditions, and the contraecting officer so authorizes
in writing, such costs are allowable; and

(ii) with respeot to unexpected conditions or emergencies erising
in the oourse of the oontract, such costs are =

(A) vunallowable if the contractor is already obligated to
meet the ocontreoct delivery schedule without additional
compensation therefor;

(B) allowable to the extent authorized in writing by the con=
tracting officer, in the oase of cost reimbursement type
oontracts; and

(C) eallowable to the extent authorized in writing by the cone
traocting officer prior to final pricing, in the ocase of

fixed~prioce redeterminable or incentive type contraotse.
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(z) Patent Costse Costs of preparing disclosures, reports, and other
documents rsquired by the sontract and of searching the art to the extent neces-
sary to make sush invention disclosures, are allowables In accordance with the
oclauses of the ocontract relating to patents, costs of preparing doouments and
any other patent costs, in connection with the filing of a patent application
where title is convayed to the Government, are allowsbles (See also (ii) and
(33) velows)

(ra) Pension Plans, See (f) aboveo

(bb) Plant Protection Costs. Costs of items such as (i) wages, uniforms,

and equipment of personnel engaged in plant protection, (ii) depreciation on
plant proteotion capital assets, and (iii) necessary expenses to oomply with

military seourity requirements, are allowsables,

(co) Plant Revonversion Costse Plant reconversion costs are those incurred
in the restoration or rehahilitation of the contractorfs facilities to approxie
mately the same condition oxisting immediately prior to the commencement of the
military contract work, fair wear and tear exoépted. Reconversion costs are
unallowable except for the cost of removing Government property and the restora-

tion or rehebilitation costs caused by such removal,

(dd) Preocontraot Costio Precontract costs are those incurred prior to the

effective date cf the contract direotly pursuent to the negotiation and in
snticipation of the eward of the contract where such inourrence is necessary

to comply with the proposed contraot delivery schedule. Such costs ars allowable
to the extent that they would have been allewable if inourred after the date

of ths contract, (But see ASPR 15-204.1(b).) -

(ee) Professional Service Costs = Legal, Accounting, Engineering, and

Othsra,
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(1) Costs of professional services rendered by the members of a
partioular profession who are not employees of the contractor are allowable,
_subject to (2) and (3) below, when reasonable in relation to the services
rendered and when not contingent upon recovery of the costs from the Governmment
(but see (w) above)s

(2) TFeotors to be considered in determining the allowability of ocosts
in a partioular oase includes

(i) +the past pattern of such costs, partiosularly in the yesrs
prior to the award of Government ocontracts;
(11) the impaot of Government contracts on the contractor!s busi=
ness (1,60, what new problems have arisen);
(1ii) +the na%ture and scope of managerial services expected of the
contrestorts cwn organizations; and
(iv) whether the proportion of Government work to the contraoctor's
total business 1s such as to influence the contraotor in
favor of incurring the cost, particularly where the serw ces
rendered are not of a continuing nature and have little
relationship to work under Govermment contracts.
Retainer fees to be allowable must be reasonably supported by evidence of services
rendereda

(3) Costs of legal, acoounting, and consulting services, and related
costs, inourred in connection with organization and reorganization, defense of
anti-trust suits, and the prosecubiion of claims against the Governmsent, are
unallowable. Costs of legal, socounting, and consulting services, and related
costs, incurred in conneotion with patent infringement litigation, are unallowable

unless otherwise provided for in the contractas
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(£f) Profits and Losses on Disposition of Plant, Equipment, or Other Capital

Assets, Profits or losses of any nature arising from the sale or exchange of
-plant, equipment, or other capital assets, including sale or exchange of either
short or long term investments, shall be exoluded in computing contract costs

(but see (i) (2) above as to basis for depreciation).

(gg) Reeruiting Costs., Costs of "help wanted" advertising, operating ocosts

of an employment office necessary to secure and maintain an adequate labor forose,
oosts of operating an aptitude and educational testing program, travel ocosts of
employees while engaged in recruiting persomnel, and travel costs of applicants
for interviews for prospective employment are allowable. Where the contractor
uses employment agenocies, costs not in excess of standard commerocial rates for

uch servioes are also allowable., Costs of special benefits or emoluments
offered to prospective employces beyond the standard practices in the industry
are unallowablee

(hh) Rental Costs. (Inoluding Sagle and Leasebagk of Facilities)o

(1) Rental costs of land, building, and equipment and other personal
property are allowable if the rates are reasonable in light of such factors as
the type, life expsctanoy, condition, and value of the facilities leased, options
available, and other provisions of the rental agreemente. Application of these
factors involves oomparison of rental costs with costs whioch would be allocable
if the facilities were owned by the ocontractor.

(2) Charges in the nature of rent between plants, divisions, or organi=-
zations under common control are unallowable exocept to the extent suoch charges do
not exceed the normal costs of ownership, such as depreciation, taxes, insurance,
-od mesintenance; provided that no part of such costs shall duplicate eny other
allowed costs,
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(3) Unless otherwise specifically provided in the contract, rental
costs specified in sale and leaseback agreements, inocurred by contrectors
through selling plant facilities to investment orgemizations, such as insurance
compenies, or to private investors, and concurrently leasing baok the same
facilities, are allowable only to the extent that such rentals do not exceed
normal costs, such as depreciation, taxes, inswrance, and maintenanoce, borne
by the lessor, which would have been incurred had the contraotor retained legal

title to the facilitiese

(i1) Research and Development Costs,

(1) Researoh end development ocosts (sometimes referred to as general
engineering costs) are divided into two major categories for the purpose of oon=
traot costing -~ (i) general research, also referred to as basic research, funda-
mental researoh, pure research, and blue-sky research and (ii) related research or
development, also referred to as applied research, product research, and product
line researchs

(2) General research is that type of research which is direoted toward
increase of knowledge in soience. In such research, the primary aim of the
investigator is a fuller knowledge or understanding of the subject under study,
rather than & practical application thereof. Costs of independent general
research (t..at which is not sponsored by a contract, grant, or other arrangement)
are allowable, subject to {6) belows Remsonableness of the cost should be deter-
mined in light of the pattern of the cost of past programs, particularly those
existing prior to the placing of Government contractse

(3) Related research is that type of research which is éirected
toward praotical application of science. Development is the systematio use of
solentific knowledge direoted toward the production of useful materials, devices,

methods, or processes, exclusive of design, manufaocturing, .nnd production
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engineering (see (1) above). Costs of a contraotor's independent related
-researoh and development (that which is not sponsored by a contrast, grant, or
other arrangement) are allowable, subject to (6) below, under any production con-
traot to the extent that the research and development are related to the contract
product line and the costs are allocated to all production work of the contractor
on the oontraot product line, Such costs are unalliwable under researoh and
development ocontraotse

(4) Independent research end development projects shall absorb their
appropriate share of the indirect costs of the department where the work is per-
formeda

(5) Research and development costs (inocluding amounts capitalized),
regardless of their nature, which were inocurred in aocounting periods prior %o
the award of a partioular contract, are unallowables

(6) The reasonabloness of expenditures for independent researoh and
development must be sorutinized with great ocare in connection with contractors
whose work is predominantly or substantially with the Govermmente. ‘here such
expenditures are not subject to the restraints of commereial product pricing,
there must be assurancs that these expenditures are made pursuant to a planned
research program which is reasonable in scope and is well managed. The costs
should not axceed those which would be incurred by an ordinarily prudent person
in the conduct of a competitive business, (See ASPR 15-20451(b).)

(j3) Royalties and Other Costs for Use of Patentse

(1) Royalties on a patent or amortization of the cost of aoquiring by
purchase a patent or rights thereto, necessary for the proper performance of the

contraoct and applicable to contract products or processes, are allowable, unless:
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(i) the Govermment has a license or the right to free use
of the patents

(ii) +the patent has been adjudicated to be invalid, or has
been administratively determined to be invalidj

(1i1) +the patent is oconsidered to be unenforoeable; or

(iv) +the patent is expireda

(2) Special care should be exeroised in determining reasonableness where
the royalties may have been arrived at as a result of less than arm's length
bargaining; 6. gos

(1) royalties paid to persons, including corporations,
affiliated with the contractor;

(ii) royalties paid to unaffiliated parties, inoluding core
porations, under an agreemsnt entered into in contem-
plation that a Government contract would be ewarded; or

(iii) royalties paid under an agreement entered into after the
award of the contracte.

(3) Special care should also be exercised with respect to royalties
paid to unaffiliated parties, including corporations, upon patents the ocost of
whioh, or the cost of research and development work thereon, were substentially
racovered through Government grants or charges against Government oontracts or
subcontraotsa.

(4) In any case involving a patent formerly owned by the contractor,
the amount of royaity allowed should not exceed the cost whioh would have been
allowed had the ocontractor retained title theretos

(6) See ASPR 15-204.1(b).

(kk) Selling Costse

(1) Selling costs arise in the marketing of the contractor's products
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and include costs of sales promotion, negotiation, liaison between Government
representatives and contraotor's personnel, end other related activitiese

(2) Selling oosts are allowable to the extent they are reasonable
and ere allocable to Government business (but see ASPR 15-20401(b))e Alloocability
of selling costs will be determined in the light of reasonable benefit to the
Government arising from such activities as teohnical, consulting, demonstrationm,
and other services which are for purposes swch as appliocation or adaptation of
the contrector's products to Government use.

(3) Notwithstanding (2) above, salesmen's or agents! oompensation,
fees, ocommissions, percentages, or brokerage fees, whioh are oontingent upon
the award of contracts, are allowable only when paid to bona fide employees
or bona fide established comuercial or selling agencies maintained by the con-
tractor for the purpose of securing businesse

(11) Service and Warranty Costso Such costs include those arising from

fulfillment of any ocontractual obligation of a oontractor to provide servioces,
such as installation, training, correcting defeots in the products, replacing
defeotive parts, making refunds in the case of inadequate performance, etoe
When not inconsistent with the terms of the contract, such service and warranty
costs are allowgble, However, cate should be exeroised to avoid duplication of
the allowance as an slement of both estimated product cost and riske

(mm) Severance Paye

(1) Severance pay, also commonly referred to as dismissal wages, is
a peyment in addition to regular salaries and wagea, by aontraoctors to workers
whose employment is beinglerminateds. Costs of severance pay are allowable only
to the extent that, in each ocase, it is required by (i) law, (ii) employsr—
employee agreement, (iii) esteblished polioy that constitutes, in effect, an

implied agreement on the contractor'!s part, or (iv) ocircumstances of the

partioular employmenta %6
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(2) Costs of severance payments are divided into two categories as
followss
(1) aotual normal turnover severance peyments shall be
allocated to all work performed in the contractor's
plant; or, where the contractor provides for acorual
of pay for normal severances such method will be
acoeptable if the amount of the aocrual is reasonable
in light of payments sasotually made for normal severanoes
over a representative past period, and if amounts accrued
are allocated to all work performed in the contractor's
plant; and
(ii) eabnormal or mass severance pay is of such a conjectural

nature that measurement of cost by means of an aocorual
will not achleve squity to both parties. Thus aoocruals
for this purpose are not allowable. Howsver, the Govern~
ment recognizes its obligation to participate, to the
extent of its feir share, in any specific payments Thus,
allowability will be oonsidered on a case~by-case basis
in the event of occurrences

(nn) Special Tooling Costse The term "special tooling" means property

of such specialized nature that its use, without substantial modification or
alteration, is limited to the production of the per ticular supplies or the
performance of the particular services for which aoquired or furnishede It

inoludes, but is not limited to, jigs, dies, fixtures, molds, patterns, special
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taps, special gauges, and special test equipments The cost of special tooling,
when aoquired for and its usefulness is limited to one or more Government con-
tracts, is allowable and shall be allocated to the specific Government oon-
tract or contracts.
(00) Texes.
(1) Texes are charges levied by Federal, State, or locael governmentse
They do not include fines and penalties except as otherwise provided hereine
In general, taxes (including State and local income taxes) which the contractor
is required to pay and which are paid or acorued in accordance with generally
acoepted accounting principles are allowable, except for:s
(1) Federsl income and excess profits taxes;
(ii) +texes in connection with finanoing, refinancing or
refunding operations (see (q));
(i1i) taxes frum which exemptions are available to the con-
tractor directly or available to the cantraotor based
on an exemption afforded the Government except when
the contracting officer determines that the adminis-
trative burden incident to obtaining the exemption
outweigha the ocorresponding benefits accruing to the
Goverrment; and
(iv) special assessments cn land which represent capital
improvementsa
(2) Unadjudicated taxes otherwise allowable under (1) above, but
which may be illegally or erromneously assessed, are allowable; provided that
the contractor prior to payment of such taxess
(i) promptly requests instructions from the contracting

officer conmcerning such taxes; and
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(11) takes all action directed by the contracting

officer, including cooperation with and for the

benefit of the Govemmsnt, to (A) determine the

legality of such assessment or, (B) secure a

refund of such taxes.
Reasonable costs of any such action undertaken by the contraotor at the direction
of the contracting offiocer sre allowable. Intersst and penalties inourred by a
contractor by reason of the nonpayment of any tax at the direction of the oon-
tracting officer or by reason of the failure of the contraoting officer to
assure timely direotion after prompt request therefor, are also allowablee.

(3) Any refund of texes, interest, or penalties, and any payment to
the ocontractor of interest thereon, attributable to taxes, interest, or penalties
which were allowed as contract costs, shall be ocredited or paid to the Government
in the mamner directed by tLhs Government, provided any interest aoctually paid or
oredited to a contractor incident to & refund of tax, interest or penalty shall
be paid or oredited to the Government only to the extent that suoh interest
accrued over the period during whioh the oontractor had been reimbursed by ths
Government for the taxes, interest, or pensltieseo

(pp) Trade, Business, Technical and Frofessionel Activity Costso

(1) Membershipso This category includes costs of memberships
in trade, business, technical, and professional orgenizationse Such costs are
allowables

(2) Subsoriptionse This item inoludes oost of subsoriptions to

trade, business, professional, or technical periodicalse Such costs are

allowablee

(3) leetings and Conferencese This item includes cost of meals,

transportetion, rental of facilities for meetings, and costs incidental
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thereto, when the primary purpose of the incurrence of suoh costs is the disse-

mination of technicel information or stimulation of productione Such costs are

allowablee

(aq) Training and Educational Costse

(1) Costs of preparation and meintensnce of a program of instruce
tion at nonocollege level, designed to inorease the vooational effectiveness of
bone. fide employees, including training materials, textbooks, salaries or
wages of trainees during regular working hours, and

(i) salaries of the director of training and staff
when the training program is conducted by the
contractor; or

(i1) +tuition and fees when the training is in an
institution not operated by the contraotor;
are allowable,

(2) Costs of part-time technical, engineering and scientifio
education, at an under-graduate or post-graduate college level, related to the
Jjob requirements of bona fide employses, including only:

(i) +treining materials;

(11) textbookss

(i11) fees oharged by the educational institution;

(iv) +tuition charged by the educational institution, or
in lieu of tuition, instructors! salaries and the
related share of indireot cost of the educational
institution to the extent that the sum thereof is
not in excess of the tuition which would have
been paeid to the partiocipating educational

institution; and
40
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(v) straight-time ocmpensation of each employee for
time spent attending olasses during working hours
not in exoess of 156 hours per year where circum=
stances do not permlt the operation of olasses or
attendance at olasses after regular working hours;
are allowables
(3) Costs of tuition, fees, training materials and textbooks (but
not subsistenoce, salary, or sny other emoluments) in connection with fulltime
solentific and engineering education at a postegraduate (but not undsr-graduate)
college level related to the job requirements of bona fide employees for a
totel period not to exceed one school year for each employee so trained, are
allowables In unusual oases where required by militery teohnclogy, the period
may be extendeds
(4) lMeintenance expense, and normal depreciation or fair rental,
on faollities owned or leased by the ocontractor for training purposes are
allowable to the extent set forth in (t), (1), and (hh) above, respectively.
(5) Grants to educational or training institutions, including
the donation of facilities or other properties, scholarships or fellowships,
are considered contributions (see (h) above)e

(rr) Transportation Costse Transportation costs inolude freight,

express, oartage, and postage ocharges relating either to goods purchased, in
process, or delivered. These costs are allowable., ' hen such costs ocan readily
be 1dentified with the items involved, they may be drected costed as tramnsporta-
tion costs or added to the cost of such items (see (v) above). Where identifi-

cation with the materials received cannot readily be made, inbound transportation
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costs may be charged to the appropriate indirect cost accounts if the contractor
follows a consistent, equitable prooedurs in this respeote OCutbound freight,

if reimbursable under the terms of the ocontract, should be treated as a

direoct ocoste

(ss) Travel Costse

(1) Travel costs include costs of transportation, lodging, sub-
sistence, and incidental expenses, inocurred by contractor personnel in a
travel status while on official oompeny businesse

(2) Travel costs may be based upon actual costs incurred, or
on a per diem or mileage basis in lieu of actual cofits, or on a ocombination of
the two, provided the method used does not result in sn unreasonable charge.

(3) Travel costs inourred in the normal course of over-all admin-
istration of the business and applicable to the entire business are allowable.
Such costs shall be squitably allocated to all work of the contractore

(4) Travel costs directly attributable to specific contract per-
formance are allowable and may be charged to the contreot in aoccordance with
the principle of direot costing (See ASPR 15-202),

(56) WNecessary, reasonable costs of family movements and personnel
movements of a special or mass nature are allowable, subjeot to allocation

on the basis of work or time period benefited when appropriate. (But see

ASPR 15-204.1(b).)
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UNDERLYING CONSIDERATIONS IN THE DEVELOPMENT
OF
A COMPREHENSIVE SET OF CONTRACT COST PRINCIPLES

OBJECTIVE:
To adopt a wniform set of contract cost principles, applicable alike

to cost determinations and cost estimates in those situations in which
costs are & factor in pricing.

DEFINITION AND USE:

A listing and definition of individual elements of cost and statement
of conditions of allowability or unallowability thereof applicable to all
situations in which costs are useful, as follows:

8. FPFor incorporation by reference to cover reimbursement in cost-type
contracts and in the determination of formule termination settlements, and

|

-‘%L' b. For use by --

(1) Contractors in providing pricing, repricing, and termination
settlement proposals;

(2) Audit agencies in their advisory capacity of providing
accounting information;

(3) Contracting officers in any evaluation of cost informetion
whenever such information becomes & slgnificeant factor in
pricing or termination settlements.

CONSIDERATIONS:

a. Cost treatment should be equalized between the several types of
contracts so that one type of contract will be neither less nor more
attractive to a contractor or to the Govermment, by reason only of the
cost treatment. Thus, the selection of contract type can be based upon
the merits of the negotiation, i.e., the conditions surrounding the
required product or services and the extent of any contingencies covering
risks, rather then external influences arising out of cost treatment.

b. Risk in the form of a contingency principle ought to be recognized
in those instances in which there is risk exposure.

c. The objective ought to be fairness and equity in the development of
"one" set of cost principles. We should not deny or restrict allowability
of a cost, otherwise fair, because detg;ggnation of reasonableness, in some
instances, may be difficult ™ I —= = =

s ———

d. We should seek to allow legitimate costs of doing business to the
extent that such allowance is reasonable and is allocable to the contract in
question. This conclusion requires adoption of a definition of "reasonable"
and "allocable” end am application of these deFinitions in the elements of
cost. —— = == :

e. Uniformity of cost treatment and cost result are important objectives.
However, they should not be achleved by arbltrary formulae in terms of allowa-

bility and by unnecessary imposition of accounting methods and techniques.
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CONTRACT COST PRINCIPLES

15-000 Scope of Section. This section contains cost principles and stand-

£ ?= to be applied in the determination of historical costs; the preparation
and presentation of cost estimates by contractors; and the review, audit
and evaluation of cost date in contract negotiation and administration..

Part 1 - Applicaebility

cost principles shall be used and the nature of that use in different wv
situations in which costs, or an evaluation of costs, are a factor in the gV
negotiation and administration of negotiasted contracts and subcontracts,

15-101 Scope of Part. This Part prescribes the circumstances under which 'IJTViJQJH
AV

15-101.1 Comprehensive Use. Part 2 is prescribed for use, generally, by
contractors in providing pricing, repricing and termination settlement
proposals; by audit agencies in their advisory capacity of providing
accounting information; and by contracting officers in the eveluation of
cost information whenever such information becomes a factor in pricing
or termination settlements. Specifically, the nature of the use shall be
as follows:

(a) General Uses. Part 2 shall be used (i) as the contractual
basis for cost allowances in cost-reimbursement types of contracts
(including cost-reimbursement type subcontracts thereunder and the cost- :
reimbursement portion of time and materials contracts); (ii) as the con- o #ﬂ’
tractual basis for the settlement of terminated contracts when settlement g7 027
is made by determination of the contracting officer pursuant to ASPR {7 A P
8-309; (i11) in the settlement of terminated cost-reimbursement contracts éff'\"'

when the contractor elects to "voucher out" costs pursuant te ASPR 8-509; _J_-ﬁf
(iv) by prospective contractors and contractors in the submission of cest uﬁhdﬁi?
-

and price analyses in support of pricing, repric1ng negotisted-tverhead
and settlement proposals under termination; and (v)-&S5 the basis forfgﬁaiirﬂpﬂ
reports. In connection with (i), (ii) and (1ii), Part 2 will be incorpo-
rated by reference in the contracts in order that the principles may be

made binding upon the Government and upon the contractor.

(b) Use in Retrospective Pricing and Settlements. In arriving
at fixed prices or settlements for work which has been completed or sub- -~
stantially completed at the time of negotiation, as in final negotiations
under fixed-price incentive contracts, redetermination of price after com-
pletion of the work, negotiation of final negotiated overhead rates
pursuant to ASPR, Part 7, Section III, or in negotiated settlements of
contracts terminated for the convenience of the Government, Part 2 shall
serve as the basis for the development and evaluation of cost data, and
in any event for the resolutlon of questions of acceptability of costs.

In such trensactions, the treatment of costs is a major factor in arriving
at the amount of the price or settlement. Negotiation is usually limited
to that portion of the price or settlement amount which consists of the
resolution of costs not specifically treated in the cost principles, dis-
puted questions as to reasonableness of costs, settlement of anticipated
close-out expenses and frequently profits. The finally agreed price or,
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settlement represents[gpmething more than the sum totel of allowable costs;
it reflecté]a final resolution of all issues in the negotiation process.
It must be recognized that, in negotiation of a price or settlement, the
parties agree on a final price acceptable to each, which price does not

necessarily reflect agreement on the evaluation of each element of cost
thereof.

(¢) Use in Forward Pricing. To the extent that costs are a
factor in forward pricing, these principles apply to the development and
evaluation of cost data. The extent to which costs influence forward
pricing varies grestly depending upon the circumstances of each negotiation.
Thus, while Part 2 will be used to evaluate coéfség%ézeﬁt will not control
the negotistion of prices for work to be performed in the future, as in
firm fixed-price negotiations, intermediate price revision negotiastions
covering, in whole or important part, work which is yet to be performed,
or in target price negotiations under incentive contracts. In negotiations

covering future work, actugl gosts cenpot be-know d the importance of ‘;
cost estimategivarieéL& endingﬁ§é§gﬁggglpifc%ﬁg%gggzérg?réaaﬁizggafigyiqp,
%Eé_G6VE5EEEE%~£€§65IEE§£HEEE¥_Eé aware of all of the factors which might

have an effect on his judgment as to the reasonableness of the total pro-
posed price, such as the technical, productlion or financial risk assumed,
complexity of work, competitive pricing, contractor's record for efficiency,
economy and ingenuity, as well as available cost estimates. However, in

the negotiation, he must be free to bargain so that he can arrive at a

total price which equitaebly distributes the risks as between the contractor
and the Government and provides incentives for efficiency and cost reduction.

'In arriving at such a price through bargeining, it is not possible to

identify the treatment of specific cost elements since the bargaining is on

a total price basis. §EEB/§£}§§§\QQ& be rea9hEg5§i§222£eé%;;§§§l§2£9£\?oSt “?
factors and will not réguire negotiated resoluti A G 8 of fhe .
acceptability of individual elements of costs. WNevertheless, when the

question of acceptability becomes an issue, Part 2 wlll serve as a guide
in the resolutlon of the issue.

15-101.2 Definition of "Alloweble" and "Allowed” in Relation to Negotia-
tion of Prices, Termination Settlements and Overhead Rates. The words
"gllowable,” "allowed,” and the like, used in Part 2, and as applicable
to the negotiation of prices, termination settlements and overhead rates,
meen that the cost principles contained herein will be considered by the
contracting officer to the extent appropriate as a basis for the evalua-
tion of the cost factor. It does not mean that the negotiation is to be
wndertaken and pricing is to be predicated upon mechanical rules or
mathematical formulae.

Part 2 - General Principles and Standards for Cost Consideration

15-200 Scope of Part. This Part contains general principles for the
evaluation or determmination of cost in supply, service, and research and
development contracts and subcontracts with commercial organizations.

¥\ \ A T
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15-201 Basic Considerations.

15-201.1 Composition of Total Cost. Totel cost includes the allowable
direct end Indirect costs allocable to the contract, incurred or to be
incurred, less any allocable credits.

15-201.2 Definition of Allocable Cost. An allocable cost is one which is
assignsble or chargeable to a contract, product, product line, process, or
class of customer or activity in accordance with the relatlive benefits
generated or other basis of relationship. Thus, a cost allocable to a
Govermment contract is one which: b

(a) was incurred specifically for the contract, o/

(b) benefits both the contract and ﬁeraﬁbrkjbr Government and
other work and cen be distributed to them in régsonable proportion to the
benefits received, or

(c) :is necessary to the over-all operation of the business,
although a direct relationship to any particular product or process cannot
be shown. e

— = nant ™
(d) |does mnot involve,transactions related to the capital of the
business, or[is not otherwiqé}excluded by this Section or other specific

contractual provisions. . i

15-201.3 Factors Determining Allowability of Cost. Factors to be consid-
ered in determining the allowabllity of individual items of cost include

‘(1) reasonsbleness, (ii) application of those generslly accepted accounting

principles and practices appropriate to the particular circumstance, (iii)
exclusion of particular items of cost as a matter of public policy as spe-
cifically set forth in this section, and (iv) significant deviations from
the established practices of the contractor which would substantlally
increase allowable cost.

15-201.4k Definition of Reasonsbleness. A cost is reasaonble ifﬁ by its
nature or amount, it does not exceed that which would be incurred by an
ordinarily prudent person in the conduct of competitive businessi Hence,
the question of the reasonableness of specific costs must be scrutinized
with particular care in connection with companies or separate divisions
thereof which are dolng the preponderance of thelr business with the
Government and which, therefore, are not subject to competitive restraints.
What is reasonable depends upon & variety of considerations and circum-
stances involving both nature and amount of the cost in a specific case.

In forming an oplnion concerning the reasonableness of g given
cost or expenditure, consideration should be given to:

.

g1 L*
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(2) Whether the cost is of a type generally recognized as
ordinary and necessary for the conduct of the business and the performance
of the contract.

(b) The restraints or requirements imposed by such factors as
generally accepted sound business practices, arm's length bargeaining,
Federal and state laws and regulations, and contract terms and specifica-
tions.

(¢) The action that a prudent business man would take in the
circumstances. This consideration should include his responsibilities to
the owners of the business, to employees, customers, the Government, and
the public at large.

15-201.5 Credits. Any income, rebate, allowance or other credit relating
to any allowable cost earned or expected to be earned during the period of
contract performance shall be credited to the Govermment either as a cost
reduction or by cash refund, as appropriate.

15-202 Direct Costs.

(a) Direct costs are those incurred or to be incurred solely for
the benefit of a single cost objective. Costs incurred or to be incurred
solely for the benefit of the contract are direct costs of the contract and
are to be charged directly thereto. Costs incurred solely for the benefit
of other work of the contractor are direct costs of that work and are not
to be charged to the contract directly or through overhead allocation.

(b) This definition must be applied to all items of cost of
significant amount regardless of the established accounting practices of
the contractor unless the contractor demonstrates that the application of
his current practice achieves substantially the same results. Direct cost
items of minor amount may be distributed as indirect costs as provided in
ASPR 15-203.

(c) Classification of an item as a direct cost is not determined
by its incorporation in the end product as material or labor. A direct
cost is any cost incurred or to be incurred for a single cost objective;
e.g., contract or other work regardless of the nature of the item.

/15-203 Indirect Costs.

. (a) Indirect costs are those incurred or to be incurred for more
than one cost objective and those minor direct cost items considered to be
indirect costs for reasons of practicality. Thus, after direct costs have
been determined and charged directly to the contract or other work as appro-
priate, indirect costs remain to be allocated to the several classes of work.

(v) 1Indirect costs shall be accumulated by logicel cost groupings

which are in turn distributed to the cost objectives. The groupings should
be determined so as to permit a distributjon weighted 1n accordance with the

~la



reason for incurring the cost and the benefit accruing to the cost objec-
tives to which distributed. Commonly, manufacturing overhead, selling
expenses, and general and administrative expenses are sepsrately grouped.
Similarly, the particular case may require subdivisions of these groupings;
e.g., building occupancy costs might be separable from those of personnel
administration within the manufacturing expense group. The number and
composition of the groupings is affected by practical considerations. This
principle is not to be applied so rigidly as to unduly complicate the allo-

cation where substantially the same results are achieved through less
precise methods.

(c) The individual cost groupings shall be distributed to the
several cost objectives. This necessitates the selection of a distribution
base common to all cost objectives to which the grouping is to be allocated.
The base should be so constructed as to weight the allocation of the group-
ing to the cost objective in proportion to the reasons for incurring the
costs and the benefits accuring. The principle for selection stated in
this paragraph is not to be applied so rigidly as to unduly complicate the
allocation where substantially the same results can be achieved through
less preclse methods.

(d) The method of allocation of indirect costs must be based on
the particuler circumstances involved. The method shall be in accord with
those generally accepted accounting principles as are applicable in the
circumstances. The contractor's established practices, if in accord with
these generally accepted accounting principles as are applicable in the
circumstance, shall be acceptable. However, changed circumstances may
require a reexamination of the methods used by the contractor, especially
when:

(i) any substantial difference occurs between the cost
patterns of work under the contract and other work
of the contractor; or

(ii) any significant change occurs in the nature of the
business, the extent of subcontracting, fixed asset
improvement programs, the inventories, the volume of
sales and production, manufacturing processes, the
contractor's products, or other relevant circumstances.

(e) The base period for allocation of indirect costs is the
period during which such costs are incurred and accumulated for distribu-
tion to work performed in that period. The base period shall be repre-
sentative of the period of contract performence and shall be sufficiently
long to avoid inequities in the allocation of costs, but in no event
longer than one year.

R
15-204,1 General. Applications of the above basic cost principles and
standards to certain selected items of cost are set forth below. These
applications govern, whether the particular item of cost is treated by
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the contractor as direct cost or es indirect cost. The cost principles

in Part 2 hereof do not cover every element of cost nor every situation
that might arise in a particular case. Faillure to mention any item of cost
in Part 2 is not intended to imply that it is either allowable or not allow-
able. They will be accorded that treatment which by analogy epproximates
the philosophy reflected in Part 2.P[§%covered elements vhich are signifi-
cently large in relation to the estimated cost of performance and which

are not susceptible for treatment by analogy will be subject to recommenda-
tion of higher authoritg:]

15-204.2 Listing of Costs. |

(a) Advertising Costs.

(1) Advertising costs include the cost of advertising media
and corollary administrative costs. Advertising medis include magazines,
newspapers, radlo and television programs, direct meil, trade papers, out-
door sdvertising, dealer cards and window displeys, conventions, exhibits,

free goods and semples, and sales literature. The following advertising . g
costs are allowable: 7 wba oty Zonf Lhs corslo s pllotrdile &) Eonf oo e .

=(1) advertising in trade and technical journals,

provided such advertising does not offer specific
products or services for sale but is placed in
Journgls which are valuable for the dissemination
of technical information within the contractor's
industry; and

3y“f?;i) help-wanted advertising, as set forth in (gg)
below, when considered in conjunction with all

\\ other recruitment costs;
1an pf detss L &
.'91\;'i,h‘ e (1V) dvert181ng for the p
{LQ :u} ! tractlng sourceS} :
\ e -

— ‘ Ag% (v) institutional advertising; i.e., advertising
which does not offer specific products for sale,
but which places the contractor's name before
the public in order to maintain the contractor's
well-being as a commercial entity.

(2) 1In connection with this element, special care must be
exercised in determining reasonablensss. Reasoncbleness should be appralsed
in light of:

(1) the pattern of past advertising prograums;

-bn



(11) the presence or absence of competitive
restraints;

(111) the contractor's need for such advertising;
i.e., since institutional advertising is designed
primarily to malntain the contractor's well-being
as a commerciasl entity, contractors whose prin-
cipal customer is the Government have relatively
less need for' institutional advertising, and sub-
stantial expenditures for this type of advertising
by such contractors would be unreasoneble.

(3) Except as provided in (1ii) and (iv) above, all adver-
tising which offers products for sale is unallowsble,.

> (b) Bad Debts. Bad debts, including losses (whether actual or
éStimated) arising from uncollectible customers' accounts and other claims,
related collection costs, and related legal costs are unallowable.

(¢) Bidding Costs. Bidding costs are the costs of preparing
bids or proposals on potential Govermment and non-Government contracts or
projects, including the development of engineering and cost data necessary
to support the contractor's bids or proposals. Bidding costs of the current
accounting period of both successful and unsuccessful bids and proposals
normelly shall be treated as indirect costs and allocated currently to all
L business of the contractor, in which event no bidding costs of past account-
'/’”ing periods shall be alloceble in the current period to the Government con-
tract; however, the contractor's established practice may be to treat
bidding costs by some other recognized method. Regardless of the method
used, the results obtained may be accepted only if found to be reasonsble
and equitable.

(4) Bonding Costs.

(1) Bonding costs arise when the Govermment requires
assurance against financial loss by reason of the act or default of the
contractor. They arise also in instances where the contractor requires
the assurance in connectlon with the performence of the contract. Included
are such bonds as bid, performance, payment, advance psyment, infringement
and fidelity.

(2) Costs of bonding required pursuvant to the terms of the
contract are allowable.

(3) Costs of bonding required by the contractor in the
general conduct of his business are allowable to the extent that such
bonding is in accordance with sound business practice and the rates and
premiums are reasonable under the circumstances.
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(e) Civil Defense Costs.

(1) Civil defense costs are those incurred in planning for,
and the protection of life and property agalnst, the possible effects of
enemy attack. Reasonable costs of civil defense measures (including costs
in excess of normal plant protection costs, first-aid training and supplies,

.. fire fighting training and equipment, posting of additional exit notices

and directions, and other approved civil defense measures) undertaken on
the contractor's premises pursusnt to suggestions or requirements of civil
defense anthorities are allowable when allocated to &ll work of the con-
tractor.

S (2) Costs of capital assets acquired for civil defense

3W“qurposes shell be depreciated in accordance with (1)/Depreciation/below.

P

. (3) Contributions to local civil defense funds and to
local civil defense projects are covered in (h).

(f) Compensation for Personal Services.

(1) Compensation for personal services includes all

. remuneration paid or accrued, in whatever form and whether pald immediately
v-.or deferred, for services rendered by employees to the contractor during

the perlod of contract performance. It includes, but 1s not limited to,
-salaries, wages, directors' and executive committee members' fees, bonuses,
incentive awards, employee stock options, fringe benefits, and contributions
to pension, annuity, stock-bonus and profit-sharing plans. Subject to spe-
cific limitations set forth herein, such costs are allowable tC the extent

/'“*%hat the compensation of Individusl employees, in whatever form pald,

is reasonable for the serviéEE_§€£a€§§§2j““*———h-———-—- —_—

(2) Compensation is reasonable to the extent that the total
amount pald or accrued, 1in whatever form, 1s commensurate with the contrac-
tor's established policy which conforms generally to compensation paid by
other contractors of the same size, in the same industry, or in the same
geogrephic area for similar services. ' Compensation paid to owmers of
closely-held corporations, to partners .and sole proprietors, to members of
their immediate families, or to persons who have a commitment to acquire
a substantial financial Interest in such enterprise, will be particularly
scrutinized to determine whether the compensation is reasonable in amount
and actually 1s for personal services rather then a distribution of profits.
In addition, compensation expenses must be particularly scrutinized in
light of the presence or absence of the restraints occurring in the conduct
of competitive business. Compensation disallowed as a deductible expense
for Federal income tax purposes, because it is unreasonable in amount, is
not allowable.

(3) Compensation for services rendered in lieu of salary
to partners and sole proprietors will be allowed to the extent that it is
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reasonable and does not constitute a distribution of profits, even through
such allowances are not deductible expenses for Federal income tax purposes.

(4) 1In addition to the general requirements set forth in
(1) through (3) ebove, the following epply to specific forms of compen-

sation:

(11)

(111)

Salaries and Wages. Includes gross compensa-
tion paid to employees in the form of cash,
products, or services, and may include payroll
taxes, workmen's compensation insurance, and the
cost of supplemental unemployment benefit plens.
Deferred wages and salaries are allowable to the
extent authorized in (v) below.

Cash Bonuses and Incentive Compensation. Cash
bonuses to employees and incentive compensation
based on production, cost reduction, or efficient
management or performance, suggestion awards, and
safety awards, including compensation dependent
upon or measured by profits, are allowable to the
extent peld or accrued pursusnt to an agreement
entered into in good falth between the contrac-
tor and the employees before the services were
rendered, or pursuant to an established plan
consistently followed by the contractor which
constitutes in effect an implicit agreement on
the part of the contractor to make such payment.
Deferred bonuses and incentive compensation are
allowable to the extent authorized in (v) below.

Bonuses and Incentive Compensation Paid in Stock.
Bonus and incentive compensation, as defined .in
(ii) above, paid in the stock of the contractor
or of an affiliate, are allowable to the extent
set forth in (ii) above (including the incorpo-
ration of the principles of paragraph (v) for
deferred bonuses and incentive compensation),
subject to the following additional requirements:

(A) Valuation placed on the stock shall be the
fair market value, determined upon the most
objective basis available.

(B) Accruals for stock prior to acquisition by
the employees will be subject to adjustment
according to the possibilities that the employees
will not acquire such stock and that the accruals
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;%,n[gyéf will be forfeited. Such costs otherwise allowable
are subject to adjustment according to the prin-
ciples set forth in (v)(F) and (v)(G) below.

Lk‘ﬂ/ 9 (iv) Stock Options. The cost of options to the em-

! 7“% ployees to purchase stock of the contractor or of

) 4)(V) an affiliate, whether restricted or unrestricted

5. 207.2(7)FNY)  as gefined by Section 421 of the Internal Revenue
Code, shall be allowed to the extent that the
market value of the stock exceeds the option
price at the date the option is granted. The
current maerket value of the stock shall be deter-
mined according to the criteria set forth in
paragraph (1i1i) above. If the exercise of an
option 1s conditioned upon future contingencies,
the cost will be emortized rateably over the
period commencing from the issuvance of the option
to the earliest date (other than death of the
employee) when the contingencies can be fulfilled.
Allowable costs for optlons that may not be
exerclsed will be adjusted according to the
principles set forth in (v)(F) below.

(v) Deferred Compensation.

(A) As used herein, deferred compensation in-
cludes all remuneration, in whatever form, for
services currently rendered, for which the
employee 1s not paid until after the completion
of the year in which the services are rendered,
except that it does not include normal end of
sccounting period accruals, nor stock options.
It includes contributions to pension, annuity,
stock bonus, and profit sharing plans qualified
within the meaning of Section 40l of the Internal
Revenue Code; contributions to such plans that
[(are not so qualified; and other deferred compen-
]' sation, such as wages and salaries, bonuses end
incentive awards, whether paid in cash or in
stock. Deferred retirement compensation may
include disability, withdrawal, insurance or
survivorship benefits.

W

1
140

(B) Deferred compensation is alloweble to the
extent that it is for services rendered during

the contract period; 1is, together with all other
compensation paid to the employee, reasonsable

in amount; and is pald pursuant to an agreement
entered into in good faith between the contrac-
tor and employees before the services are rendered,
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or pursuant to an established plan consistently
followed by the contractor which constitutes,
in effect, an implicit agreement on the part of
the contractor to make such payments.

(c) Contributions to a plan that has been
approved, pursuant to Section 401 of the Intermal

[/?gﬁRevenue Code, by the Internal Revenue Service,
7 will be preeumed to meet requirements of (v)(B)

above. Such amounts are allowable as a cost
even though they are not currently deductible
for Federal income tax purposes because of the
limitations of Section LOL of the Internal
Revenue Code, provided such peyments are for
services rendered during the contract period.

(D) Contributions to a pension or annulty plan
by a tax-exempt or nonprofit organization will be
presumed to meet requirements of (v)(B) above if
such plan, as determined by the Department to
which audit cognizence is assigned, fulfills the
requirements of a "qualified" plan according to

\Section 401 of the Internal Revenue Code and

\"\'appliceble Treasury regulations. A determina-

tion by one Department that a plan fulfills these
requirements, in the absence of changed condi-
tions, gererally will be accepted by other
departments.

(E) Contributions to pension, annuity, profit
shering, end stock bonus plans which do not meet

" the requirements of Section 4Ol of the Internal

Revenue Code (including plans from which approval
of the Internal Revenue Service has been with-
drawn effective during the course of performance
of the contract) and other deferred compensation,
are allowable to the extent that the total com-
pensation pald to the employees involved, in
whatever form, meets the requirements of (v)(B)
above,

(F) In determining the cost of deferred compen-
sation allowable under the contract, apprcpriate
adjustments will be made for credits or gains
arising out of both normsl and abnormal employee
turnover, or any other contingenciles that can
result in a forfeiture by employees of such
deferred compensation. Adjustments will be made
only for forfeltures which directly or indirectly
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(vi)

(vii)

inure to the benefit of the contractors; forfei-
tures which inure to the benefit of other employees
covered by & deferred compensation plan with no
reduction in the contractor's cost will not nor-
mally give rise to adjustment in contract costs.
Adjustments for normal employee turnover will be
based on the contractor's experience and on fore-
seeable prospects, and will be reflected in the
amount of cost currently allowaeble. Such adjust-
ment will be unnecessary to the extent that the
contractor can demonstrate that its contributions
teke into account normal forfeitures. Adjustments
for possible future abnormal forfeitures will be
effected aeccording to the following rules:

(l) Abnormal forfeitures that are foreseeable
and which can be currently evaluated with rea-
sonable accuracy, by actuarial or other sound
computation, will be reflected by an adjustment
of current costs otherwise allowable.

(2) Abnormsl forfeitures, not within (1) above,
may be made the subject of agreement between the
Government and the contractor either as to an
equitable adjustment or g method of determining
such adjustment.

(G) In determining whether deferred compensation
is for services rendered during the contract
period, consideration will be given to conditions
imposed upon eventusl payment to determine whether
or not such a portion of deferred compensation
peyment is for future services. A requirement of
continued employment does not necessarily indicate
that the deferred compensation pertains in part

to future services.

Fringe Benefits. See (o).

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

(viii) Treining and Education Expenses. See (qq).

(1x)

Insurance and Indemnification. See (p).
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(g) Contingency Reserves.

(1) A contingency is a possible future event or condition
arising from presently known or unknown causes, the outcome of which 1is
indeterminable at a present time.

(2) 1In historical costing, i.e., costing as related to past
events or experience, contingency reserves are not allowable.

(3) In connection with estimates of future costs, contin-
gencles fall into two categories:

(1) Those which may arise from presently known and
existing conditions, the effects of which are
foreseeable within reasonable limits of accuracy;
e.g., anticipated costs of rejects and defective
work. In situations where they exist, contin-
genciles of this category are to be included in
the estimates of future cost under the several
elements of cost so as to provide the best
estimate of performance costs.

(11) Those which may arise from presently known or
wunknownt conditions, the effect of which cannot
be measured so precisely as to provide equitable
results to the contractor and to the Government;
e.g., possible inflation, and other general
business risks. Contingencles of this category
are to be excluded from cost estimates under the
several items of cost, but should be disclosed
separately, including the basls upon which the
contingency 1s computed in order to facilitate
the negotiation of appropriate contractual
coverage. See, for example, (p), (t), and (mm).

r/’ (n) Contributions and Donations.

(1) Reasonable contributions and donations to established
nonprofit charitable, scilentific, and educational organizations are allow-
able provided they (1) may reasonably be expected to result in future
benefits to the contractor through advancing, directly or indirectly, the
technology of his industry or increasing the supply of trained manpower

\ fﬁ‘ available to it, (11) are in lieu of the cost of similar facilities which
\W; the contractor would have to provide, such as employee medical or recrea-
L\ tional facilities, (iil) are expected of the contractor by the community

™ and 1t can reasonably be expected that the prestige of the contractor in

N the community would suffer through the lack of such contributions, or (iv)
contributions to local civil defense funds, or to local civil defense pro-
Jjeets for use in the community in which the contractor operates, are
allowable,
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(2) The reasonableness of the amount of particular con-
tributions and the aggregate thereof for each fiscal period must ordinarily (,E
be judged in the light of the pattern of past contributions, particularly 4 }% L.
those made prior to the placing of Government contracts, and should also /ii L
be judged in the light of the presence or absence of restraints occurring _,/'
in the conduct of competitive business. The amount of each allowable con- ”f
tribution must be deductible for purposes of Federsl income tax, but this , |
condition does not, in itself, justify allowability as a contract cost. g]'{j g

(i) Depreciation. 7

(l) Depreciation is a charge to current operations which
distributes the cost of a tangible capital assect, less estimated residual
value, over the estimated useful life of the asset in a systematic and
logical menner. It does not involve a process of valuation. Useful life
has reference to the prosrective period of economic usefulness in the
particular contractor's operations as distinguished from physicsl life,-

(2) Depreciation on a contractor's nlant, equipuent, and
other capital facilities is an allowable element of contract cost; provided
that the amount thereof is computed:

(i) upon the property cost basis used by the contrac-
tor for Federal income tax purposes (see Section
167 of the Internal Revenue Code of 1954); or

(i1) in the case of nomprofit or tax-exempt organiza-
tions, upon a property cost basis which could
have been used by the contractor for Federal
income tax purposes, had such organizations been
subject to the payment of income tax; and in
either case

(i1i) by the consistent applicetion to the assets con-
cerned of any generally accepted accounting
method, including those recognized by Section
167 of the Internal Revenue Code of 1954, as
follows:

(A) +the straight line method,

(B) the declining balance method, using a rate
not exceeding twice the rate which would have
been used had the annual allowance been computed
under the method described in paragraph (A),

(C) the sun of the years-digits method, and
(D) any other consistent method productive of an
annusl allowance which, wvhen added to all allowances

for the period commencing with the use of the
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property and including the current year, does not,
during the first two-thirds of the useful life of
the property, exceed the total of such allowances
which would have been used had such allowances

been computed under the method described in para-

graph (B).

(3) Depreciation should usually be allocated to the con-
tract and other work as an indirect cost. The amount of depreciation
allowed in any accowting period may, consistent with the basic objectives
set forth in (1) above, vary with volume of production or use of multi-
shift operstions.

(4) Where a contractor has received a determination of true
depreciation from an Emergency Facilities Depreciation Board relating to an
emergency facility covered by a certificate of necessity, it may elect to
use either normal or true depreciation. However, the method elected must
be followed consistently throughout the 1ife of the emergency facility.
Where an electlon is made to use normal depreciation, the amount thereof
shall be computed in accordsnce with (2) above. Where an election is made
to use true depreciation, the amount allowable as depreciation:

(i) with respect to the emergency period (5 years)
shall be computed in accordance with the deter-
mination of the Emergency Facilities Depreciation
Board; and

(11) after the end of the emergency period shall be
computed by distributing the remalning undepre-
clated portion of the cost of the emergency
facility over the balance of its useful 1life
(but see (5) below) provided the remaining un-
depreciated portion of such cost shall not
incluyde any amount of unrecovered true depre-
clation.

(5) Depreciation on idle or excess facilities shall not be
allowed except on such facllities as are reasonably necessary for current
and immediately prospective production.

. (6) No deprecistion shall be allowed, as such, or as a
rental or use charge, on assets still in use which have been fully depre-

~“ciated when a substantial portion of such depreciation was on a basis that

represented, 1n effect, a recovery thereof as a charge against defense
contracts or subcontracts. Otherwise, a mutually agreed upon use charge
may be allowed. In determining this charge, consideration should be given
to cost, total estimated useful life at time of negotiation, and effect of
any increased maintenance charges or decreased efficiency due to age.
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(j) Employee Morale, Health, and Welfare Costs and Credits.
Reasonable costs of health and welfare activities, such as house publica-
tions, health or first-aid clinics, and employee counseling services,
incurred, in accordance with the contractor's established practice or
custom in the industry or area, for the improvement of working conditions,
employer-employee relations, employee morale, and employee performance,
are allowable. Such costs shall be equitably allocated to all work of
the contractor. Income generated from any of these activities shall be
credited to the costs thereof unless such income has been irrevocably set
over to employee welfare orgenizations.

(k) Entertainment Costs. Costs of amusement, diversion, social
activities, and incidentsl costs relating thereto, such as meals, lodging,
rent?lss)transportation, and gratuities, are unallowable (but see (J), (o),
and (pp)).

(1) Excess Facility Costs. Costs of mainteining, repairing,
and housing idle and excess contractor-owned facilities, except those rea-
sonably necessary for current and immediately prospective production purposes,
are unallowable. The costs of excess plant capacity reserved for defense
mobilization production shall be the subject of a separate contract.

(m) Fines and Penslties. Costs resulting from violations of,
or feilure of the contractor to comply with, Federal, State, and local
laws and regulatlions are unallowable except when incurred as a result of
compliance with specific provisions of the contract, or instructions in
writing from the contracting officer.

(n) Food Service and Dormmitory Costs and Credits. Food and dormi-
tory services include operating or furnishing facilities for cafeterias,
dining rooms, canteens, lunch wagons, vending machines, living accommodations
or similar types of services for the contractor's employees at or near the
contractor’'s facilities. Reasonable losses from operation of such services

\Rare allowable, (i) when it is the policy of the contractor to operate such
services at e profit or at cost; and (il) when it is the policy of the con-
| tractor to furnish such servieces at a loss, or without cost to the employee;

4 provided, however, that such losses are allocated to all activities served.

.

f #1 | Profits (except profits irrevocably set over to en employee welfare organi-

L zation of the contractor in amowmts reasonably useful for the benefit of

*ﬁ | the employees at the site or sites of contract performance) accruing to the
\ | contractor from the operation of these services, whether operated by the

| contractor or by a concessionalre, shall be treated as a credit, and allo-
| cated to all activitiles served.

(o) Fringe Benefits. Fringe benefits are allowances and serv-
ices provided by the contractor to its employees as compensation in addi-
tlon to regular wages and salaries. Costs of fringe benefits, such as pay
for vacatlons, holldays, sick leave, military leave, and employee insurance,
are allowable to the extent required by law, employer-employee agreement,
or an established policy of the contractor.
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(p) Insurance and Indemnification.

(1) Insurance .includes (i) insurance which the contractor
is required to carry under the terms of the contract, and (ii) any other
insurance which the contractor maintains in connection with the general
conduct of his business,

(2) Indemnification involves a contractual commitment
between the Government and the contractor whereby the Govermment agrees
to secure the contractor sgainst loss or damage felling upon the contrac-
tor from some stated responsibility assumed by the contractor or from a
stated demand of a third party.

(3) Costs of insurance required and maintained, pursuant to
the contract, are allowable.

(4) Costs of other insurance maintained by the contractor
in connection with the general conduct of his business are allowable sub-
Ject to the following limitations:

(1) types and extent of coverage shall be in accord-
ance with sound business practice and the rates
and premiums shall be reasonable under the cir-
cumstances;

(11) costs allowed for Business Interruption Insur-
ance shall be limited to exclude coverage of
profit, interest, and any other items of cost
unallowable under this Part;

(iii) cost of insurance or of any contributions to
any reserve covering the risk of loss of or
damage to Govermment-owned property are allow-
able only to the extent that the Government shall
have required protection by such insurance or
reserve;

(iv) contributions to a reserve for a self-insurance
program if the types of coverage, extent of
coverage,and the rates and premiums would have
been allowed had insuraence been purchaseble to
cover the risks; and

(v) costs of insurance on the lives of officers,
partners, or proprietors are alloweble to the
extent that (i) the insurance 1s part of an
employee plan, specified in (o), and (ii) addi-
tlonal insurance which represents compensation
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to the officer, partner or proprietors for serv-
ices rendered, within the provisions of (f).
Premiums for insurance in which the contractor
is the bemeficilary directly or indirectly are
not allowable.

(5) Actual losses not reimbursed by permissible insurance
(through an approved self-insurance program or otherwise) are unallowable
unless expressly provided for in the contract, except

(i) costs incurred because of losses not covered under
nominal deductible insurance coverage provided in
keeping with sound business practice, are allowable.

(ii) minor losses not covered by insurance, such as
spoilage, breskage and diseppearance of small
hand tools, which occur in the ordinary course of
doing business, are allowable.

(6) The Govermment is obligated to indemnify the contractor
for losses sustained only to the extent expressly provided for in the
contract.

(q) Interest and Other Financial Costs. Interest (however repre-
sented), bond discounts, costs of financing and refinancing operations, legal
and professional fees pald in connection with the preparation of the prospec-
tus, costs of preparation and issuance of stock rights, and costs related
thereto are unallowable except for interest assessed by State or local taxing
authorities under the conditions set forth in (oo) /but see (x)/.

(r) Labor Relations Costs. Costs incurred in maintaining satis-
factory relations between the contractor and its employees, including costs
of shop stewards, labor manegement committees, employee publications, and
other related sctivities are allowable.

(s) Losses on Other Contracts. An excess of costs over income
under any other contract (inecluding the contractor's contributed portion
under cost-sharing contracts), whether such other contract is of a supply,
research and developwment, or other nature, 1s unallowable as a cost of
performance of the Government contract.

(t) Maintenence and Repair Costs.

(1) Costs necessary for the upkeep of property (including
Government property unless otherwise provided for), which neither add to
the permanent value of the property nor appreclably prolong its intended
life, but keep it in an efficient operating condition, are to be treated
as follows:
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(i) In the event the contractor accrues maintenance
and repalr costs based upon a regular program
for the maintenance and repair of facilities in
accordance with sound industrial practice, such
accruals are allowable.

(ii) In the event a contractor does not accrue main-
tenance and repair costs, but charges them as
incurred, such charges are allowable to the ex-
tent that they are reasonable and in line with
prior experience of the contractor.

(2) Expenditures for plant and equipment which, according
to generally accepted accounting principles as applied under the contrac-
tor's established policy, should be capitalized and subjected to deprecia-
tion are allowable only on & depreciation basis.

(u) Manufacturing end Production Engineering Costs. Costs of
manufacturing end production engineering, including engineering activities
in connection with the following, are asllowable:

(i) current manufacturing processes such as motion
and time study, methods analysis, Jjob analysis,
and tool design and improvement; and

(ii) current production problems, such as materials

analysis for production suitability and component
design for purposes of simplifying production.
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(v) Haterial Costs.

(1) This item includes the net costs of such items as raw
materials, parts, subassemblics, components, and manufacturing supplics,
whether purchased outside or manufactured by the contractor, and may include
such collateral items as inbound transportation ancd intransit insurance.

In computing materisl costs consideration will be given to reasonable over-
runs, spoilage, or defective work. These costs are allowable subject, however,
to the provisions of subparagra-hs (2) through (5) below.

(2) Costs of moterial shall be suitably adjusted for
applicable portions of income and other credits, including availlable trade
discounts, refunds, rebates, allowances, and cash discounts, and credits for
scrap and salvage and material returned to vendors. Such income and other
credits shall either be credited directly to the cost of the material involved
or be allocated (as credits) to indirect costs. Vhere the contractor can
demonstrate that failure to take cash discounts was due to circumstances be-
yond his control, such lost discounts will be allowed.

(3) Reasonable adjustments arising from difference between
periodic physical inventory quantities and related material control records
will be included in arriving at the cost of materials, provided that such
adjustments (i) do not include "write-downs'" or "write-ups" of values, and
(ii) relate to the period of performance of the contract.

(4) ‘Vhen the materisls are purchased specifically for and
identifiable solely witi: performance under a contract, the actual purchase
cost thereof should be charged to the contract. In determining cost of
material issued from stores, the contractor's usuel metnod of inventory
costing is acceptable if in accord with generally accepted accounting
principles for inventory costing. tlhen material in stores at the commence-
ment date of a contract heve a probable replacement cost significantly
different from recorded cost, either party may elect to use the replacement
cost in lieu of recorded cost in costing issues of such material. When esti-
mates of material costs to be incurred in the future are required, either
current market price or anticipated acquisition cost (if reasonably certain
and determinable) may also be used, but the basis of pricing nust be dis-
closed.

(5) Sales or transfers of materials, services, and supplies
between plents, divisions or organizations, under a common control, ordinarily
shall be stated on the basis of cost to the transferrer. However, a
departure from this basis is permissible where (i) the item is regularly
manufactured and sold through commercial channels, or (ii) it is the con-
tractor's long established practice to price inter-organization transfers at
other than cost for comrercial work; provided in addition, that such price 1is
not in excess of the transferrer's sales price to its riost favored customer
for the same item in like quantity, or the same or substantially similar
items sold by other suppliers.
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(w) Organizstion Costs. Lxpenditures, such as incorporation
fees, attorney's fees, accountants fees, brokers fees, fees to promoters
and organizers, in connection with (i) organization or reorganization of a
business, or (ii) raising capital, are unallowable (see (q) above).

(x) Other Business Expenses. Included in this item are such
recurring expenses as registry and transfer charges resulting from changes
in ownership of securities issued by the contractor, cost of shareholders!
neetings, proxy solicitations, preparation and publication of reports to
shareholders, preparation and submission of required reports and forms to
taxing and other regulatory bodies and incidemntal costs of directors and
comnittee meetings. The above and similar costs are allowable when allocated
on an equitable basis to all classes of work.

(y) Overtime, Lxtra Pay Shift and Fulti-shift Premiums.

(1) This item consists of the premium portion of overtime,
extra pay shift and multi-shift payments to employees. Preferably such
preniums should be separately identified and handled as indirect costs to
be distributed rateably to all work of the contractor. However, where it is
the normal practice of the contractor to handle these premiums as direct
costs, such practice is acceptable if it does not result in the Government
absorbing a disproportionate share of costs. Similar consideration governs
their inclusion in or exclusion from the base for overhead distribution.

The amount of overtime costs, when allowable, shall be equitable in relation
to (i) the amount of such premium costs allocated to non-Government work
being concurrently performed in the contractor's plant and (ii) the factors
which necessitate the incurrence of the costs.

(2) Overtime, extra pay shift and rulti-shift premium
expenses may arise in two distinct ways: (i) by initial agreement between
the contractor and the contracting officer that the accomplishment of the
contract schedule requires the use of such premium labor to a stated or
contenplated extent; and (ii) to meet unexpected emergencies arising in
the course of the contract, not contemplated by tne contracting parties.

(3) Overtime, extra pay shift and multi-shift premiums
are allowable as follows:

(i) To the extent that the contractor and the con-
tracting officer initially agree that such
premiume are necessary in order to comply with the
contract schedule, such costs are allowable.

(ii) Vith respect to situations arising in the course of
the contract, such costs are unallowable if the con-
tractor is already obligated to meet the stated de-
livery schedule without additional compensation
therefor, as in the firm fixed price type contract.
Such allowance may be made in cost type contracts
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and in the fixed-price incentive type and the
price redetermination type contracts until
the prices becone fixed with tre approval or
ratification of the contracting officer.

(z) Patent Costs. GCosts of preparing disclosures, reports, and
other documents required by tie contract and of searching the art to the
extent necessary to make such invention disclosures, are allowable. In
accordance with the clauses of tlie contract relating to patents, costs
of preparing documents and any other patent costs, in connection witi the
filing of a patent application by the Government, are allowable. (See also
(ii) and (jj) below).

(aa) Pension Plans (see (£)).

(bb) Plant Protection Costs. Costs of items such as vages,
uniforms and equipment of personnel engaged in plant protection; depreciation
on plant protection capital assets; and necessary expenses to ccmply with
nilitary security requirements are allowable.

(ce) Plant Rehabilitation Costs.

(1) Plant rehabilitation costs are those incurred in tie
restoration of the contractor's premises to approximately the same condition
as that which existed immediately prior to tiie commencement of the military
contract work, fair wear and tear excepted.

(2) The costs of the removal of machinery, tools, and
equipment, including restoration costs incident thereto, are allowable,
provided such costs are not recovered, or are not recoverable, under a
specific contract cleause in the contract vnder which the costs are claimed,
or in another Government contract.

(3) The costs involved in the reinstallation of pre-existing,
and the installation of new machinery, tools and equipment are not allowable,

(dd) Precontract Costs. ~frecontract costs are those which are
incurred prior to the effective date of the contract, are incurred directly
pursuant to the negotiation for and in anticipation of the award of the
contract, under circumstances in which such anticipation is necessary
to comply with the proposed contract delivery schedule. Such costs are
aliowable to the extent that they would have been allowable, if incurred after
the date of the contract.

(ee) Professional Service Costs - Legal, Accounting, Engineering,
and Other,

(1) Costs of professional services rendered by the members
of a particular profession who are not employees of the contractor are allow-
able, subject to (2) and (3) below, when reasonable in relation to the services
rendered and when not contingent upon recovery of the costs from the Govern-
ment (but see (w)).
~20.



(2) Factors to be considered in determining the
allowability of costs in a particular case include:

(i) the past pattern of such costs, particularly in
the years prior to the award of Government con-
tracts;

(ii) +tie impact of Government contracts on the
contractor's business (i.e., what new problems
have arisen);

(1ii) the nature and scope of managerial services
expected of the contractor's own organizations;
and

(iv) whether the proportion of Government work to
the contractor's total business is such as to
influence the contractor in favor of incurring
the cost, particularly where the services
rendered are not of a continuing nature and have
little relationship to work under Government
contracts.

Retainer fees to be allowable must be reasonably supported by evidence
of services rendered.

(3) Costs of legal, accounting, and consulting services,
and related costs, incurred in connection with organization and reorganiza-
tion, defense of anti-trust suits, and the prosecution of claims against the
Government, are unallowable. Costs of legal, accounting, and consulting
services, and related costs, incurred in comnection with patent infringement
litigation, are unallowable unless otherwise provided for in the contract.

(ff) Profits and Losses on Disposition of Plant, “quipment, or
Other Capital Assets. Profits or losses of any nature arising from the
sale or exchange of plant, equipment, or other capital assets, including
sale or exchange of either short or long term investments, shall be excluded
in computing contract costs (but see (i% (2) as to basis for depreciation).

(gg) Recruiting Costs. Costs of "help wanted" advertising,
operating costs of an employment office necessary to secure and maintain
an adequate labor force, costs of operating an aptitude and educational
testing program, travel costs of employees while engaged in recruiting
personnel, and travel costs of applicants for interviews for prospective
employment are allowable, Where the contractor uses employmert agencies,
costs not in excess of standard cormercial rates for such services are also
allowable. Costs of special benefits or emolumerts offered to prospective
employees beyond the standard practices in the industry are unallowable.
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(hh) Rental Costs (Including Sale and Leaseback of Facilities).

(1) Rental costs of land, building, and equipment and
other personal property are allowable if the rates are reasonable in light
of such factors as the type, life expectancy, condition, and value of the
facilities leased, options available, and other provisions of the rental
agreement.

(2) Charges in the nature of rent between plants, divisions,
or organizations under common control are unallowable except to the extent
such charges do not exceed the normal costs of ownership, such as depreciation,
taxes, insurance, and maintenance; provided that no part of such costs shall
duplicate any other allowed costs.

(3) Unless otherwise specifically provided in the contract,
rental costs specified in sale and leasebaclk agreements, incurred by con- _ =X
tractors through selling plant facilities to investment organizations, such ' |
as insurance companies, or to private investors, and concurrently leasing '
back the same facilities, are allowable only to the extent that such rentals
do not exceed normal costs, such as depreciation, taxes, insurance, and main-
tenance, borne by the lessor, which would have been incurred had the con-
tractor retained legal title to the facilities.

(ii) Research and Development Costs.

(1) Research and development costs (sometimes referred to
as general engineering costs) are divided into tw major categories, for the
purpose of contract costing; (i) general research, also referred to as
basic research, fundamental research, pure research, and blue-sky research;
and (ii) related research or developmemt, also referred to as applied
research, product research, and product line research.

(2) General research is that type of research which is
directed toward increase of knowledge in science. In such research, the
primary aim of the investigator is a fuller knowledge or understanding of
the subject under study, rather than a practical application thereof.

Costs of independent general research (that which is not sponsored by

a contract, grant, or other arrangement) are allowable. Reasonableness

of the cost should be determined in light of the pattern of the cost of

past programs, particularly those existing prior to the placing of Governmernt
contracts.

(3) Related research is that type of research which is
directed toward practical application of science. Development is the
systematic use of scientific knowledge directed toward the production of
useful materials, devices, methods, or processes, exclusive of design,
manufacturing, and production engineering (see (1) above). Costs of a
contractor's independent related research and development (that which is
not sponsored by a contract, grant, or other arrangement) are allowable under
any production contract to the extent that the research and development are
related to the contract product line and the costs are allocated to all
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production work of the contractor on the contract product line. Such costs
are, alloweble under research and development contracts.

(4) Independent research and development projects shall
ebsorb thelr sppropriate share of the indirect costs of the department
where the work is performed,

(5) Research and development costs (including emounts
capitalized), regardless of theilr nature, which were incurred in account-
ing periods prior to the award of a particular contract, are unallowable.

(6) The reasonsbleness of expenditures for independent
research and develvpment must be scrutinized with great care in comnection
with contractors whose work is predominaently or substantielly with the
Government. Where such expenditures are not subject to the restraints of
commercial product priclng, contractors may seek the future advantage that
follows a large research program substantiglly financed by Government con-
tracts. There must be assurance that these expenditures are made pursuant
to a planned research progrem which is reasonable in scope and is well
managed. The costs should not exceed those which would be incurred by
an ordinarily prudent person in the conduct of a competitive business.

(kk) Selling Costs.

(1) Selling costs arise in the marketing of the contrac-
tor's products and include costs of sales promotion, negotiation, lieison
between Government representatives and contractor's personnel, and other
related activities,

(2) Such expenses are alloweble to the extent that the
costs are allocable to Government business.

(3) Sslesmen's or agents' compensation, fees, commissions,
percentages, or brokerage fees which are contingent upon or resulting from
an awvard of a contract, are allowable only when paid to bona fide employees
or established commercial or selling agencies maintained by the contractor
for the purpose of securing busilness.

(11) Service and Warranty Costs. Such costs include those
arising from fulfillment of any contractual obligation of & contractor to
provide services, such as instsllation, training, correcting defects in
the products, replacing defective parts, making refunds in the case of
inadequate performance, etc. When contract terms covering the sale of
defense products include such an obligation without additionel separate
payment, service and warranty costs are allowable. In pricing actions
which involve estimates of this element of cost, care should be exerclsed
to avoid duplication of the allowance as an element of both estimated
product cost and risk.
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(mm) Severance Fay.

(1) Severance pay, also commonly referred to as dismissal
wages, is a payment in addition to regular salaries and wages, by con-
tractors to workers whose employment is being terminated. Costs of
severance pay are allowable only to the extent tinat, in each case, it is
required by (i) law, (ii) employer-employee agreement; (iii) established
policy that constitutes, in effect, an implied agreement on the contractor's
part, or (iv) circumstances of the particular employment.

(2) Costs of severance payments are divided into two
categories as follows:

(i) actual normal turnover severance payments shall
be allocated to all work performed in the
contractor's plant; or, where the contractor
provides for accrual of pay for normal severances
such method will be acceptable if the amoumt of
the accrual is reasonable in light of payments
actually made for normal severances over a
representative past period, and if amounts accrued
are allocated to all work performed in the con-
tractor's plantj and

(ii) abnormal or mass severance pay is of such a
conjectural nature that measurement of cost by
means of an accrual will not achieve equity to
both parties. Thus accruals for this purpose
are not allowable., However, the Government
recognizes its obligation to participate, to
the extent of its fair share, in any specific pay-
ment. Thus, allowability will be considered on
a case-by-case basis in the event of occurrence.

(nn) Special Tooling Costs. The term “special tooling" means
property of such specialized nature that its use, without substantial modifi-
cation or alteration, is limited to the production of the particular supplies
or the performance of the particular services for which acquired or furnished.
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns,
special taps, special gauges, and special test equipment. Costs of special
tooling acquired for performance of the contract are allowable and shall
be charged directly thereto.

(00) Taxes.

(1) Taxes are charges levied by Federal, State, or local
governnents. They do not include fines and penalties except as otherwise
provided herein. In general, taxes (including State and local income taxes)
which the contractor is required to pay and which are paid or accruved in
accordance with generally accepted accounting principles are allowable,
except for:
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(1) Federal income and excess profits taxes;

(ii) taxes in connection with financing, refinancing
or refunding operations (see (q));

(1ii) taxes from which exemptions are available to the
contractor directly or available to the contractor
based on an exemption afforded the Government
except when the contracting officer determines
that the administrative burden incident to obtain-
ing the exemption outweighs the corresponding
benefits accruing to the Government; and

(iv) special assessments on land which represent capital
improvements.,

(2) Taxes otherwise allowable under (1) above, but which ray
be illegally or erroneously assessed, are allowable; provided that the
contractor prior to payment of such taxes:

(i) promptly requests instructions from the contracting
officer concerning such taxes; and

(ii) takes all action directed by the contracting
officer, including cooperation with and for the
benefit of the Government, to (4) determine the
legality of such assessment or, (B) secure a
refund of such taxes.

Reasonable cost of any such action undertaken by the contractor at the
direction of the contracting officer are allowable. Interest and penalties
incurred by a contractor by reason of the nonpayment of any tax at the
direction of the contracting officer or by reason of the failure of the
contracting officer to assure timely direction after prompt request therefor,
are also allowable,

(3) Any refund of taxes, interest, or penalties, and any
payment to the contractor of interest tnereon, attributable to taxes, interest,
or penalties which were allowed as contract costs, shall be credited or paid
to the Government in the manner directed by the CGovernment, provided any
interest actually paid or credited to a contractor incident to a refund of
tax, interest ard penalty shall be paid or credited to the Government only
to the extent that such interegt accrued over the period during which the
contractor had been reimbursed by the Government for the taxes, interest,
and penalties.



(pp) Trade, Business, Technical and Professional Activity Costs.

(1) lemberships. This category includes costs of
memberships in trade, business, technical, and professional organizations.
Such costs are allowable to the extent reasonable.

(2) Subscriptions. This item includes cost of subscriptions
to trade, business, professional, or technical periodicals. Such costs are
allowable.

(3) Meetings ard Conferences. This item includes cost of
rmeals, transportation, rental of facilities for meetings, and costs
incidental thereto, when the primary purpose of the incurrence of such costs
is the dissemination of technical information or stimulation of production.
Such costs are allowable,

(qq) Training and Educational Costs.,

(1) Costs of preparation and maintenance of a program of
instruction at noncollege level, designed to increase the vocational effective-
ness of bona fide employees, including training materials, textbooks,
salaries or wages of trainees during regular working hours, and

(i) salaries of the director of training and staff
when the training program is conducted by the
contractor; or

(ii) +tuition and fees when the training is in an
institution not operated by the contractor;

are allowsble.

(2) Costs of part-time technical, engineering and
scientific education, at an under-graduate or post-graduate college level,
related to the job requirements of bona fide employees, including only:

(1) training materials;
(ii) textbooks;
(1i1) fees charged by the educational institution;

(iv) tuition charged by the educational institution,
or in lieu of tuition, instructors' salaries
and the related share of indirect cost of the
educational institution to the extent that the
sum thereof is not in excess of the tuition
which would have been paid to the participating
educational institution; and
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(v) straight-time compensation of each employee for
time spent attending classes during working hours
not in excess of 156 hours per year where
circumstances do not permit the operation of
classes or attendance at classes after regular
working hours;

are allowable,

(3) Costs of tuition, fees, training materials and
textbooks (but not subsistence, salary, or any other emoluments) in connec-
tion with full-time scientific and engineering education at a post-graduate
(but not under-graduate) college level related to the job requirements of
bona fide employees for a total period not to exceed one school year for
each employee so trained, are allowable. In unusval cases where required
by military technology, the period may be extended.

(4) Maintenance expense, and normal depreciation or fair
rental, on facilities owned or leased by the contractor for traini
purposes are allowable to the extent set forth in (t), (i), and (hh) above,
respectively,

(5) Grants to educational or training institutions,
including the donation of facilities or other roperties, scholarships
or fellowships, are considered contributions (see (h) above).

(rr) Transportation Costs. Transportation costs include
freight, express, cartage, and postage charges relating either to goods
purchased, in process, or delivered, These costs are allowable., When
such costs can readily be identified with the items involved, they may
be direct costed as transportation costs or added to the cost of such
items (see (v) above). Vhere identification with the materials received
cannot readily be made, inbound transportation costs may be charged to the
appropriate indirect cost accounts if the contractor follows a consistent,
equitable procedure in this respect. Outbound freight, if reimbursable
under the terms of .the contract, should be *reated as a direct cost.

(ss) Travel Expenses.

(1) Travel costs include costs of transportation, lodging,
subsistence, and incidental expenses, incurred by contractor personnel in a
travel status while on official company business.

(2) Travel costs are allowable and may be based upon
actual costs incurred, or on a per diem or mileage basis in lieu of actual
costs, or on a combination of the two, provided tne method used does not
result in an unreasonable charge.
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(3) Travel costs incurred in the normel course of over-all
administration of the business and applicable to the entire business are
allowable, Such costs shall be equitably allocated to all work of the
contractor.

(4) Travel costs directly attributable to specific contract
performance may be charged to the contract in accordance with the principle
of direct costing (ASPR 15-202).

(5) Necessary, reasonable costs of family movements and

personnel movements of a special or mass nature are sllowable, subject to
sllocation on the tasis of work or time period benefited when appropriate.
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