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In accordance with your suggestion of October 15,
1958, made during the joint industry-government conference,
we are submitting herewith a further amplification of the
views of the Machinery and Allied Products Institute in re
gard to the proposed adoption of a comprehensive set of con
tract cost principles. This statement is presented in
behalf of the capital goods and allied equipment industries.
Although, as you Imow, many of the companies in these indus
tries are important government prime and subcontractors, the
bulk of their production falls in the commercial area.
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May we express once more our appreciation for the
personal interest which you and Secretary McNeil have taken
in this subject, as evidenced by the October 15 conference
and by your willingness to receive supplementary 1YT.i.tten
statements of industry views. Ideally, we might have hoped
for additional time in which to file our supplemental state
ment, but we are most anxious to comply wi~h the filing dead
line of fifteen days from the date on which the transcript of
the October 15 meeting was received by this organization.
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In our opinion, the proposal for application of a
set of comprehensive cost principles to all types of negoti
ated contracts becomes 'Wholly meaningful only as we relate
it to developments in the entire field of national defense.
For this reason we should like to review briefly the history
of this suggestion and--before proceeding to any detailed
examination of the proposal itself--to set it against the
backdrop of our total national defense program, considering
it in thi s broader perspective.
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The antecedents of the present proposal. --For some years the Depart
ment of Defense, acting partly upon its 0'WIl motion and partly by reason of
suggestions from Congressional commdttees and the General Accounting Office,
has attempted to develop a set of cost principles which could be applied to
negotiated, fixed-price contracts as well as cost-reimbursement contracts.
This process, covering a period of some four or five years, is an outgrowth,
of course, of developments dating back to the World War II use of T. D. 5000,
the War and Navy Departments' IIGreen Book, II the post-World vlar II Joint Termi
nation Regulation and, finally, Section XV of ASPR which controls the reim
bursement of contractors' expenses under cost-reimbursement type contracts.

This record of development, culminating in the present proposal,
contains one interesting experience that is especially relevant to the Qocument
here under consideration. A Munitions Board memorandum of November 15~ 1949~

w.hich limited the mandatory application of ASPR cost principles to cost-type
contracts, nevertheless permitted their use "as a working guide" in fixed
price negotiations. In practice the working guide assumed the status of a
rigid standard and, for this reason, permissive authority for the use of cost
principles in connection with fixed-price contract negotiations was revoked by
Department of Defense Instruction 4105.11, November 23, 1954.

So much for a brief history of the current proposal's antecedents.
Let us now consider the history of that proposal against the broad background
of the over-all national defense program.

Urgent need for reappraisal.--This recital of the present proposal's
history is important, we think, because of some startling recent developments
in military technology- that have altered radically and permanently the total
defense posture of the United States. The changed circumstances flowing from
these developments are financial and managerial as well as technological and
strategic. They are of such a f\mdamental nature as to require a most careful
re-examination of all procurement policy and procedure. He believe that you
should give primary consideration to the question of whether or not the pro
posal for a comprehensive set of cost principles drawn in the form of Section
XV of ASPR--which has never been a completely sound proposal in our judgment-
may not be altogether inappropriate at this time.

The Soviet Sputnik.--As we have noted, the case for application of
ASPR cost principles to all t)~es of negotiated contracts has developed during
the post-World War II period which culminated in the launching of an earth
satellite by the Soviet Union. This latter event, marking the dawn of the
Space Age, has given rise to grave Congressional concern with the state of our
national defense, highlighted by the hearings before the Preparedness Investi
gating (Johnson) Subcommittee of the Senate Armed Services Committee.

In addition to its numerous recommendations for enlargement and im
provement of our national defense in terms of milltary programs and weaponry-
with which this statement is not directly concerned--the Johnson Subcommittee
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recommended in connection ~th stepping up the tempo of our defense effort a
simplification of our military procurement procedures. With this latter recom
mendation our statement most emphatically is concerned.

The testimony of certain m.tnesses pointed up the shortcomings of our
present procurement system, and such testimony is emphasized in the remarks of
Senator Saltonstall in proposing certain amendments to the Armed Services Pro
curement Act (10 USC 2301 et se9..) on October 14, 1958. Senator Saltonstall
said:

"We have great confidence in the vitality and initiative of
American industry. The free competitive system which has
enabled our nation to achieve unheralded industrial advances
should be able, as it has in the past, to achieve milltary
weapons superiori ty second to none. But, as Professor Liv
ingston of Harvard so aptly pointed out when he testified
before the Preparedness Investigating Subcommittee hearings,
our present system of defense contracting does not encourage
those forces in our industrial establi sbment to work •••
Ironically, livingston pointed out, even in the controlled
economy and industrial establishment of the Soviet Union
great rewards were provided for success in scientific and
technological areas, and penalties for failure. The Russians
know full well the virtue of the incentive system. If the
future security of the United States depends upon its ability
to develop in the shortest possible time modern weapons of
destruction so as to deter our enemies from aggression, then
"We must make full use of the inherent characteristics of the
American industrial system which give it vigor and strength."

It should be emphasized that the remarks of Senator Saltonstall and
Dr. Livingston are typical of suggestions, both in and out of government, for
increasing contractor incentives.

Contradictory trends in government procurement.--The spirit of the
observations quoted above appears to have been reflected in a series of devel
opments "Within government itself. First, it seems evident that the Military
Services themselves are undertaking a fresh appraisal of the awesome technolog
ical problems thrust upon them by the Space Age. There is evidence, moreover,
of a desire on the part of the Services to share increasingly with private
industry the technological and financial burdens thus created.

General Quesada, newly appointed Administrator of The Federal Avia
tion Agency, bespoke this attitude in a recent speech in which he suggested
that industry and government must "start work immediately on working out some
new concepts embracing the ways in ,,'hich we reward industry's efforts for
scientific and technological development of advanced weapons." The report of
the ad hoc Committee on Research and Development of the U. S. Air Force
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Scientific Advisory Board--the stever Report--emphasizes the same point in
these words: "Contracting procedures should be changed to give contractors
greater incentive to do research development 'WOrk more effective.1;)r • tl In the
legislative area the extension of the Renegotiation Act for a period of on.1;)r
six months--w1th the proviso that the process be subjected in the meantime
to a searching Congressional study--would seem to offer further evidence of
a new look by Congress at the whole question of providing incentives and re
moving disincentives to more efficient production of war materiel.

Within the framework of the Armed Services Procurement Regulation
itself we find within recent months substantial improvement in regulations
relating to pricing policies for negotiated contracts and in the acquisition
of contractor's proprietary technical know-how. This 'Whole complex of state
ments and action had. encouraged us to believe that a new spirit was abroad in
the whole area of government procurement. Unhappi.1;)r, the dogged pursuit of
this proposal for an across-the-board application of cost principles seems to
us wholly inconsistent with the current emphasis on the new spirit described
above and would, in our judgment, represent a serious backward step.

Let us turn now from the background of this proposal to a more de
tailed examination of specific questions which it involves.

Considerations of Public Policy

In the recent industry-Department of Defense conference on this
SUbject, repeated reference was made by government spokesmen to considerations
of public policy, particularly as they dictated the disallowance of certain
items of expense regarded by industry as normal costs of doing business.
Although raised for the most part in connection with the discussion of spe
cific items of cost, we suggest that certain overriding considerations of
public policy apply with even greater force to the question of the applica
bility of contract cost principles with which this supplemental statement is
primarily concerned.

A reading of the Armed Services Procurement Act (10 USC 2301 et seq.)
in conjunction with its principal administrative implementation, the Armed
Services Procurement Regulation makes the advertised bid method of pUblic
contracting a preferred method as an unmistakable matter of both legislative
and administrative policy. Although the statute deals with the point only
by indirection, ASPR, we think, harmonizes completely and specifical.1;)r with
legislative intent in according the next order of priority in procurement
preference to the firm, fixed-price contract. (Since the descending order of
SUbsequent preference is well summarized in a quotation from Lt. Col. George
Thompson, USAF, appearing at a later point in this statement, we shall not now
dwell further on the matter.)

In addition to these express legislative and administrative prefer
ences of procurement policy, ASPR itself contains one further significant
statement of general procurement policy that deserves repetition in this con
nection: tlIt is the policy of the Department of Defense to procure supplies
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and services from responsible sources at fair and reasonable prices, calculated
to result in the lowest ultimate over-all cost to the government."

We regard these propositions as central and fundamental policies of
Defense procurement to which all other considerations of pUblic policy--from
whatever source drawn or i.ma.gined--must be subordinated. Moreover, we cannot
believe that policy demands a broadened application of proposed cost principles
if, as a result, "ultilnate over-all cost to the government tl is increased. And
this is precisely the result we predict in that eventuality.

At the risk of repetition we cannot fail to add that the widespread
and continuing suggestions for the enhancement of private incentive in defense
work--to some of which we have referred briefly above--are not only entirely
consistent with these basic policies of military procurement but would lead
almost certainly, in our jUdgment, to improved contract performance, an in
creased interest in defense production and a very considerable reduction in
ultima.te over-all cost to the government.

Tne real issue to be decided.--The realities of the situation as well
as the evident concern of your staff with questions of pUblic policy demand
that the resolution of the question now before you be based upon the broadest
possible considerations of public policy. This being so, the issue to be de
cided may be stated very simply: Would the present proposal for application
of contract cost principles in their present form to all types of negotiated
contracts serve the pUblic interest?

We do not believe that it would.

The Present Proposal

In turning to the applicability of the proposal before you, we
should point out once more that we do not regard ASPR cost principles--in
either their present or proposed form--as desirable or proper standards even
for cost-reimbursement type contracts.

The principal change in procurement practice to be effected by
adoption of the current proposal would consist in applying a revision of the
present ASPR cost principles to fixed-price as well as cost-reimbursement type
contracts. Having in mind the effect of the proposal I s adoption upon the
broad public policy question posed above, we should like to consider it in
terms of its essential ru:tture, its effect on negotiated, fixed-price contracts,
its use and effect in "cost-related areas, " its effect upon normal business
incentives, its effect on subcontracts, its effect on contract termination,
and its effect upon the normal incidents of contract negotiation.

The. nature of the proposal.--As a part of the colloquy on the subject
of applicability at the recent Pentagon conference, the observation was made
that industry spokesmen were confusing the applicability of proposed cost
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principles 'With their content. We 6ubmit that one can no more consider the
results of applying this proposal 'Without considering all four corners of
the document than one could judge the worth of a horse 'Without examining the
beast. What, exactly, is the nature of this proposal?

Although the document here involved purports to be a statement of
cost principles, it consists in fact of a relatively brief statement of

\(..~ ~ "nciples followed by an extended and detailed specification of costs which
I. ~ ~ e allowable or unallowable in certain contract situations. Experience per-

\\. .~.'}- s des us that in a practical contracting situation the statement of principles,
"'" ~ ~ ch as it is, 'Will be disregarded and the contract administrator will rely

~ tf :pon the specified list of allowable or unallowable costs. M::lreover--and de
spite protestations to the contrary with which we shall deal later--the extent
of aJ.lowability or unallowability of any i tern of contract expense identified
in these llprinciples" would almost certainly be the same under either a cost
reimbursement or a fixed-price type contract.

We have reiterated these elementary propositions only because we
regard them as :fundamental to any consideration of the applicability of the
proposed cost principles.

The proposal 1 s effect on fixed-price contracts.--Having in mind the
basic and unavoidable character of this proposal, we reiterate an argument
which we have advanced repeatedly in the past that promulgation of a "compre
hensive" set of cost principles applicable to both negotiated, fixed-price
and cost-reimbursement type contracts 'Will serve to convert fixed-price con
tracts--in one degree or another--into cost-reimbursement agreements. We
regard this result as inevitable, both as a matter of logic and as a matter
of experience.

In their present form the proposed cost principles represent an
artful piece of draftsmanship and an evident effort to respond to prior indus
try criticisms relating to the inevitable effects of an across-the-board
application of cost principles. Specifically, the proposal declares that
cost principles are to be used (1) "for the determination of" reimbursable
costs or cost-reimbursement type contracts, and (2) either (a) "as a basis
for" the development and submission of cost data and price analyses--in sup
port of negotiated pricing, repricing, etc., or (b) lias the basis for evalu
ation of cost data 'l in retrospective pricing and settlement or "as a guide in
the evaluation of cost datal I in forward pricing.

The excerpts from the regulation quoted above are, of course, those
phrases which go to the very heart of applicability of the proposed set of
comprehensive cost principles. The distinction 'Which the draftsman of this
regulation has attempted to make between applicability of cost principles in
cost-reimbursement and fixed-price contract situations is an exceedingly nice
one. We believe, nevertheless, that this distinction, however nicely drawn,
1dll become a distinction without a difference in practice.
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A chronology of the process by which the present phraseology of
applicability came into being may be instructive. When this proposal was
first publicly mooted in Mr. Lloyd Mulit' s letter of May 28, 1956, the Insti
tute called attention to what we regarded as a built-in weakness in the pro
posal-_ rt

••• Yle urge that any generalization of contract cost principles be so
framed and administered that it may not serve as a deterrent to greater em
phasis on firm, fixed-price contracting. II Doubtless, other industry associa
tions had the same concern.

The September 10, 1957, draft of this proposal attempted--with
somewhat less than complete success--to avoid this change by careful distinc
tion as between the proposal's application to fixed-price contracts and cost
type contracts. Our comments of December 16, 1957, once again pointed to the
impossibility of a distinction in practice.

Apparently unsatisfied with this attempt, as was industry, Pentagon
draftsmen have tried once more with the greatest care and the utmost sincerity
to overcome this problem in the language 'luoted above. He commend the effort.
We cannot fail, however, to entertain grave doubts as to the manner in which
this theory of differing applicability will be treated in actual procurement
practice.

The almost inevitable obliteration of any distinction in actual
practice is illustrated by a landmark decision of the Armed Services Board
of Contract Appeals, the Swartzbaugh case. As you will recall, the question
involved a dispute over the interpretation of a contract price revision art
icle. The contracting officer sought to apply present cost principles. In
its opinion the Board said "in contradistinction to a cost-reimbursement con
tract, Form Dr of the Price Revision Article depends on negotiation and its
sequel, compromise. Under contracts calling for the reimbursement of costs
it is appropriate to audit in detail each expenditure and to test its allow
ability by the standards of the statement of cost principles (ASPR, Section
XV). Such a detailed audit is neither re'luired nor desirable in price revi
sion••• The statement of cost principles (ASPR, Section XV) upon which many of
the disallowances were specifically based by contracting officers is not con
trolling in negotiations for revision of price. II

The case in question involved a redeterminable fixed-price contract
but the principle announced by the Board of Contract Appeals applies equally
to the negotiation of price under any type of fixed-price contract. We be
lieve the philosophy of the Swartzbaugh case is entirely correct, but we
think this philosophy 'WOuld be largely destroyed by adoption of the proposal
here under discussion, and The Pentagon's own past experience with the MUni
tions Board memorandum referred to above further convinces us of this result.

The proposal's use in IIcost-related areasll.--The case for an across
the-board application of contract cost principles appears to rest finally upon
the proposition that such a standard is required for examination of "cost
related areas ll under both fixed-price and cost-type contracts. A corollary
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proposition holds that a cost under a fixed-price contract is no different
from a corresponding cost under a cost-type contract and that both should,
therefore, be judged by reference to the same standard, i.e., a common or
comprehensive set of cost principles.

VIe think no one would argue seriously that there is any essential
difference between an item of expense under a fixed-price contract and a simi
lar expense under a cost-type agreement, nor that the manufacturer incurring
either cost must recover it in the selling price of his product. And to argue
from this truism that both costs should, or must, be judged by reference to
the same standard seems eminently proper as a matter of pure theory.

We are not, however, dealing with a theoretical exercise but a
practical procurement situation. Let us consider the effects of the theory.

Assuming a 10 per cent fixed fee under a cost-type contract, this
minor part of the 'Whole price is the absolute lirnit of the contractor's risk
and thus the limit of possible incentive. Conversely, a fixed-price contract,
with no predetermined fee or profit, has a much wider area of risk for profit
or loss and, logically, a much greater degree of incentive to the contractor.
Moreover, it is precisely because the range of incentive in the latter case is
so much greater than in the first that fixed-price contracting is preferred as
a matter of policy.

This contrast goes to the very heart of our case against a compre
hensive set of cost principles just as the propositions recited above consti
tute--as we understand it--the core of your staff's case for their adoption.
With the issue thus squarely joined let us consider for a moment what this
proposal would do to contractor incentive.

It seems to us inevitable that reference to the proposed cost prin
ciples in pricing or repricing fixed-price agreements will very greatly reduce
the area of risk and the incentive possibilities of such contracts. Insofar
as II cost-related areas" thereunder are SUbjected to the proposed cost principles
such contracts will have been effectively converted into cost-type contracts-
and price will be established by rote.

Finally, we should like once again to point out that fixed-price
negotiations will degenerate into formula pricing at the very time that serious
and responsible students of the procurement process are calling for immediate
and drastic improvement in defense contract incentives.

The proposal's effect on normal business incentives.--As we have
already suggested, both applicable law and regulations express a clear prefer
ence in defense contracting for firmJfixed-price agreements let either by
formal advertisement or direct negotiation. An excellent capsule statement of
this preference has been made by a leading contract pricing author! ty, as
follows:
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"Our objective then is to negotiate a contract type and
price that includes reasonable risk and provides the contrac
tor with the greatest incentive for efficient and economical
performance. In all cases it is basic to our pricing philos
ophy that a contractual arrangement lacks incentive until we
reach a firm agreement on price. The firm fixed-price con
tract obviously supplies this incentive to the fullest degree,
and it is the type preferred in the Department of Defense. We
also prefer fixed-price types of cost-reimbursement types and
firmed fixed pricing over retroactive pricing. tI (Underscoring
supplied. )h:
We concur completely with this statement of policy. Moreover, its

emphasis upon retention of maximum incentive to efficient performance is en
tirely consistent with the observations of General Quesada to which we re
ferred very briefly above. In the course of his remarks on this subject,
General Quesada further called attention to the fact that the process of cost
reimbursement tends to penalize the efficient producer and to rewrd the in
efficient producer. The point is by no means a new one--although few have
made it as well as General Quesada--and we raise it again here simply to rein
force the statement of our conviction that the cost-reimbursement process has
a built-in disincentive character which now, in our judgment, would be trans
ferred to all fixed-price contracts by adoption of the present proposal.

The Institute firmly believes that the presently proposed set of
comprehensive cost principles should have no application to any type of fixed
price contract. As contrasted 'With the cost-reimbursement situation, the

I contractor under a fixed-price contract must assume the risks associated with
~v j the price fixed prior to the incurrence of costs through contract performance •
.~ / If the contract price has been fixed at too low a level the contractor may\\ ('~r suffer a loss which is not recoverable from the government. Under cost-

I, '\\'\.\:.. reimbursement contracting, on the other hand, the contractor faces no such
~ problem. He will be reimbursed for contract costs incurred and, in most

cases, will be paid a fixed-fee profit determined by formulas prescribed by
ASPR. Under such a contractual arrangement the contractor has 11ttle or no
incentive for the most efficient and expeditious contract performance. How
ever, in the fixed-price area, "When a contractor has no such profit guarantee,
contract performance must of necessity be both efficient and expeditious or
any originally hoped-for Jlrofit will be completely consumed by costs. Thus,
under fixed-price contracting, the contractor's incentives and his concurrent
risks are maximized.

Lt. Col. George W. Thompson, liThe Pricing Significance of Contract
TyJles Used in Negotiated Military Procurement, II XVIII Federal Bar
Journal, No.2, April-June, 1958, p. 136. Lt. Col. Thompson ws
recently awarded the Legion of Merit for his outstanding contribu
tions to Air Force procurement.
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The proposal's effect on subcontracts.--The manner and degree in
Which the proposed cost principles would apply to sUbcontracting are not en
tirely clear from the draft proposal. Nevertheless, its reference to "the
use of cost principles and standards ••• in contracting and subcontractingII

\ (Par. 15-101) clearly implies a fairly extensive application.

In the vast majority of cases no privity of contract exists between
a defense subcontractor or vendor and the government--a point, incidentally,
upon wich the government has frequently relied to its advantage in proceed
ings before the Armed Services Board of Contract Appeals. This being true,
a cost-reimbursement prime contractor, bound personally by Section XV and ~th

his costs examined by reference thereto, may be placed in the situation of hav
ing to justify the costs of a subcontractor over Which neither he nor the
government exercises any control. He might as a result be required to absorb
a sUbcontractor's disallowances as well as his ow. It seems to us also that
an already overpowering and very costly apparatus of contract administration
~ll be fUrther enlarged and normal commercial relationships between contrac-

\\ wrs will :: :~U::re~::~b::.the proposed contI'lct cost principles in
their present form are made a part of ASPR that they be amended specifically
to exempt from their application all subcontracts which lack privity vith the
government.

The proposal's effect on terminations.--In its present form the pro
posed set of contract cost principles would apply to the allowance and dis
allowance of costs in termination settlements. It 'Would replace the considerably
more liberal set of special termination cost principles presently found in
Section VIII of the Armed Services Procurement Regulation.

It seems to us that this further evidence of insistence on rigid
application of the proposed cost principles in all 11 cost affected" areas em
phasizes once again the spurious logic of applying them to all types of con
tract price negotiations in the first instance. As we have already suggested
in our discussion of the essential difference between fixed-price and cost
price contracting situations, we think the logic of a general and unrestricted
application of the proposed cost principles is wholly illusory.

Rather obviously, a contractor is in no way to blame for a decision
to terminate its contract for the convenience of the government. The eCluities
of the situation seem to us to demand a more liberal treatment of accrued
costs than would be permitted under this proposal, and the fact that cost
principles now appearing in Section VIII of ASPR are, in fact, considerably
more liberal, would seem to indicate that this point has been recognized in the
past. Moreover, no justification has been offered for a failure to continue to
recogni ze thi s •



Honorable Perkins McGuire - 11 - November 14, 1958

The proposal's effect on the process of contract negotiations.--He
have already voiced our concern over the virtual certainty that adoption of
the proposed set of comprehensive cost principles 'WOuld convert many, if not
most, fixed-price contracts into simple cost-reimbursement agreements. We
think this view is supported 'When one applies to the present proposal the
acid test of a practical contracting situation.

The contracting officer is directed by Section III, Part 8, of ASPR
to prepare some form of price analysis in every negotiated procurement. In
the absence of competitively established prices available to the contracting
officer, his fulfillment of this regulatory requirement customarily takes the
form of a demand on the contractor or prospective contractor for a cost analy
sis of the proposed contract price. (This is borne out by the experience of
capital goods manufacturers who report an increasing volume of demands for
cost data ,dth respect to negotiated fixed-price procurement together with a
concomitant increase in pre-contract audits of contractors' books and records.)

It is understandable that, in many situations, the government will
request pre-contract cost analyses. Tnis is done on the basis that the con
tractor's costs are a factor to be considered together with many other fac
tors (ASPR 3-101) in determining a reasonable negotiated price.

Two important questions, however, are raised immediately--questions
Which are made more critical by the proposal now before us. First, are costs
as submitted by a fixed-price contractor in a pre-contract price analysis to
be judged by the ordinary standards of business or by an arbitrary manual of
cost allo~ce and disallowance? Second, assuming a pre-contract audit, what
form will that audi t take and to what use would it be put?

The first of these questions answers itself When one examines the
present proposaL The second, relating to the form of a military audit report,
has been described by one of the members of the Na~J panel of the l\r.med
Services Board of Contract Appeals as follows:

"In other than cost-reimbursement contracts, the
government audit report is merely advisory and generally
the form of the report clearly segregates, in separate
columns, those costs which are accepted, those which are
questioned, and those which are disallowed--so as to
permit proper examination at the contracting officer and
Board levels in accordance with the cost principles
applicable to the particular type of contract involved."
(Underscoring supplied.)/.:5.

g; John Green, "Costing and Pricing in Contract Appeals Procedures,"
XVIII Federal Bar Journal, No.2, April-June, 1958, p. 189.
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This statement makes clear that advisory audit reports on contractor
furnished data presently include an itemization of "unallowable l1 estimated
costs. To 'What extent such "unallowability" is presently based on ASPR
Section x:v is not at all clear; if Section Y:V is now made directly applicable
to fixed-price contracts there can be no question as to the source of such
lI unallowability. II Indeed, such advisory audit reports would probably serve,
under a broadly applicable set of cost principles, as the basis for unilateral
disallowance of expense items now proscribed by the proposed draft of compre
hensive cost principles.

Faced 'With an lIadvisory" audit report based directly on a revised
Section x:v of ASPR--as here proposed--and which lIadvisesll him that many of

-the contractor's costs are '\mallowable, II can we expect our hypothetical con
tracting officer to engage in the lIexercise of sound judgment ll which another
section of ASPR (Part 8, Section III) demands of him. As a practical matter,
we think his judgment 'Will have been stultified by this development.

Thus, it seems to us that the fictional character of the distinction
now sought to be drawn between the application of cost principles to fixed
price contracts and to cost-type contracts (see page 6, supra) is amply illus
trated.

The proposal's effect on the lIAll Costs" concept.--Just as we believe
the adoption of this proposal would so circumscribe a contracting officer's
area of discretion as SUbstantially to deprive him of the exercise of any real
judgment in contract negotiations, so do we think it would inevitably tend to
~(e unallowable under fixed-price contracts certain unquestioned costs of
doing business which are presently disallowed under cost-type contracts.

Consider once again the lIadvisoryll audit report to our hypothetical
contracting officer who is directed by the regulation "to employ Section x:v of
ASPR as the basis for the evaluation of cost information••••Whenever such in
formation becomes a factor in pricing, repricing, etc., •••. " This means, of
course, that some thirty-odd specific elements of normal business cost are to
be regarded as unacceptable and are to be disregarded in arriving at a con
tract price.

The Institute has long objected to the arbitrary and categorical
disallowance under cost-type contracts of such items as advertising, selling
expenses, etc. We have thought such rejection economically unsound and, in
the long run, unw.Lse from the standpoint of both government and industry. To
adopt the proposal for a comprebensive set of cost principles will compound
the direct subsidy to the government--and the corresponding disadvantage to
other customers of a government contractor--which such disallowance necessarily
req,uires.

We repeat our suggestions of tbe past--which are set out in the
attachment to this letter--that, ,vi.th minor exceptions dictated by law and
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That as to all other types of fixed-price contracts,
general principles only (enumerated in Paragraphs
15-100 through 15-203 of the proposed draft) as dis
tinguished from that portion of the draft which is a
catalog of allowances and disallowances (15-204 "Appli_
cation of Principles and Standards fl) be made applicable
to such contracts.

That contract cost principles be made specifically in
applicable to (1) advertised contracts, (2) all firm,
fixed-pri ce contracts, (3) all subcontracts except
those clearly involving privity with the government,
and (4) contract terminations. (As a corollary we
recommend that cost principles now appearing in Sec
tion VIII of ASPR be retained for application to
contract termination.)

public policy, those portions of all legitimate and reasonable costs of doing
business properly allocable to government work should be reimbursed as proper
contract costs. We cannot but view with dismay a situation in 'Which this
principle is to be all but obliterated in government contract work.

Specific Recommendations as to Applicability of the Present Proposal Summarized

1. That the draft of comprehensive contract cost principles not be
published in its proposed form.

2. That if the Department of Defense desires to pursue the goal of
a broadly applicable set of cost principles, that it confine
the publication of regulations in the area to principles alone,
as suggested on pages 11 and 12 of our letter of December 16,
1957, copy attached.

3. That if a set of cost principles in the approximate form of

~
.... .this proposal is to be published that certain specific exemptions

ii l/ be made to its applicability, as sunnnarized below:
\ J

~\ \~) ~(~)

\ \\i\~ ~r~t
\ ~}I·f

, \V\y~
~ r (b)

\

Application of Principles and Standards

The Institute has commented repeatedly in the past on the proposed
comprehensive cost principles r treatment of specifi c items of cost. \-Ie think
it unnecessary to reiterate at length the arguments already advanced in prior
statements and, with that in mind, we are attaching an extra copy of our
statement of December 16, 1957.

f.. We do want to acknowledge significant improvements which have been
made by your staff in the September 10, 1957, revision of the proposed cost

t1JL principles, particularly in such areas as executive compensation, research
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and development, and the allo'Wance of overtime costs. Important as those
improvements are, we continue to believe that if the Department of Defense
deems it essential to publish a set of cost principles in substantially the
form here proposed, then its treatment of specific items of cost should be
further liberalized in accordance with prior recommendations in the attached
statement.

We should like once again to thank you, your staff, and your
associates for your courtesy, your patience, your understanding, and your
obvious personal concern with the resolution of this most important question.
May I assure you again of the Institute I s desire to cooperate in any way
possible.

Respectfully yours,

~~
CWS:c
Enclosures
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N. Il. McLEAN
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R. C. PALMER
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R. C. SIMMONS
Chairman., Execuf iv. Committee
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29 April 1958

The Honorable E. Perkins McGuire
Assistant Secretary of Defense

(Supply and Logistics)
The Pentagon - Room 3 E 810
Washington 25, D. c.

Dear Mr. Secretary:

R.N.McFARLANE
E:cecutitJe Director

In the general comments of the National Security Industrial Asso
ciation on the Department of Defense Proposed Revision of Section XV of the
Armed Services Procurement Regulation submitted with our letter of December
16, 1957, we indicated that our Contract Finance Committee has been devoting
extensive effort for more than a year to the development of an Industry pro
posal for a Comprehensive Set of Cost Principles. We are now pleased to sub
mit this to you.

We trust that this proposal will receive your serious consideration
since it might provide the basis for resolution of many of the problem areas
on which we commented with respect to the Department of Defense draft.

You will note that our submission is a complete presentation of
basic principles except for cost interpretations on specific items of costs
of an indirect nature. We plan to submit a proposal on these cost interpre
tations once the basic principles are resolved.

We again wish to reiterate that many of the differences of 0plnlon
are susceptible to resolution if fully explored across the conference table
by representatives of Government and Industry. Agreement should be reached
on the basic principles to be employed before the drafting of the cost prin
ciples is completed.

It would be greatly appreciated if you would extend an opportunity
for a small group of qualified individuals to meet with you and members of
your Staff to discuss this proposal. We believe that the result of such a
discussion might well be the realization of developing a mutually acceptable
solution of this long outstanding problem area. I will be glad to discuss,
at your convenience, arrangements for such a meeting.

Sincerely,

Jas. D. Boyle
Director of Committees

JDB/rm
Enclosure



NATIONAL SECURITY INDUSTRIAL ASSOCIATION

N. B. McLEAN
Chairmtm, B_d of T,...'e"s

R. C. PALMER
P,..sitkn,

R. C. SIMMONS
CIMi:rrruzn. E,,~ive Comntittee

.TIONAL I1ItADQUA"n".: 1107 lotll Street, AT. W' Washington 6, n. C/HEpublic 7-7474

2 May 1958

TRANSMITTAL MEMORANDUM

R. N. McFARLANE
8:ucrltive Director

To: All Official Representatives, NSIA
All Members, Procurement Advisory Committee

Contract Finance Task Committee and Panel
Contract Negotiations Task Committee
Contract Terminations Task Committee

Subject: NSIA Proposal for a Comprehensive Set of Cost Principles

The efforts extended by your Contract Finance Task Committee
for over a period of a year have culminated in the attached proposal
of a Comprehensive Set of Cost Principles, which was submitted to The
Honorable Perkins McGuire, Assistant Secretary of Defense (Supply and
Logistics), under date of 29 April 1958.

It is hoped that our request for a meeting with Mr. McGuire
and his Staff will be favorably considered and that such a conference
can be held at an early date.

Sincerely,

William F. Romig
Committees Executive

WFR!jtm

Attachment:
Transmittal letter to OSD:
NSIA Draft of Proposed Comprehensive

Set of Cost Principles.
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION

Draft of Proposed Comprehensive Set of Cost Principles

February 10, 1958

Part 1 - Introduction

100 Scope of Statement

This statement sets forth in general terms contract cost principles and standards
to be used as a general policy guide in the negotiation, administration and term
ination of contracts.

The Statement consists of five Parts as follows:

Part 1 - Introduction
Part 2 - General Principles and Standards
Part 3 - Application of Cost Principles to Cost Reimbursement Type Contracts
Part 4 - Application of Cost Principles to Negotiated Fixed Price Type Contracts
Part 5 - Cost Interpretations

101 Purpose

(a) This Statement of cost principles has the following main objectives:

(1) To identify those categories of costs recorded in a contractor's account
ing records which represent normal and true costs of doing business, and

(2) To set forth acceptable methods for allocating costs and expenses to the
contractor's business and, where required, to contracts or other detailed
segregation.

(b) This Statement will be useful in the preparation, review, and evaluation of cost
data, in connection with contract pricing, pricing revisions, payments, termi
nation settlements and other phases of contract administration by:

(1) Government audit personnel in establishing the scope of their examination
of contractors' accounts and in evaluating the propriety of costs allo
cated to contracts as shown by contractors' accounting records.

(2) Government procurement personnel in reviewing, analyzing, and evaluating
accounting data prepared by contractors or auditors relative to con
tracts, and in negotiating prices, price revisions, payments and settle
ments on contracts.

(3) Contractors in preparing estimates for negotiation with procurement per
sonnel where applicable, and in preparing cost analyses where required.

__102 Use of Cost Data in Contract Pricing - General

The general cost principles and standards set forth in this Statement are not
intended to be rigid rules for cost determination but rather to act as a broad
framework to be applied with discrimination and judgment. In each individual
case, the nature of the industry and the policies and practices of the contractor
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102 Use of Cost Data in Contract Pricing - General (Continued)

must be recognized and evaluated.

With respect to the use of cost data in connection with contract pricing, the fol
lowing basic principles shall be considered:

(a) The primary objective of the Government is to procure supplies and services
from responsible sources at fair and reasonable prices to both the Government
and the contractor calculated to result in the lowest ultimate overall cost
to the Government giving due consideration to such factors as capability or
quality of performance, ability to meet specifications, delivery in accordance
with required schedules, and advancement of the art, or improvement in the
product.

(b) The scope of work involved in each procurement shall be evaluated to determine
the most desirable type of contract for the Government and the contractor.

'-

(c) In the negotiation and administration of fixed price type contracts (includ
ing price redeterminable and incentive types) the objective shall be to nego
tiate a fair and reasonable price in which due weight is given to all relevant
factors. In establishing prices under negotiated contracts, educated judgment
and not mechanical rules or mathematical formulae based on costs shall be used.
It follows that pricing decisions shall not be made on a basis of a determina
tion of cost plus a percentage of cost. Specific agreements need not be nego
tiated with contractors as to the individual elements of cost except when it
may be desirable to do so to cover special or unusual items.

(d) Costs shall not be considered an important factor for determining prices
under fixed price contracts when other valid and adequate criteria are avail
able. Examples of pricing criteria, other than cost estimates, which may be
valid and adequate in particular cases for negotiating prices include (but
are not necessarily limited to) the following:

(1) Competitive price proposals,
(2) Published market prices,
(3) Catalogue prices or prices otherwise established, and
(4) Previous procurement price experience on the same or similar items, with

appropriate allowances for changes in qualtities or specifications or
changes in labor, materials, and other cost indices.

(e) Prices established by competitive bidding eliminate the need for cost esti
mate audits and are performed whenever circumstances permit. In the case of
contract terminations, cost audits may be required.

(f) Profits are considered reasonable and just when based on performance measured
by such factors as improvement in the knowledge of the art, efficiency, risk
and relative cost. None of these factors are such that they can be measured

~. with precision and therefore excessive attention shall not be devoted to lim
itations of profit margins based on rule-of-thumb standards or uniform profits
rates for companies in the same industry.
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103 Applicability

(a) In order for the principles outlined in this Statement to be binding upon the
Government and upon a contractor, the applicable principles shall be incorpo
rated by reference in a contract as follows:

(1) Part 2, defining general principles and standards, shall apply to the fol
lowing situations where costs are a factor in determining price:

(i) All cost reimbursement type contracts where costs relating to the
contract are reimbursable under the provisions of the contract;

(ii) Fixed price type contracts (including those with price redeter~

ination clauses and those of the incentive type) wherever cost
data are an important factor to be considered in the negotiation
of price, either initially or in subsequent price revisions, if
any, and

(iii) Termination settlements of the above types of contracts.

(2) Part 3 shall also apply to all cost reimbursement type contracts where
costs relating to the contract are reimbursable under the provisions of
the contract.

When requests for proposals are issued for contracts in which cost data are an
important factor in the negotiation of price, the request shall state that the
provisions of Part 2 shall be followed.

(b) The provisions of Part 4 with respect to negotiated fixed price type contracts
are set forth for the guidance of Government" and contractor personnel in the
negotiation of prices of such contracts, either initially or in subsequent
price revisions, if any, or in termination settlements thereof.

(c) Part 5 sets forth cost interpretations which are intended to be used as a
guide by Government and contractor personnel in the promotion of fairness in
price negotiations and cost determinations.

(d) In certain instances, it may be desirable to spell out in cost reimbursement
type contracts those items of cost which are to be charged directly and those
contemplated for recovery through indirect costing procedure (i. e. overhead),
provided these provisions are in harmony with the principles and standards
set forth in this Statement. Under such conditions, the contractual pro
visions shall govern the treatment of such costs. Otherwise the contractor's
accounting system shall prevail in accordance with generally accepted ac
counting principles as set forth in Part 2 of this Statement.

(e) The term cost-reimbursement type contracts, as used throughout this Statement,
includes cost or cost-sharing contracts, cost-plus-a-fixed-fee contracts,
and the cost-reimbursement portion of time-and-materials contracts.

(f) This Statement shall not apply where cost data are not a factor in establish
ing firm fixed prices, as for example:
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103 ABElicability (Continued)

(1)

(2)

(3)

Contracts awarded on the basis of formal advertised competitive bids,

Commercial Articles for which competitive prices have been established
in the open market and/or which are established in a contractor's price
lists, forms, discount sheets, catalogs, or other media, and

Contracts awarded by negotiation on a firm fixed price basis where the
reasonableness of the price is established by previous procurement price
experience on the same or similar items with adjustments. for price changes,
where appropriate, or by any other valid criteria referred to in Para
graph 102 (d).

104 Effective Date of Statement- -~-------

The principles and standards contained in this statement shall be effective for con-
tracts or amendments thereto executed on or after , or such
earlier date as may be mutually agreed upon by the Government and the contractor.

'-

-,
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Part 2 - General Principles and Standards

200 Scope of Part

This Part sets forth general principles and standards which shall apply to all con
tracts as provided in Paragraph 103. This Part does not prevent special treatment
of any item of cost by contractual provision.

201 General Standards for Use~f Cost Principles

The following are general standards for the use of these cost principles in arriv
ing at sound pricing on Government contracts:

(a) Sound pricing depends primarily upon the exercise of sound judgment by all per
sonnel concerned with the procurement and therefore cannot be measured exactly.
Various methods may be equally appropriate for arriving at fair compensation,
and reasonable variations of method and of sound judgment may be accepted as a
basis for fair compensation. The application of sound business judgment as
distinct from strict accounting principles is an essential element of sound
negotiation. The parties may agree upon a total amount to be paid the con
tractor without agreeing on or segregating the particular elements of costs
or profit comprising this amount.

(b) Cost and other accounting data may provide guides for ascertaining fair compen
sation but are not rigid measures of it. Other types of data, criteria, or
standards may also furnish reliable guides to fair compensation. In appro
priate cases, costs may be estimated, differences compromised, or doubtful
questions settled by agreement in an expeditious manner.

(c) The amount of record keeping, reporting, and accounting required shall be re
duced to the minimum compatible with reasonable protection of the public
interest.

202 General Bases for Cost Determination

In considering cost data as a guide for negotiation or for cost reimbursement under
a contract, the general principles set forth below shall be used in arriving at
fair compensation. These principles are intended to include consideration of direct
costs incident to the performance of the contract, and the allocation of indirect
costs. In applying these principles, the following factors shall govern:

(~l.~~~~ ~u~~~~~~~ jUdgment shall be exercised in determining reason
a eness.

(b) Conformance to generally accepted accounting principles and practices shall
govern.

(c) Indirect costs must be properly allocable to the contract in accordance with
the contractor's established accounting system.

(d) The costs of a contract are subject to the limitations or special provisions
as to types or amounts as set forth in the contract.
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.., .....
203 Reasonableness of Costs

(a)

(b)

In determining or evaluating either estimates or actual costs of performance of
specific contracts, the application. of. the tes~ of reasonab1E:ness requires. a
flexibility in understandingand'th~'''exer'cise''ol sou.n'cf 3ii'dgment-in~'''dea!if'ig' with
a given situation after consideration of all influencing or related factors.

The primary factQt~ to be taken into account in evaluating reasonableness of
costs include the following: -"- w,@,~·nn... ' .. --

(1) Established policies and accounting practices of contractor,

(2) Prior experience of contractor, and

(3) Prevailing level of comparative types of cost or expense in similar con
cerns or in industry in general.

~.-

(c) In appropriate circumstances the following additional factors may have a bear
ing:

(1) Application of business and public policies,

(2) Size and complexities of business, and

(3) Prevailing general economic conditions.

( d)

( e)

}l
II

In the negotiation of f~ed pri.~~ type contracts, 1b.e.-p:r..~,S1.lJmLtiQn....QLr~.QD

ableness shall be accepted'if tne overall price is reasonable when measured
agarnslr'competitive sources of supply, giving due consideration to such factors
as capability or quality of performance, ability to meet specifications and
delivery in accordance with required schedule~.

As to allowability of costs under cost reimbursement type contracts, ~he pre
~~E.0-_2E.S?fx,e.B;:3o~~!2~~!l,~~~,shall be accepted ~I1less.the co~t ..,~~P~~~1-~_l!!J':.
reasonable either as to type or amount when measured by appIYlng the factors
61te'cr'a.b'OV8. Prior to making a determinati on of unreas onableness, the con-
tractor shall be given the opportunity to submit data sustaining the cost. If'
The burden of proof shall be regarded as having been met if the evidence /J
submitted sustains the reasonableness of the cost under the circumstances
in which it is incurred.

..

204 Application of Generally Accept~d Accounting Principles and Practices

Generally accepted accounting principles and practices are derived from many
sources. They may, for example, be described in professional accounting litera
ture, accredited accounting textbooks and in official pronouncements of recog
nized associations of accountants, or they may become generally accepted through
usage by industry and the accounting profession. The publication of research
bulletins, and other work of the professional accounting associations, has done
much to establish reliable standards of accounting practice. Such standards
permit the use of alternative practices or conventions, particularly in varying
types of business activities. For example, there are several acceptable methods
of depreciation accounting, expense allocation and inventory pricing. At the
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204 Applicati~n of Gener,~lly Accepted Accounting Principles and Practices (Continued)

same time there are generally accepted rules regarding accounting practices, the
violation of which is not condoned by the accounting profession. Because of the
alternative practices which may be followed in adhering to generally acceptable
accounting principles, the accounting principles and practices of a particular con
tractor shall be measured in the light of the aggregate body of generally accept
able principles and not on the basis of rigid formulae. Consideration shall be
given to whether or not the principles or practices followed in the contractor's
accounting system are:

(a) Recognized and endorsed by the accounting profession,

(b) Commonly used by the business community,

(c) Consistently applied,

(d) Such that will provide reasonable assurance of equitable results to both the
contractor and the Government, and

(e) Approved by the contractor's public accounting firm.

205 Acceptable Accounting System

The accounting system of a contractor shall be regarded as acceptable if adequate
accounting records, documents and other evidence are maintained to the extent and
in such detail as will properly reflect all costs, direct and indirect, for which
reimbursement is claimed under the provisions of a contract, or which may be used
as a basis for price negotiations or price revisions. In the case of cost reim
bursement type contracts such records are the basis of reimbursement by the Gov
ernment. An acceptable accounting system shall include the following requirements:

(a) The system shall be based on generally accepted and sound accounting practices
consistently applied.

(b) The system shall be suitable for the contractor's type of operations.

(c) The methods employed shall be productive of reasonably accurate costs by
contract. This does not mean "actua1l' costs to the exclusion of acceptable
standard cost systems, nor does it imply job order costs to the restriction
of process, parts and assembly costs accumulated on a production program
basis.

(d) It is desirable that the cost system be controlled by the general books of
account. However, a statistical type cost system giving actual costs, which
is tied into primary records, but not controlled by the general ledger, will
also generally be acceptable.

(e) The cost system shall readily lend itself to selective auditing procedures.

A standard cost accounting system, that is, a cost system making use of standard
or normal rates for manufacturing costs as a means of management control, is
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205 Acceptable ~ccounting System (Continued)

acceptable for cost determination under Government contracts, if the variations from
actual costs are restored properly so that in the end the costs chargeable to a con
tract will stand upon the basis of the actual costs as described in paragraph (c)
above.

The devising and establishment of a contractor's accounting system is a management
responsibility. Although there may be as many different cost accounting systems as
there are contractors, the majority are based on either the job-order or process
methods, either of which may be with or without standards. Individual accounting
systems will vary as to the elements of costs covered, whether such costs are
treated as direct or indirect, and the method of allocation employed. In some
cases, the method may be such that the cost of performance of a contract as a whole
is determined, rather than the cost of indivudual completed units of production.
In establishing a cost accounting system, management is guided by the needs of the
business, the extent of accuracy and exactness required and economy of operations.

""-"

206

In determining the acceptability of a contractor's accounting system the Government
may review it. Hhere such review establishes that the system of accounts and the
method of cost accounting employed is compatible with the principles and standards
set forth in this Statement and the costs properly allocable to a contract are
reasonably ascertainable therefrom, the cognizant audit agency shall approve the
accounting system and thereafter the results of consistent application of that sys
tem shall be accepted by all military agencies. However, this shall not preclude
the contractor from making changes in its system, provided such changes conform to
generally accepted accounting principles and practices, and notice of the change is
given to the cognizant audit agency.

General Policy for Direct and Indirect Costs

An acceptable method of cost accounting shall provide for proper identification of
direct and indirect costs applicable to a contract, in accordance with generally
accepted accounting principles and practices.

Direct cost elements, usually but not limited to items of material and labor, are
any items of cost (or the aggregate thereof) which may be identified specifically
with a product, service, program, function, or project on a consistent and logical
basis.

Indirect costs, in contrast, are any other items of cost (or the aggregate thereof)
which cannot be economically associated specifically with a particular contract or
order, or which are not obviously traceable to a unit of output or a segment of
business operations, such as a product, ser'vice, program, function, or project,
and therefore are allocated or apportioned to a product or other objective on a
fair method of distribution.

A cost may be direct with respect to some specific service or function which in
itself is indirect with respect to the end product, service, program, function,

''--' or project. The distinction between direct and indirect costs is sometimes arbi
trary or is based upon convenience and cost accounting simplicity. In the interest
of economical accounting the contractor shall not be required to extend the prac
tice of direct costing to items treated as indirect cost if the method used does
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206 General Policy for Direct and Indirect c~sts (Continued)

not sacrifice reasonable accuracy in overall cost charged either on a direct or in
direct basis. Consistency of treatment of similar cost elements as between direct
and indirect is of fundamental importance in actual practice.

207 Co~osi tion of Overhead Pools

(a) Indirect costs (or overhead expenses) as used in this Statement, generally fall
within but are not limited to, the following general groups of indirect ex
penses:

(1) Manufacturing and production expenses which are incurred in fabricating
the article or service rendered and which are not considered as direct
charges,

(2) Selling and distribution expenses incurred in marketing and distributing
the contractor's products,

(3) Engineering expenses, to the extent not included in (1) and (2) above,

(4) General and administrative expenses incurred in the overall management,
supervision, and conduct of the business, and

(5) Other categories of indirect costs which may be accumulated by burden
centers, cost centers or departmental centers either within the above
general groups or in newly established categories, where appropriate,
such as material overhead, research and development overhead, etc.

(b) In determining the acceptability of overhead pools employed, consideration
shall be given to the following:

(1) Natural grouping of machines, methods, processes, or operationsj

(2) Identification with management responsibility for the control unitj

0) Common characteristics of individual cost elementSj

(4) Degree of accuracy required;

(5) Simplicity of cost accounting; and

(6) Economy of operation.

208 Methods of Allocation of Indirect Costs

A method of allocation of indirect costs or expenses chosen by the contractor shall
be acceptable if it is in accord with generally accepted accounting principles and
practices, provides uniformity of treatment for like cost elements, and is consis
tently applied. Once the accounting system of the contractor has been reviewed
and approved as provided in paragraph 205, the results of consistent application of
that system, with respect to individual cost elements or groups of indirect costs,
shall be accepted if the costs are reasonably determined under the provisions of
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208 Methods of Allocation of Indirect Costs (Continued)

paragraph 203 and their allocation is in accordance with the system accepted or
approved.

The base period for allocation of overhead is the period during which such costs are
incurred and accumulated for distribution to work performed in that period. Any
period that is consistent with the contractor's established practice and furnishes
an equitable basis for the determination of an overhead rate may be used.

209 Application of Cost Principles to Methods of Determining Costs in Con~ract Pricing

The Cost Principles set forth in Part 2 shall apply to any method of determining
costs for pricing and repricing activities, unless otherwise qualified by this
Statement or by specific contractual provision. Such methods include the use of
historical (or actual) costs, standard costs, and cost estimates or combinations
thereof, whichever is appropriate for the specific type of procurement action.
(See Paragraphs 210 and 211.)

"-
210 Use of Historical Cos~ in Contract ~ricing

Historical (or actual) costs incurred in the base period are sometimes required to
be used as a guide, when appropriate, in redetermining prices, establishing escala
tion and incentive targets, and in termination settlements.

Where standard costs are in use, they are acceptable for the determination of his
torical costs, provided appropriate adjustment is made in costs for variances be
tween standard and actual costs.

'-

211 Acceptability of Cost Estimates in Contrace Pricing

In general, cost estimates may be used as a guide, in the absence of other valid and
adequate pricing criteria in establishing prices, targets, ceilings, hourly rates
for labor, and overhead e,xpenses, in precontract negotiations, in forward price
negotiations and price revisions during the course of contract performance, and in
the negotiation of contract changes.

When cost estimates are used, exactness is not attainable and specific methods
which could be applied by a given contractor in all circumstances cannot be delin
eated. The methods of cost estimating used by a contractor will, of necessity,
be related to or influenced by (i) the contractor's method of cost accounting,
(ii) the complexity and magnitude of the product or service under consideration,
(iii) the economic aspects of the particular industry involved such as the divers
ity of the product from the types of products usually produced, (iv) the frequency
of cost and price quotations, or (v) other special features not normally encount
ered. Accordingly, cost estimating methods which may be acceptable to one con
tractor may be inadequate or inaccurate for another. Therefore, skill and judgment
are required in evaluating the methods of cost estimating.

Where standard costs are available they may be used in cost estimates for contract
pricing. Wherever standard costs are used in estimating, appropriate adjustment
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Part 3 - Application of Cost Principles to

Cost Reimbursement Type Contracts

300 Scope of Par~

This Part sets forth applications of the general cost principles and standards estab
lished in Part 2 of this Statement in connection with the determination of costs
under cost reimbursement type contracts. It is impractical and unnecessary to cover
every element of cost or every possible situation that might arise in a particular
case. In areas where this Part does not furnish specific guidance, the philosophy
expressed or implied in the principles and standards comprising Part 2 of this
Statement and the treatment of similar or related items in this Part, shall be
followed.

301 Use of Historical Costs in Contract Pricing - Cost Reimbursement Type Contracts

Historical or actual costs shall be used in the following situations under cost
reimbursement type contracts:

(a) Determination of costs incurred subject to reimbursement,

(b) Negotiation of final overhead rates,

(c) Determination of costs incurred subject to reimbursement under cost type por
tion of time and materials contracts, and

(d) Under contract termination settlements.

302 Use of Cost Estimates in Contract Pricing - Cost Reimbursement Type Contracts

Cost estimates may be used, where other valid and adequate pricing criteria are not
available, in the following situations under cost reimbursement type contracts:

(a) Initial estimates as a basis for negotiation of fixed fees,

(b) Establishment of prOVisional overhead rates to be used as tentative rates
established for interim billing purposes pending negotiation of final over
head rates,

(c) Negotiation of maximum cost limitations, and

(d) Negotiation of contract changes affecting contract consideration.

303 Costs Allowable

,-- All direct costs, as defined in paragraph 502, are allowable. All other normal and
true costs of doing business shall be allowable, irrespective of whether the par
ticular costs are treated as direct or indirect, subject to the normal tests of (i)
reasonableness as to amount and (ii) allocability as defined in Part 2 of this
Statement. Such costs include those paid or accrued in the overall operation of
the business as well as those specifically attributable to the performance of the
contract.
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211 Acceptability of Cost Estimates in Contract Pricing (Continued)

will be included for anticipated variances.

Historical cost data, when used for estimating costs, shall be reviewed for changed
or changing conditions that would result in a difference between past costs and
future costs.

~-

-
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303 Costs Allowable (Continued)

Examples of allowable cost items are listed below:

stockholders' meetings, financial reports,

(aa)
(bb)
(cc)
( dd)
( ee)
(ff)
( gg)
(hh)
(ii)

(a) A.dver~J.§j,ng...
--(b) Bidding expenses

(c) Civil Defense costs
(d) Compensation for personal services

_.J~e~l_C_o;:.:.n....t.=.;r::b.Q.u.ti~ns.-.and.".d.Qna.ti.or.ts- ..
(f) Corporate busj.ness expenses - i. e .

directors! fees and expenses, etc.
(g) Depreciation and amortization
(h) Employee morale, health and welfare costs

-i.i.2-.:g;D.:t.SLda..iuro.ent.CQS,L-S .
( j) Excess fac_~~~~..c.o..s,ta....
~ormitoryservice costs
(1) Fringe benefits
(m) Insurance and indemnification
(n) Interest on borrowings, except bond disco~~.s
roJ'····r;ab6r relations n

,,," •• ",

(p) Maintenance and repairs
(q) Overtime premium
(r) Patent costs
(s) Plant protection costs
(t) Plant r~§.tQr.~:!i:i,QJL.q,nl;Lr~9.Q:rlYersioncosts
~Oilt;a;t costs '
(v) Professional services costs - legal, accounting, engineering and other
(w) Recruiting expenses
(x) Rental of plant and equipment
(y) Research and development expenses
(z) Royalties and other costs for use of patents, copyrights and proprietary

information
Service and warranty costs
Severance pay
Shift differentials
Special tooling costs
Taxes
Trade, business, technical and professional activity costs
Training and educational costs
Transportation costs
Travel costs.

The omission of any item in the above listing is not indicative that such item shall
be unallowable. In such instances, the principles and standards set forth elsewhere
in this Statement shall govern.

,..-.304 Costs Unallowable

The necessity for incurring a specific cost is a question of management judgment.
An item of cost shall not be unallowable per se except for the items listed below
which constitute a distribution of profits, are considered to be contrary to
public policy, or may not be properly allocable to Government contracts. Elements
of cost shall not be unallowable because they are incurred by some contractors
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304 Costs Unallowable (Continued)

and not by others.

Unallowable costs, unless the contract specifically provides otherwise, are:

(a) Commissions or contingent fees (under whatever name) in connection with obtain
ing or negotiating for a Government contract, excepting commissions necessary
to maintain representatives in the field to expedite and service Government
contracts, or bona fide employees or bona fide established commercial or sell
ing agencies maintained by the contractor for the purpose of securing business.

(b) Fines and penalties, resulting from violations of, or failure of contractor to
comply with Federal, State, and local laws and regulations, except when incurred
as a result of compliance with specific provisions of the contract, or instruc
tions in writing of the contracting official,

(c) Bad debts and reserves for such debts of a purely commercial nature,

(d) Federal taxes on income and excess profits,

(e) Dividend payments,'-
(f) Bond discounts,

(g) Losses and gains from sales or exchanges of capital assets including invest
ments, and

(h) Premiums for insurance on the lives of directors, officers, proprietors or
other persons, where the contractor is the beneficiary directly or indirectly.

,.<~



Revised
;;lIA. Draft of Proposed Comprehensive Set of Cost Principles - Page 15 - February 10, 1958

Part 4 - Application of Cost Principles to Negotiated

Fixed Price Type Contracts

400 §cope of Part

This Part sets forth applications of the general cost principles and standards es
tablished in Part 2 of this Statement, for the guidance of Government and contractor
personnel, in connection with the preparation, review, analysis, and evaluation of
cost data relative to the negotiation and administration of fixed price type con
tracts. This Part is not applicable to contracts where cost data are not a factor
in establishing firm fixed prices as set forth in paragraph 103 of this Statement.

401 Use of Historical Costs in Contract P~~ing - Fixed Price Type Contracts

Historical (or actual) costs incurred in the base period set forth in the contract
may be used as a guide in price negotiations under fixed price type contracts in the
following situations:

(a) Under fixed price contracts with retroactive price redetermination provisions:

(1) Negotiation of fixed prices.

(2) In combination with cost estimates, in the negotiation of prospective
prices.

(b) Under incentive type contracts:

(1) In combination with cost estimates, to negotiate firm target costs and
target prices, including those cases where the targets are set or revised
during the course of the contract, and

(2) Determination of final prices.

(c) Under fixed price contracts with escalation provisions, to the extent necessary.

(d) Under contract termination settlements.

402 Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts

Cost estimates may be used in the following situations under fixed price type
contracts:

(a) Negotiation of fixed prices. (See paragraph 103)

(b) Under fixed price contracts with redetermination provisions:

(1) Negotiation of tentative initial prices,

(2) Negotiation of firm revised prices on a forward-basis during contract
performance, and
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~~02 Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts (Continued)

(b)

(3) In combination with historical costs incurred in the base period in arriv
ing at firm revised prices during contract performance for both retroactive
and prospective application.

(c) Under incentive type contracts:

(1) Establishment of billing prices for use until target prices are negotiated,
and

(2) Negotiation of target costs and target prices, sometimes in combination
with historical costs.

(d) Under time and materials contracts:

(1) Negotiation of hourly labor rates for labor, overhead expenses, and profit.

(e) Under all the above types of contracts for negotiation of:

--
(1) Contract price ceilings, and

(2) Contract changes affecting the contract consideration.

403 Use of Costs in Pricing Negotiations

When costs are used as a factor in the negotiation of prices under fixed price type
contracts, the following listed items shall not ordinarily be considered since they
constitute a distribution of profits, are considered to be contrary to public policy,
or may not be properly allocable to Government contracts.

(a) Commissions or contingent fees (under whatever name) in connection with obtain
ing or negotiating for a Government contract, excepting commissions necessary
to maintain representatives in the field to expedite and service Government
contracts, or bona fide employees or bona fide established commercial or sell
ing agencies maintained by the contractor for the purpose of securing business.

(b) Fines and penalties, resulting from violations of, or failure of contractor to
comply with Federal, State, and local laws and regulations, except when in
curred as a result of compliance with specific provisions of the contract, or
instructions in writing of the contracting official,

(c) Bad debts and reserves for such bad debts of a purely commercial nature,

(d) Federal taxes on income and excess profits,

(e) Dividend payments,

-- (f) Bond discounts

(g) Losses and gains from sales or exchanges of capital assets including invest
ments, and
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403 Use of Costs in Pricing Negotiations (Continued)

(h) Premiums for insurance on the lives of directors, officers, proprietors or
other persons, where the contractor is the beneficiary directly or indirectly.
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Part 5 - Cost Interpretations

500 Scope of Part

This Part deals with the application of the basic cost principles and standards set
forth in Parts 1 to L~ , inclusive, to specific accounting methods and individual
items of cost.

501 Purpose

The cost interpretations contained in this Part are intended to provide detailed
information and uniform guidance to Government and contractor personnel responsible
for the exercise of judgment in the evaluation of the contractor's accounting system,
cost estimates and prices or determination of costs, as the case may be, in the light
of the applicable cost principles and standards set forth in Parts 1 to 4 inclusive.
They are also intended to assist in the promotion of fairness in price negotiations and
,price determinations.

These interpretations are not intended to provide factual methods of measurement
for either the precise or formula determination of costs applicable to a contract,
nor are they intended to preclude consideration by Government representatives and
contractors of the specific facts or circumstances in a particular contract or
negotiation.

..
502

In no case shall these cost interpretations be so applied as to result in a devia
tion from the basic principles and standards set forth in Part 2 of this Statement.

Direct Costs

Under the provisions of Paragraph 206, direct costs would include the following:

~

(a) Material - The cost of direct material is the cost of all items purchased, sup
plied, manufactured or fabricated, for the performance of the contract and may
include collateral items of expense such as inbound transportation, intransit
insurance, etc. In computing material cost, consideration shall be given to
reasonable losses normally encountered including overruns, spoilage, and defec
tive work. Withdrawals from a contractor's stock shall be charged in accord
ance with the cost system used by the contractor, provided such system is in
accordance with generally accepted accounting principles and practices and is
consistently followed. Reasonable charges or credits arising from differences
disclosed by periodic physical inventories or by obsolescence shall be taken
into consideration in arriving at the cost of performance of the contract,
whether treated as a direct or indirect cost. The cost of materials shall be
suitably adjusted for applicable portions of such allowances as trade dis
counts, refunds, and rebates; and credits taken by the contractor, such as
(1) credit for any materials returned to stock or to vendors, and (2) credit
for the value of scrap and salvage. Such allowances and credits may be ap
plied directly to the charges for material involved or may be allocated as
credits to indirect costs.

~~ere a contractor has an established method for pricing sales or transfers
of materials, services and supplies between plants, divisions, or organiza
tions, under a common control, or the item is regularly manufactured and



Revised
3IA Draft of Proposed Comprehensive Set of Cost Principles - Page 19 - February 10, 1958

502 Direct Costs (Continued)

(a) Material (Continued)

sold commercially in the regular course of its business, the item may be stated
at a price which does not exceed the lower of (i) the transferor's price cus
tomarily charged to its most favored customer for the same item or service in
like quantity or (ii) the price charged by other suppliers for items or serv
ices of like quantity and quality. All other sales or transfers between such
plants, divisions or organizations shall be stated on the basis of total cost
to the transferor.

(b) Labor - The cost of direct labor includes salaries and wages properly charg
able directly to the performance of the contract. It may also include other
associated costs such as payroll taxes, workmen's compensation insurance, and
other fringe benefits such as bonuses, shift differentials and premium payments,
where it is the established practice of the contractor to treat these items as
a part of direct labor costs. Generally, the salaries and wages shall be
charged at the actual rates paid by the contractor. If it is the contractor's
established accounting practice to make such charges on the basis of average
or standard rates, this practice will be acceptable unless it is demonstrated
that it will produce unreasonable results.

(c) Other Direct Costs - In some instances, items ordinarily charged as indirect
costs may be treated as direct costs, either because of contract provisions
or because of the normal operations of the contractor's accounting system,
provided the cost of such items applicable to other work of the contractor
shall be eliminated from indirect costs allocated to the contract. Examples
are traveling and relocating expenses, engineering and design expenses, out
ward freight and transportation, manufacturing royalties and license fees,
special costs of rearranging plant facilities and preparation costs.

The same types and classes of costs shall be treated as direct charges or as
overhead uniformly throughout the entire performance of the contract. Excep
tions may be made in cases in which changes in operational conditions require
or justify changed treatment of certain costs, or improved and refined methods
of cost determination have been adopted which make possible the treatment of
certain types of cost as direct charges which were formerly included in
overhead.

503 Indirect Costs

Indirect costs are defined in Part 2 of this Statement. (See paragraphs 206 and
207). Typical application of the principles outlined therein are contained in the
following:

.- (a) IndirectManufacturing and Production.Expenses - Indirect manufacturing and
production expenses consist of items of cost which are incurred in the pro
ductive process and are not readily subject to treatment as direct costs.

(b) Indirect Engineering Expenses - Indirect engineering expenses include such
items of cost as engineering salaries and wages, including supervision, and
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503 Indirect Costs (Continued)

(b) ~ndirect Engineering Expenses (Continued)

administration, drafting supplies, and other similar items relating to the
engineering function which are not readily subject to treatment as direct costs.
Engineering activities from which indirect engineering expenses may arise may
include such items as product design, tool design, experimental development,
manufacturing and production development, layout of production line, determi
nation of machine methods, and related blue printing and drafting. To the ex
tent that engineering costs can be readily identified with a particular activ
ity, such as production, facilities, and research and development, they may
be charged to that activity.

'....
"f""""

(c) Indirect Selling and Distribution Expenses - The expenses in this group consist
of items which represent the cost of marketing and distributing the contractor's
products and may include such items as contract or order administration, nego
tiation, liaison between Government representatives and the contractor's per
sonnel, advertising, distribution costs, and other like services. They also
include salesmen's or agents' compensation, fees, commissions, percentages,
or brokerage fees, which are contingent upon the award of contracts when they
are paid to bona fide employees or bona fide established selling agencies
maintained by the contractor for the purpose of securing business.

(d) Indirect General and Administrative Expenses - General and administrative ex
penses consist of itemS-of cost incurred in the overall management, super
vision, and conduct of the business.

(e) Other Categories of Indirect Costs - These include such categories as material
overhead, research and development overhead, etc.

SoL Methods of Allocation of Indirect Costs

The method of allocation of indirect costs must be based on th8 particular circum
stances involved. The objective shall be the selection of a method or methods
which will distribute the indirect costs in a fair and equitable manner. The method
used shall, in order to be acceptable, conform with generally accepted accounting
principles and practices, and be applied consistently.

'-,-

No definite rules can be stated regarding the allocation of indirect costs because
the nature of the particular operations and the actual conditions in each instance
may influence the determination of a suitable method or methods to be employed.
In the selection of the particular method or methods of allocation, special con
sideration shall be given by the contractor to any unusual factors which may re
quire special treatment. All pertinent factors shall be reviewed from time to
time especially if and when there is a change in the method of operation or in
the nature or volume of production, to determine whether the existing system of
allocating indirect costs should be continued. As stated in paragraph 205 of this
Statement, if the Government has approved or accepted the contractor's accounting
system, the results of consistent application of that system shall be accepted
unless changes in circumstances warrant reconsideration.
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504 Methods of Allocation of Indirect Costs (Continued)

The basis selected for pro-rating overhead in a particular department, burden center,
or plant shall be used for all contracts (including fixed price and other work) per
formed within such department, burden center, or plant. The basis selected shall
not be modified or changed after it has been accepted for previous fiscal perios
unless it is found to be inadequate because of major changes in operating conditions
or unless improved methods of cost determination have been developed.

(a) Allocation of Indirect Manufacturing and Production Expenses - Among the accept
able bases, in appropriate circumstances, for allocating indirect rr~nufacturing

expenses are direct labor costs, direct labor hours, machine hours, units pro
cessed, and direct material costs, anyone or a combination of which may be
applied to an entire plant or to its departments or cither subdivisions for a
representative period. In more complex manufacturing plants, it may be appro
priate to departmentalize the plant for purposes of accounting for manufactur
ing expenses when any given type of production is concentrated in departments
having a much higher or lower expense rate than the average. Expense depart
mentalization may also be desirable in larger and more complex plants for pur
poses of expense bUdgeting and control by the responsible foremen, regardless
of the need for a more refined method of expense allocation to contracts or
products. When manufacturing expenses are departmentalized, it may be per
missable to charge expenses of service departments (such as industrial rela
tions, legal, accounting, building maintenance, etc.) to the productive
departments on appropriate bases before allocating the respective productive
department expenses to products (or parts thereof) or to contracts or job
orders for products. Appropriate bases include floor space, number of em
ployees, dollar value of output, number of direct labor employees, etc., de
pending upon the item being allocated.

(b) Alloca~~on of, Indirect Eng~~ring Expenses - Among the acceptable bases, in
approprlate clrcumstances, for allocating indirect engineering expenses to the
benefited activities, i.e. contract and other work of the contractor are di
rect engineering man-hours expended, direct engineering labor dollar~ or some
other equitable basis. In appropriate cases, it may be desirable to depart
mentalize engineering activities (such as production, facilities, and research
an? ?evelopment) ~nd segregate the engineering expenses accordingly. Any re
malnlng amount WhlCh cannot be charged directly to these departments should
be allocated to the benefited activities as indicated above.

(c) ~ati~ of Selling and D~~tion Expenses - Selling and distribution
expenses are allocable to the contractor's Government business to the extent
that they are reasonable, using any generally acceptable method of alloca
tion. Generall~,.such ~ethods may i~clude any of those used for distributing
general and adffil~lstratlve expenses lndicated below, provided equitable results
are thereby obtalned.

(d) ~~!:....of Indi:ect General a~d Administr~~EJP~- Among the accept
~ble b~ses, dependlng upon the clrcumstances, of allocating general and admin
lstratlve expenses are processing costs (direct labor, factory overhead and
other factory ~roduction costs. exclusive of direct material), factory p~t-in
costs (processlng costs plus direct material), costs of goods completed cost
of sales, sales, or any other basis which produces equitable results. '
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505 Applicati?~of~st Principle~and Standards to Typical Items of ~~

(Reserved)

.--...

.-



We, in the Government, have traditionally inMcated that interest

costs are unallowable, except that they have been allowed in the past

in termination settlements. We have had this policy on the theory that

a contractor's profit is for the utilization of his assets and talents

toward our production. If the contractor chooses to supply all of those

assets out of his own ownership and capital, then it seems to me appropriate

that the contractor retains all of the profH to himself. If, on the

other hand, the contractor chooses to share the supply of assets by only

having a partial investment, with others contributi"" to the investment.; n

the form of a loan of capital, then :it seems only fair to me that such a

contractor should recognize that the pri.ce he has received for the use of

the assets must be shared by him ',lith his other partners in the performance;

namely, the people who have loaned him the money.
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EX':'RACT TAKEN FRCJIvI THE CONI'EO:L~ER HAGAZINE - JANUARY 1960 (fage 43)
.1,,· '. r "l
1 " ;

General. The old Sec. XV listed costs·tlhich uere alloh'able and those
vlhich uere unallowable on two pages. The nel,.... Sex. XV d-3votes more than 20 pages
to the same subject. Forty-six separate cost items, from advertising to travel, are
discussed. Generally each is defined, different circumstances are discussed, and
its 8l101tlability or unallowability is stated. In some instances, the same item
of co st is alloHable under some cit' cUIllstance sand unallmJable in others.
Generally, \.[here this happens Hi s because the cost is allocable uhere allo'wed,
and not allocable where unallouable.

Unallm·Jable Costs. The old Sec. XV listed 18 items of cost ',-[Mch were unal
lO"lable. However, some of these \.fere not costs at all; e.g., dividends and contin
gency reserves. The new Sec. XV lists 14 unellO\.fuble costs and nine items where
the cost mayor may not be allm.fable depending on the circumstances. This dif
ference is more apparent than real. It is occasioned by a different labeling of
some items, rather than any change in concept. With one major exception, costs
\{hich were unallowable under the old Sec. XV are stHl unallowable under the new
set.

Research and Development Costs. The major change in allowability brought
about by the new principles is to allm·l research and development costs. General
research costs were formerly unallowable. Costs of pure research, not including
product development, are now allowable if not sponsored by a contract or grant.
Product development costs, if related to product lines for which the contractor has
defense contracts, are also allowable.

Reasons for Unallowability of Costs. An analysis of the unallowable costs
reveals certain reasons for so classifying the items. w~ile not every reader will
agree with the discussion\lhich follows, the author presents it in order to place
this subject in reasonable perspective:

1. I!Cost" items which are not costs. Of the 14 unallowable items, four are
not considered to be costs; i.e., costs in the sense of expense incurred. These
are provisions for contingency reserves, interest on borrowings, organization
expenses, and federal income taxes.

Organization expenses are assets which continue to have value so long as the
business exists and are not consumed in use. Additions to contingency reserves
are not expenses but rather are segregations of retained income. Interest on bor
rowings and federal income tax payments represent distributions of operating net
income rather than expenses of performance.

2. Costs considered to be contrary to public policy. Four unallowable
costs may be categorized as contrary to pUblic policy; Contributions and donations,
entertainment, fines and penalties and costs of stock option plans. The author
believes that the first and last of these should be allowable as normal business ,
costs; that allowance of entertainment is theoretically justified but is SUbject
to so much possible adverse criticism so as to create more problems than :it would
solve; and that fines and penalties are correctly unallowable.

3. Costs considered to be unallocable. The Department of Defense considers
five items to be unallocable: advertising, bad debts, excess facility, losses on



other contracts, and reconversion costs.

4. Cost disallowed for administrative convenience. Profits and losses on
disposition of plant, equipment or other capital assets are not considered because
of the difficulties of relating such profits or losses to the period of contract
performance. There are several reasons why such profits or losses emerge, not all
of ~hich are related to a contract.

Costs Unallowable Under Certain Circumstances. There are nine cost items
~hich are unallowable under specified conditions. Most of these are allowable
as specifically covered in the contract, e.g., overtime and shift premiums. Others
are unallowable because they relate to another cost which is unallowable; e.g.,
profassional services incurred in organizing the business.

CONCLUSIONS

Unfcrrtunately, the new cost principles are not much of an improvement over
the old from a contractor's point of view. The only cost item previously un
allowable which the ne'..r principles allow is general research. Certainly other
normal business costs, yet unallO'..Jable, should be allm.;able. Also, there is a
failure to recognize that some cost items (e .g., bad debts) shoUld be allowable
to subcontractors if not to prime contractors.

The new principles are improved by the recognHion of allocability and the
appropriateness of a particular accounting principle or practice to the specific
circumstances. However, virtually all this improvement is negated by the provisions
concerning individual cost elements. By defining certain legitimate cost elements
to be unallowable the principles deny to the contractor the benefits of allocability.

It is possible that the new principles will create more problems than they
solve. It appears to the writer that there is a conflict bet'..reen the factors
affecting the allowability of costs in general and the specific provisions of
the paragraphs devoted to individual cost items. The application of the principles
to fixed-price contracts by military department personnel where none officially
existed before '''ill result in the Government negotiating from one set of criteria
while the contractor should properly use another. It is reasonable to expect that
the Board of Contract Appeals will be a lot busier.
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y CONGRESS OF THE UNITED STATES

HOUSE OF REPRESENTATIVES
Subcommittee on Manpower Utilization

of the
Committee on Post Office and Civil Service

January 20, 1960

Honorable Thomas S. Gates, Jr.
Secretary of Defense
u. S. Depart~ent of Defense
Washington 25, D. C.

Dear Mr, Secretary:

In December 1956, as Chairman of the Manpower Utilization
Subcommittee, I wrote to your predecessor, the Honorable Charles E.
Wilson, concerning the need for immediate action to curb the exces
sive use of tax money for advertising and other costs incidental
to the recruiting of engineers and scientists by Defense contractors.
For your infonnation I have attached a copy of that letter.

At that time I requested a report on the actions the Defense
Department was taking in this area. Included in the information
that your Department submitted to the Subcormnittee is an analysis
by the Military Services of recruiting costs of a sample of Defense
contractors. The data from the Department of Navy was printed,
which showed some rather excessive recruiting costs. A copy of this
report is enclosed. ffersonnel Procurement Costs of Selected Navy
Department C\)ntractors for Recruitment of Engineering and Technical
Personnel, Committee on Post Office and Civil Service, House of Repre
sentatives, Eighty-Fifth Congress, First SessioE!

Your Assistant Secretary for Supply and Logistics, the Honor
able Perkins McGuire, has also provided the Subcommittee with a
Department of Defense Instruction No. 4105.49, dated April 8, 1958,
and Armed Services Procurement Regulation No. 50, dated November 2,
1959, both of which relate to some degree to recruiting costs.

In both of the above documents the Subcommittee has noted the
absence of quantitative standards to govern the allowability of re··
cruiting costs by Defense contractors. Instead, we have noted the
use of the term, "reasonablenessll in allowing or disallowing such
c:osts.

~--------'--'."--_.._'-----



c

°p
y

Han. Thomas S. Gates, Jr.
January 20, 1960
Page 2

The Subcommittee feels it both necessarj and timely to have
a more recent report on the effectiveness of your policies and the
administration of the criteria in adjudging recruitment expenditures
by Defense contractors. It is therefore requested by the Manpower
Utilization Subcommittee that the Department of Defense provide the
Subcommittee with a report on recruiting C03ts of scientists and
engineers for the fiscal year 1959 of a sample of Defense contractors.
The report should be in accord with the attached set of instructions
and format and submitted in duplicate on or before May 31, 1960.

With best wishes, I am

Sincerely yours,

(SIGNED)

James C. Davis, Chairman

Enclosures
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Honorable Charles E. Wilson
The Secretary of Defense
Washington 25, D. c.

lrty dear If.r. Secretary:

December 14, 1956 COpy

The recent hearings ot our SUbcommittee have reemphasized the
need for immediate action to curb the excessive use ot tax money for adver
tising and other costs incidental to recruiting of engineers and scientists
by private industry. I am spesking of the need for precise quantitative
standards governing allowable costs under contracts for research and develop
ment and production for defense. The present rather loose terml.nology of
nreasonable costsn places too great a burden upon each ot the military services
and the individual contract officers.

The amount and types of advertising being used, as well as other
costs of recruiting and, in ma.ny cases, the salaries being offered for engineers
and scientists, appear to have far transcended normal and reaspnable practices.
These have grown largely trom the use of government funds made avl3ilable by
defense contracts.

The result has been the creation of what 'l'l'la.Y' be, to.a certain extent
an inflated demand for engineers and scientists. RegardJ.ess of that, it has
placed Wldue pressure upon both the civil and military services to provide
m:>ney tor higher pe:::r, greater fringe benefits, and increased recrUitiDg costs
in order to maintain an adequate work force. This kind. ot competitive cycle
is both abnormal and costly to the taxpe:::rer.

As Chairman of the SUbcomml.ttee on ~ower utilization and
Departmental Personnel Management, I am requesting your cooperation and asking
that you take action to see that quantitative standards are set for cost allow
ances for engineering and scientific salaries and all expenses incident to
recruiting, with particular emphasis upon advertising which is, or tends to be,
institutional in character. At the same time, I wish to restate the desira
bility of encouraging industries with defense contracts to initiate active
manpower utilization programs. We would appreciate a report on the action
you take.

Sincerely yours,

James C. Davis, Chairman
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January 1960
MANPOWER UTILIZATION SUBCOMMITrEE

OF
HOUSE POST OFFICE AND CIVIL SERVICE COMMITrEE

Instruction for Preparing Report
on

Personnel Procurement Costs Of Selected Defense Contractors

1. The Office of Secretary of Defense is requested to submit to the NanpowEr

Utilization Subcommittee of the House Post Office and Civil Service Com-

mittee a one-time report showing the personnel recnliting costs of a

sample of Defense contractors. The report shollid be in three parts

prime contractors under Army, prime contractors under Navy, and prime

contractors under Air Force. The same contractor should not be listed

by more than one military service.

II. The Personnel Covered in the report relate to professionally qual.ified

engineers and scientists. The report is restricted to employees occupying

positions that require engineering or scientific degrees or the experience

which is the equivalent of a degree.

III. Personnel Recruiting Costs include:

(a) Help-wanted advertising.

(b) Other advertising -- This includes so-called institutional
advertising and costs of participation in exhibits.

(c) Recruiting expenses -- This includes the salaries and
expenses of company recruitors.

(d) Travel expenses of new applicants.

(e) Moving expenses of new employees.

(f) Other recruiting costs -- Includes such items as:

1. Fees paid employment agencies.
2. Bonuses paid for referral of new employees.
3. Any other expenses not otherwise reportable.
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IV. 'rhe Sample of Defense Contractors should meet the following criteria:

(a) For each Service a minimum of 25 different companies.

(b) The contractor 1 s volume of Government business represents

at least 20 per cent of the total company sales for the year.

(c) The sample from each Service should include a minimum of

10 companies whose volume of sales to the Federal. Government

represent 51 per cent or greater of total yearly sales.

(d) Where possible the sample should reflect contractors in

research, development, production of hardware, and in

different geographic areas.

V. The Format of the report shall be as attached.

VI. The Report is to be in duplicate.

VII. The Due Date of the report is on or before May 31, 1960.



PERSOl'mEL PROCUREMENT COSTS OF SELECTED DEFENSE CONTRACTORS
FOR

FISCAL YEAR 1959

Total : Per cent
Sales • U.S.Gov't ..
Volume· Business

Engineers-Scientists : : Procurement Costs : Costs
• • • . '. per

• New
Total : New : Separations :: Total : Help : Other: All Other : Hire

Employment. Hires • ... Wanted. Adv. • Recruiting.
.• •... • Ads' • Expenses

Contractor •

I • II. III : IV: V : VI : : VII:_ VIII ~_: X -.: XI

------=-:_$:~ : :: ::$: $ :$:$ : $

II

t1

II

II

Column I - Identifies the contractor.
" II - Fiscal Year 1958-59 total volume of 'b'"-.J.siness.
" III - Per cent of the contractor I s volume that is known to be for U. S. Government.
" IV - Total employment of aJJ. engineers and scientists employed by the contractor

as of June 30, 1959.
V - All new hires of engineers and scientists by the contractor for Fiscal Year 1959.

VI - All separations of engineers and scientists from the company during the fiscal year.
Note - Columns rv, V, and VI represent all the engineers and scientists with the contractor
---- regardless of Government or Non-Government business.

II VII - Total procurement costs reflect six different categories of procurement costs as
shown in Item III of the attached instructions. These costs represent all the
money spent by the contractor for engineers and scientists regardless of whether
the new employee worked on Government or Non-Government business.

II VIII _ Help-wanted advertisements for engineers and scientists.
II IX - All other institutional advertising, including exhibits to attract engineers and

scientists.
X - This column represents expenses of recruitors, travel of applicants, moving expenses,

fees to employment agencies, etc.
XI - Represents the relationship of new hires (Col. V) to total procurement cost

(Col. VII).

Explanation:



tl\1a <:..1"- 1. -.u ..... ()f. mrr tntl.ms!. et.tiO'l'te -0'9'm" - l~

few 1'-' W~ t.bo lIaJ.. ~.,ot ~ti.I'll~a Nt or~
~_ oen...., co,." iriaclpl-. t.~ to~ 1ibtt eoapbttioc

of t:=te t.t,ak. On 2 ~(3~ '19S9. UvI ~~l'i' 01~ 1....

hf1t1oa S'o of the I\~ !:.....01M Pt·Oft~rt.K,~~t4m ~1cb conWMd

\be 11"' r.gJ&r Nfl_on of ... cowe-t. rn-J- ntl1,~1_ ti1nt:fl t_ .... m-1c1JaUy

t....a in 19b8.

f'. It_ ftlI'tll.u- ~...",......1B~ ca~"'1_.. of cOiR pl"in

C1p).80 vntea w1U p.w JllOt"e *"-"184 aad~_ polleT ged..- in 1.,.t.

tat~.~. they~' ~ aU typea of C."N¢U.ng W' em1t'l'act.

~,~t 8111.\1-..

The N'td-e ~nel~ lodll 1M'f"II\l!l U \be o~\.ll.n~fol"~•

.,.,.., or~~co~~t.t," eon"'\s. In aU ot.baP

._t~lng fA" eoQ\1l'ItCt. -'~t. g.w.a'1~, to... 11111 ..... til 11 ~_

bl t.be .ptl_~. o.f ;p?leuor -'\1a.~te. te -~ ~" t.llt:t 'tho ....1.

tlon ut ~. i5 -1"7 t .. '~ fler,Uhg CIt' r.b" ud ~.lopr1e..

rroY1"C3I~ 10 lUda to.. ~f1e~~ • the _~~ ~'~ in ...

... of' '~;,M m~ng or cont.tWtte~ i*pt,1~ U'eU pr.-nt. <U.tfie\llt

p1'Obl.. or addn1atftti-.

1'_ new f.a~ 4t ~ ~4t.ion!~U.3 UtM il' ~titOQ wUb~

td.ated ttx6d 1'r!l...~~ il.j1l11e C01t~ In.fonu~~ ~ e~~

c4ml1d...s~ 4Ji)~'H"i.t.e 1n t...pr1cd.ntt fd t.betNl CGfttIU-, no tetto.

~ rulM Nmt 'bee 1n \me ~\i(~t t....n~t c:4 net.... ~be

MV "lI."U1eF till l1ftJvlde~ _911M8 tor' ~h z;o~t. and !r.d~



.. _11 tadU_e.~ _la"-. Oif 'VW~ t,1PIt of e.~t. tf1t"

~lfte al"~ .!~~ w111 be -.t4d ~l£ut17 tor aU~

of .".~~. ~, \ba .. ftl.u v111 ..81.n~\' ad \(tnrl! :in

p"~1i~:te IdT1l\01'1l1id1\ ~)Qt'ta.t_ ~iIlV_ ~ ~\ ~ri.-'~ ~i·\lt.ble iOO aU \,.,.s of .....

~.~~_ s.. ~.~ to t~••~ Qr • __1~

~~~e~ ."1d ••~~ t>tn.-r.. It.~ 'D1t.UaGlt.ely

leU tQ.~ .m.e1.~'l;t. Mt.~d.1ctlQ ~ ~~im.$~U(>~ or 'kw(ll:~........
thct ti.~t. f!4 r.,... ~ al_~ p~srlbed .-d~ coet.~

.- C1~ tft ~\t«l11it.ht.. t..u.tlon Gf ~1_';1__t.l~~~

e-,~ 8.'t'$ ~_w fo", "'Tl~ e~.. <4 t_ ~ft:flr..nt.. 1n tho

~ • l$'£,*ftW Mt. ~t ~ 1~,"l4c las 'bellm, ..1 tor tJna P'.'1'PO-'

jl~ ~_Uoa coet. ~pl.s haw b8Itm d1t~Nlt, 1n SO~ '~~'lfSCi.&

~ \'00_~ S.a ~td.an fid~~ the ~r.>t ~01l'~. 'i'h~ MW N},ua

tilon e1.Udna~ '11••~~ p¥'¢nc1p.l_ :u~ ~'U:tJ"ei& thllt 'tl.$4t (J.t one

at. of ~s to e.o'N:P all 61.",;v&tl1,.:W in ~ieh ttetft (:.~n.."'"id~.:~ lJf c~

1. ar~)"",Pi.\e.

'I'. tUN~~~hM tha·,ti~ifm ~~e.Jl!&(t~d~ in

_e:!n~ deteu$#j e~~".~~~t (I.hall 1~ ftbj~ to troi-.~ t}1"

~~lAb,1"'8.ll' - ,~ MS't> 1JJ ....~#lt i,1', in 1t.J· tJa~UI"I or~, it~

not. -.esd tJ'at.vh1.ch WO\W\ t,. ineu~ ~f ~ ~1'urr11;r~t 1)t!r!"VM 1,11

tbilt co.....t ill! ~~it.1."~. l~ Uid1¥l~ ~l.iICmits 9f <..-o.3t

__ t..utiO:m\lll m\ b~~ l,ft pri.w ~~ p:"i.17C1pltM. \~ 1.~l

~ *'Ch t.h;lLa,p _ t~t. Qd_rt.~ eoot3. 'tJad d$ba. \!IlUt.ePW:~t..



coatr:U.~~ a.M ~t40ff8. ~ma't. em ~J\P. ~ e~n .'111ltg

~. ~.... la41.~ 1\$'i$ w:t.n.~_ ~ 'be tneW ..~

...... otr~lIb!. 1d.~~.~ $-.h U OOR fit_~

~. and~~14tr!OOt Im"~~lC•• -.tn~. ?~t1CA

~~.~ 1~:it~ft~ .~t i~n:t.~ &~b~. In

\)4.~~o~n~.tll",A1.e~~l. 8::111 UAi'W.lt!·~ $,",

~ ,.. ~. ~ t.brlti 00$_ .ha~ w; t..~. OfJ~~t aN ~ble

ia~t.

~~ ~t. ;i:ri~~:pl•• a" lW* In \l_ tma ~~blt.Wi..

~ v.!:n b8~~17 ~l" 1 JulJ 19YJ. 'Ud_lcmg tAlitdl.laf.q,..

ti'* ~od 13~. rt4 tI,). the t4U"'~'.Wlf..lift ~t \i'dB Qft

~At.:I,on.

! ..n. \ell 1fN 1ft aUC~ that ~. "~.lt,. ·of t.boM ~n

~.upl__e!1'1 _$t tiitUoaU. ~nJ. ~ut4!JA or W..~

~ ami ¢1~ vi.- o.f tbe ~.~.. bdiug a 1«td,~1u_ 1QiIo~

In 10~." PNjoC' ~~l:V tcok .. ~t. Bal. or~ ~i* 00 'Qi~t. eWa

~t tJUJi' nAi~~ 1$ }Jtillfr., in~~, W~ dQ w look

u_~.c~t 11l"lh'.C'iples a$ the~_ tur all of Olft' eOll~~

~~. \iQ dor_l. howwr., 10M$. • ~ .... a _~;rt.ial coot-ribu

t$.on 1:&1 .~ tl ttld or c~.n.g ~~1 UI8t. -.11. ut~..l.l.,"f ~"at. 1lll1ll 1A

ot.r .tf~ toO ~ too~ f~~ .~ ;j.~J..... ',~ W'!11~ ~..

.. ~f}1. ~~tl o:l'__1i11D .'-l ~tl.UD..I q ldJ~ l.,~ to

~ ifW;1c~ Wd«b ... ~&t..., _ 'we go 1t1~.

3



-
RAYTH EON COM PANY

WALTHAM 54. MASSACHUSETTS TW'NBROOK 9-8400

January 22, 1960

AAF:ENJ:0205:3669

Commander John M. Malloy
Staff Director ASPR Division
Office of the Secretary of Defense
Pentagon, Washington 25, D. C.

Dear Commander Malloy:

In view of the relatively short period of time now remamlng before
the use of the newly revised Section XV of the Armed Services Procurement
Regulation, revision No. 50, becomes mandatory, on 1 July 1960, it is our
opinion that Raytheon should now begin negotiation of advance agreements
with the Government on certain categor ies of costs, in conformance with
the provisions of ASPR 15-107.

Raytheon has for many years negotiated on an annual basis final over
head rates in lieu of audit determination as provided for in Part 7, Section
III of ASPR and the large number of contracts held with the various military
agencies contain a provision to this effect. These negotiations have been
under the cognizance of the Coordinated Negotiation Branch, Office of
Naval Material. This method we believe has proven to be beneficial to
both the Government and Raytheon. We further believe that the intent of
Part 7, Section III of ASPR will not be accomplished unless effective pro
cedures for the timely negotiation of advance agreements on a tri-departmental
bas is are established for the various contracting offices holding contracts
with Raytheon.

The thought we have just expres sed sterns from the fact that, with
but one or two exceptions, the types of costs which most typically are
appropriate in advance agreements are items which are in the area of in
direct costs. Ii, on the one hand, numerous individual negotiations of an
extremely large number of contracts ultimately result in one hundred per
cent (100%) uniformity of advance agreements, it would appear very obvious
that the Department of Defense and the contractor would have achieved a
substantial saving of both time and expense if the same result had been ob
tained in one single tri-departmental negotiation. Ii, on the other hand,
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the individual negotiations of the various contracts result in a lack of uni
formity in the advance agreements which are reached, the result would
be that this lack of uniformity would make it necessary for the Department
of Defense and the contractor to negotiate numerous sets of overhead rates
in order to match the various different advance agreements reached for
the individual contracts held by the three military departments. There can
be no escape from this conclusion as concerns those contracts in which ad
vance agreements differing among themselves, are in fact incorporated as
part of the contract provisions. In this connection, it is noted that
ASPR 15-107 states that such agreements should be incorporated in cost
reimbur sement type contracts.

In view of the above, we earnestly urge that most serious considera
tion be given to the conclusion which we reached, namely, that the three
military departments should establish procedures for tri-departmental
negotiation of advance agreements, unless the Department of Defense
prefers to amend Part 7 of Section III of ASPR so as to provide expressly
and unmistakably that contracts which provide for annual final overhead
rates negotiation can validly be interpreted as being legally receptive to
the application of the negotiated overhead rates irrespective of individual
indirect cost provisions of individual contracts. In our opinion such a
provision is already present in our existing contracts, but during the past
year we have not been able to obtain full recognition of this fact by the
military departments, and it therefore appears that express clarification
to the above effect would be neces sary.

It is our hope that this letter will serve to explain why Raytheon
would appreciate being advised at the earliest possible time as to the pro
cedures which are to be followed in undertaking negotiation of advance
agreements in preparation for use of the new Section XV of ASPR.

Sincerely your s,

RAYTHEON COMPANY

GCJz~/, 'LU~
A. A. Farrar, Director
Government Contracts

cc: Harry B. Christenat
Office of Naval Material
Department of the Navy
Washington 25, D. C.
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Dear Mr. Farrar'

I haw ,-our letter of 22 Janual'1 1960, in which Tau requested advice
65 to t124 pr~. vhich are to be followed in undertaking negotiation
of ad"l8.DCe agre..!lta in prepvatloa for U. ot the nev Sectioll XV or AS.?B..

I ha"ft d~lqed l'ep171Bg to 70Qr letter in the hope that I mgbt 'be able
to turJd eh you vith aore apeo1f'io iAtonaat1oD as to our curreIrt plann1J1g
with regard to ad'YallM UDderstandb!i., partioular17 iJ1 oonnection. \llth tba
research and deYelopae.nt cost prt.1plo. As to the reee8.rch prinoiple, our
p1a.Jul are w11 UDd.ervq, aDd enviBia tbe .seigaaeat ot 1ndl"f'idual compudea
to a part1ou.1.a.r MUita17 ~Jlt tor .ptlatlon pUrpose. in much the
Sl!UI8 1I8JU'leJ' .s COIIPUie. haw h~ore beel'l assigned tor the negotiation
of tiMl overhead rates. W. ue 1ft the process ot etrt.abl1sh1ag a scieBtU'fa
ocm.1ttee to be sud. Up of repr...tatl,...s ot tbe three MilltaI')' Departmeuts
vhich would provide the tecluli.oel review and 8valU8tlon whioh will 'be
Dece8sarr in _at la8'ta.D08a in oOJmeCtion with es'tabllehine advance under
st&1dlag••

We do aot intend to :let up for the i.mmedtate future, at least, a ronnel
procedure for the centrali* ftesotlation ot tldYUCf) understandings. As
you are wll 4'W8re, the areau suggested as appropriate tor adYuoe under
st.andlD&& preMDt d1ttcrr1.Dg problems b7 'their very u'ture. We do not per
oei_ 'that thar. ie alV'ee.. solution to these problems. At the present
tu., we do DOt teel that a formal, ceDt-rall.ad Degot3.atiol'l structure for
advance UDder8'tandiDgs would present IUt1 great advantage. In an organisa
tion as large as the Departaaent of .De.fen8e, such a program ",ould create
DDT internal problems ot an ada1niatrative aDd UJl8.gement nature. We are,
hovever, vatc1l1Jl« 'this phs. ot ~be new coat principles very carofully tind
ve vill be prepared to tab vhat.WI" stepa Mom: appropriate to make tile
qstem. YOrk. In this aoanection, you l'Aq care to glanoe OWl' some l'Wlarks
I made on thl Ii IBUbJeat 1n Il1lladelphlo. reontl1.

It 1s JI\T underatandiAi that the Navy bas negotiBted rine! overhead
rates vith Rqtheoll tor the past se'Yeral yearll. It 1a l»T f'wrther und9r
steAd l ng that the persoJ1l3el in the Na'f)' who have cOMooted these ne("rotla
tlODa vill be .happy to discuss such advanoe UIIderstudlngs as Are
necea81U'7 vith RqthoQn in cODNllction vith ~at-.re1Jl1lNr....-t tYDe ~nt,racts.
The 0\ltc0lle or artf such aqotlat1ona can ",.u De· UN4 b1 -7011 a'- e· pree-
dent in other area8 ot contracting.



J.. H.. t>tALUtt
Cdr, sc, Wlf
$tatt tlireetor. mr'a vinaioa
vttioo of h'oOllrel!lllellt t'o11.,.

•
Mr.A. A. FUTU
01nctor,~ COftt.r#,$\s
~~
\JtAlthsa54, MaNftclNHt.ts

eclarl'1 B. Clriateaat
Office at 1Iaro Materilll
Departaent of the HaYy
Waahington 25, D.C.



CONTRAC'1' com PRINCIPLES

BY

COMMANDER J. M. MALLOY, SC, USN

OFFICE OF THE ASSIS'l'ANr SECRmARY OF DEl'DSE (SUPPLY AND LOGISTICS)

GOVERNMENT CONTRAC'1'S BRIEFING SESSION
OF THE FEDERAL BAR ASSOCIATION

Philadelphia, Fa.

February 19, 1960

I am quite pleased at this indication of your continued interest

in the Department of Defense contract cost principles. I had hoped that

the problems associated with this project would somehow steal qUiet~ away

from my desk after pUblication of our "magnum opus" on 2 November 1959,

but such is not the case.

I have the feeling that most people are happy to see the end of the

great arguments over the individual cost principles and particularly,

the manner in which the principles will be used in connection with fixed-price

type contracts. I don't think it would be helpful to continue to debate

these matters today in an academic way. Rather, I intend to discuss

some of our current planning in connection with the implementation phase

of this exercise.

A good m.s.ny of you are probably aware that the DePartment of Defense

procurement program for fiscal year 1959 was a 25 billion dollar effort.

You may not know that about 4lc;' --- over nine billion dollars ---

was spent under cost-reimbursement type contracts. I mention this figure

to indicate the direct attect of the new cost principles. Another segment

of our program -- tixed-price incentive contracts -- accounted for l5c;'

and 3 1/2 billion dollars. Fixed-price redeterminable type contracts

account tor almost five percent and over one billion dollars.



All together, these three types of contracts alone account for 61%

of our total program -- a rather sizeable sum -- fourteen billion dollars.

Cost principles will be used rather extensively on these contracts.

As you know, the cost principles are intended to be used as a guide

in connection with fixed-price type contracts whenever costs are a factor

in pricing. From time to time, we need to consider costs in connection

with fir.m fixed-price contracts. These accounted for 3~ of our program -

amounting to nine billion dollars. My guestima.te is that about 10%

of this total will feel the effect of cost principles. All together, then,

these new regulations will affect two thirds of our total procurement program

or a total of about 15 billion dollars. Their application to

terminated contracts will, of course, add to the total effect. We have

about 5,000 prime contract terminations a year having a tace value

as to the terminated portion ot about 2 billion dollars, although actual

termination claims paid run about 10% ot this tigure. In addition,

there are many thousands of subcontracts under these 5,000 primes that

will be directly attected by the new cost principles.

We have many cases that go to the Armed Services Board ot Contract Appeals

which involve the factor ot costs. The Board will have use tor these new

principles, particularly in the area ot tixed-price type contracts.

For the past several years, the Board has had no [r,u,ic1e Hne G vhnt Goeyer'

in this area and, hence, it created its own rules and precedents.

I believe that many of these precedents will be upset in the future.

- 2 -
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We are anxious to get on with the task of putting the new rules

to the acid test. You will recall that Revision 50 of the Armed Services

Procurement Regulation (ASPR) was pUblished on 2 November 1959

and that the mandatory effective date for the cost prihcip1es 'Was set as

1 July 1960, although it 'WaS stipulated that they could be used permissively

upon publication. Many contracts have already been signed incorporating

the new principles. Oddly enough, the first actual use of the new principles

that came to my persona.1 attention involved a half million dollar development

contract issued by the Post Office DePartment. The contract actually stipulated

that reimbursement 'Would be in accordance 'With Section XV, Part 2 of ASPR.

Shortly after publication of the new cost principles, it became apparent

that additiona.1 policy guidelines were necessary to allow for the more orderly

application of the principles. We studied ways to avoid the situation

in Which a particular contractor would be operating under two different sets

of cost principles at the same time. We explored the feasibility of

making a general policy finding to the effect that, on the Whole,

it made no substantial difference if the new principles were substituted

for the old principles in existing cost-reimbursement contracts. Many contended

that the extra administrative cost to the Govermnent and to our contractors

of operating under two different sets of cost principles would offset

any possible cost differential that could be attributable to the new principles.

We wanted to obviate the need for a contract-by-contract analysis in favor of a

plan to cut over each contractor across-the-board with respect to existing

contracts and new contracts, at some convenient point in time,

such as the beginning of the contractor's fiscal year.

- 3 -



You lawyers can appreciate the problems we had to overcome.

If we could prove that the Government 'WaS getting an even break,

we could proceed. But how could we prove this without a contract-by-contract

analysis? And how do we measure the impact of the new principles

down the subcontract chain? The situation in which a particular concern

is acting as a prime contractor and also as a subcontractor to another

prime contractor -- who probably has a different fiscal year -

presented an almost insurmountable problem. We concluded that

the conversion of contractors to a single set of cost principles would,

for the most part, be impracticable.

We have just issued new guidelines to our people in this area.

Much to the relief of our lawyers, we 'concluded that eXisting cost-reimbursement- type contracts should, in most instances, be costed out in accordance with the

cost principles inCOrPOrated therein. We felt that, although it is probable

that the differences in result between the old and new cost principles

would not be substantial in most cases, an accurate appraisal of the

differences in each case would, in most instances, require an unwarranted amount

of time and effort on the Part of both the Government and the contractor.

We don't actually forbid the amendment of eXisting cost-reimbursement type

contracts. The door is open just a. crack to take care of clear cut situations

not involving great administrative problems, where the amendment 'Would not be

to the disadvantage of the Government . Obviously, no such amendment

could be made 'Without the contractor 1 s agreement.

- 4 -
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As to new cost-reimbursement type contracts, we want to starting using

the new principles as soon as possible. However, where all of a contractor's

contracts are now being costed under the old cost principles, any new contracts

will provide for the use of the revised cost principles, but may carry a proviso

for the use of the old principles for the period between the date of the contract

and the end of the contractor's fiscal year. Our aim here, of course,

is to minimize the administrative problems involved in the changeover period.

The provision that I just outlined will carry the old cost principles

past our previously stipulated mandatory date of 1 July 1960 in some cases.

In the case of existing fixed-price type contracts, we will use the

new principles as a guide as soon as possible. Such use, however,

'Will be only to the extent that it is not inconsistent with any contractual

provisions, understandings, or agreements established in the negotiation

of the contract. As to new fixed-price type contracts, our contracting officers

will be expected to use the new principles as a guide as soon as practicable,

but in no event later than 1 July 1960.

In the case of fixed-price contracts terminated for the convenience of the

Government, we will use the termination cost principles which were in effect

on the date of the contract. Terminated cost type contracts will, of course,

be costed out in accordance with the allowable cost clause in the particular

contract at the time of termination.

I have gone into these new guidelines in some detail because of their

currency and their obvious bearing on the impact of the new cost principles.

In fact, the Department of Defense may issue a press release to let industry know

of our plans in this area.

- 5 -
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I would like to turn now to one of the unique features of the new

cost principles. ASPR paragraph 15-107 describes a technique

called "advance understandings. TT The basic theory of advance understandings

is to provide a framework for agreement by the contracting parties

prior to the expenditure of funds. Its purpose is to avoid second guessing.

The new feature of this portion of the regulation is merely that decisions

with respect to reasonableness and allocability are made at a different point

in time than heretofore. This approach is particularly useful in dealing

with certain potentially troublesome areas, such as compensation for personal

services, precontract costs, unusual travel costs, research and development costs,

royalties, use charge for fully depreciated assets, and so forth.

I want to discuss research and development as a separate problem, as it has

complications and implications which are much more critical than the other

areas I have mentioned.

Although the theory of advance understandings is sound, it is apparent

that we may have many problems in putting this technique into effect.

For example, many contractors are using the system of negotiated final overhead

rates for cost-reimbursement type contracts described in ASPR Section III, Part 7.

These rates are negotiated after the completion of a contractor's fiscal year.

It is an over-all negotiation based on actual costs incurred, and is done

centrally for all three military departments. Most of the areas that we suggest

as possibly appropriate for advance understandings are reimbursed through overhead.

With the exception of independent research and development costs, we do not

intend to set up~ for the immediate future, at least, a formal procedure

for the centralized negotiation of advance understandings.

- 6 -
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In some instances, advance undel'standings can be worked out centrally with the

same group that handles the negotiation of final overhead rates. In other cases,

they must necessarily be handled by each purchasing activity. If the same

understandings cannot be reached with respect to all contracts, this Will,

of course, raise complications for same contractors and will engender certain

administrative problems for the Government, since each centrally determined

overhead rate may require several adjustments to take into account the

advance understanding provisions of individual contracts.

These problems do not appear to be insurmountable, however. While the use

of advance understandings is encouraged where appropriate, I am satisfied that,

where problem areas are foreseen and the costs involved are significant,

we will have to put up with the consequences in terms of extra administrative

effort.

One further point on this question of advance understandings. You should

take particular notice of the ASPR provision that the absence of an advance

·l).r::.C.:.l;X':;(;u,nc.U.nG on any element of cost will not, in itself, serve to make that element

either allowable or unallowable. It is obviously better, however, for smooth

contractual relations, to agree in advance of the incurrence of special or

unusual costs, where reasonableness or allocability are difficult to determine,

in order to avoid possible subsequent disallowances or dispute based on

unreasonableness or on non-allocability.

I would like to turn now to a more specific consideration of the problems

which are involved in implementing our research and development cost principle.

This was perhaps the most difficult of all of the individual cost principles

for us to resolve. It is obviously an area in which the use of advance

understandings is partiCUlarly pertinent and useful.
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Our cost principle on research and development provides that a contractor's

independent research program (covering both basic and applied research) will be

an allowable cost under our contracts, without regard to the type of' contract

which is involved. Additionally, a contractor's independent development expense

will also be allowable to the extent that such development is related to the

product lines f'or which the Government has contracts. We have provided def'initions

f'or the terms lIbasic" and lIapplied" research as weJ.1 as f'or "development ll which I

will not elaborate on at this time. In essence, then, we have adopted a rather

clear policy with respect to a contractor's independent research and development

program. The basic problem that we had to wrestle with was that this policy

might be potentially f'ar too costly to the Department of' Def'ense and might well

provide a framework f'or an unrestrained race f'or technical supremacy on the Part

of' a great many of' our major contractors, Particularly those whose business is

predominantly with the DePartment of' Def'ense. In establishing the basic policy,

then, we recognized that same type of' control was essential in this area.

We considered many dif'f'erent approaches, such as a mandatory f'lat percentage

share arrangement. Under this concept, we 'Would build in an automatic restraint

on the enthusiasm of' some of' our contractors by providing f'or a matching

contribution by the contractor out of' his own funds, in return f'or a"¥rvi

similar contribution by the Department of' Def'ense. Although this approach would

cure some problems, it would obviously introduce many others and might well be

inequitable for a considerable number of' our contractors if it was prescribed as

the only solution. We finally concluded that the type 01' restraint or control

that we must necessarily exercise in this area could not be applied in any

across-the-board arrangement applicable alike to all contractors.
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Rather, our approach needed to be much more selective. That is, it must be

oriented towards the situation found in particular companies, and possibly in

particular industries. That is the reason, then, why we provided for advance

understandings in this area on a contractor-by-contractor basis, and left the method

of control quite flexible. The cost principle, for example, contains these words

II in recognition that cost sharing of the contractor's independent research and

development program may provide motivation for more efficient accomplishment

of such program, it is desirable in some cases that the Government bear less

than an allocable share of the total cost of the program.

Under these circumstances, the following are among the approaches which may be used

as the basis for agreement:

(i) review of the contractor's proposed independent research and

development program and agreement to accept the allocable costs

of specific projects;

(ii) agreement on a maximum dollar limitation of costs, an allocable

portion of which will be accepted by the Government;

(iii) an agreement to accept the allocable share of a percentage of the

contractor's planned research and development program. II

At the time we adopted our research cost principle, inclUding the control

feature I have just enumerated, we agreed that this particular cost item vas

potentially so large and so critical that it could not be left to an individual

negotiation 'With each of several hundred contracting officers throughout the

Department of Defense. Rather, we felt that some mechanism. was necessary

within the Department whereby our major contractors could, on a periodic basis,

presumably an annual basis, present to a central group, plans for independent

research and development.
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After examination of the contractor's program and whatever discussions were

necessary, the Department of Defense would agree to either accept the

full allocable portion of the total expense programmed or, possibly,

some reduced amount, along the lines that I have previously indicated.

We are now in the process of establishing the mechanics to carry out this

program. We are developing a plan whereby our major contractors will be

assigned to either the Army or the Navy or the Air Force, for the purpose of

reaching advance understandings in this area, in much the same way that some

contractors have heretofore been assigned for negotiated final overhead rate

purposes. This negotiating group would be assisted by a committee made up of

scientists f'rom the Army, Navy and Air Force. Upon receipt of a contractor's

program and his funding forecast, an initial review will be made by the

scientific committee to insure that a proper segregation has been made as between

independent research programs and independent development programs.

Our experience indicates that contractors often use different criteria to

segregate these tvo expense areas. Obviously, it is to a contractor's advantage

to classify his work as independent research rather than independent development,

because of the broader spread which he can obtain. Thereafter, if the total

expense involved appears to be reasonable under the circumstances, we might well

agree to reimburse our allocable portion of the total expense. In other

situations, based on recommendations f'ram our scientists, we will agree to

reimburse a contractor for less than an allocable portion of the total

independent research and development expense. The results of these negotiations

will be promulgated to our contracting officers, who will be expected to follow

these over-all decisions.

- 10 -
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It must be ovious to all o~ you that this program, in its initial stages,

regardless of how good it sounds on paper, will bring some rather major

administrative problems. We intend to do everything possible to face up to these

problems in a realistic manner. Obviously, the type of cooperation contractors

extend in this area will be a major factor in the success of the program.

I want to mention here that this idea of reviewing a contractor! s research

program and funding it in less than the full allocable amount is not a new

concept. Many of you know that this approach has been used for many years

in some areas. The new feature here is that it will be extended on a much

broader scale and will be done in advance of cost incurrence, rather than after

the company has incurred the expense.

The words which have been spoken and written on this subject of contract

cost principles over the past few years are quite voluminous. This is true

even with respect to the few facets which I have dealt with today. I hope that

I have been successful in providing YOU with some of our current plans and

ideas which we hope will make the change-over to the new cost principles as

painless as possible.
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'')t for publication until
c:leased by the House

Appropriations Committee.

ST A TEMENT OF THE
ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS)

BEFORE THE
SUBCOMMITTEE ON DEPARTMENT OF DEFENSE APPROPRIATIONS

OF THE
~OMMITTEEON APPROPRIATIONS~ HOUSE OF REPRESENT ATIVES

Mr. Chairman and Members of the Committee:

I appreciate this Committee's continuedinferest in the supply and service

. prograrn;which are under the policy guidance of the Office of the Assistant Sec retary

of Defense (Supply and Logistic s).

We ,""ho are associated with Oefense logistics believe that significant advances

have been made in Defense policies and management techniques.

This Committee has provided appreciable assistance to us through encouraging

prompt implen1entation of plans and programs which we have presented frbm time to

time - - parenthetically, I might add that some of our progres s has also resulted

from pointed and constructive criticism.

Appearing with me today is the Deputy Assistant Secretary of the Army

(Logistics). Assistant Secretary of the Navy (Material). and Assistant Secretary of

the Air Force (Materiel). They are also prepared to present a statement regarding

the activities of their respective organizations.



CONTRACT COST PRINCIPLES

This Committee is well aware of our intensive efforts over the past few

years to complete the major project of promulgating a comprehensive set of

contract cost principles. I am pleased to report the completion of this task.

On 2 November 1959, the Department of Defense issued Revision 50 of the

.A.rrned Services Procurement Regulation which contained the first major re

vision of our cost principles since they were originally issued in 1948.

The new regulation provides a single comprehensive set of cost principles

which will give more detailed and precise policy guidance in treating cost ele

ments. It applie s to all types of contracting or contract settlement situations.

The revised principles will serve as the contractual basis for the payment

of costs under cost;..reimbursement type contracts. In all other contracting or

contract settlement situations, they will serve as a guide in the negotiation of

prices or settlements, to the extent that the evaluation of costs is necessary for

the setting of fair and reasonable prices. Provision is made for specific agree

rnent on the handling of costs in advance of the signing of contracts when particular

areas present difficult problems of administration.

A new feature of the regulation is its use in connection with negotiated

fixed price type contracts. While cost information has always been considered

when appropriate in the pricing of these contracts, no uniform ground rules

have been in use throughout the Department of Defense. The new rules will
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provide common guidelines for both Government and Industry and will facilitate

the selection of the proper type of contract for specific situations since costs will

be treated similarly for all type s of contracts. Further. the new rules will as

sist Government auditors in preparing advisory audit reports.

The promulgation of cost principles applicable to all types of negotiated

contracts is designed to foster an atmosphere of mutual understanding between

contractors and contracting officers. It should ultimately lead to more efficient

negotiation and administration of Government contracts.

The new regulation prescribes that when costs are considered in pricing

defense contracts, they shall be subjected to the test of "reasonableness." A

cost is reasonable if, in its nature or amount. it does not exceed that which would

,,:: incurred by an ordinarily prudent person in the conduct of competitive busine s s •

. Nume.rouS individual elements of cost have traditionally not been allowed in prior

cost principles. These include such things as most advertising costs, bad debts.

entertainment, contributionsand donations, interest on borrowings. and certain

selling costs. These individual items 'Nill continue to be treated as unallowable

costs.

Other individual cost elements, such as cost of material, salaries and

wages, depreciation, insurance, maintenance, production engineering, and lnde-

pendent re search and development are allowable. In this connection, certain

administrative controls and limitations are provided to insure that costs charged

to the Government are reasonable in amount.
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These new cost principles are now in use on a perrnissive basis. They will

be used mandatorily after 1 July 1960. This long familiarization period is neces

sary due to the far- reaching nature of this new regulation and: insofar as possible

to accommodate contractors' fiscal year closings.

I must tell you in all candor that the development of these cost principles

was a most difficult undertaking. Resolution of the strongly held and divergent

views of the many parties having a legitimate interest in this project necessarily

took a great deal of time.

We do not claim that our finished product is perfect in every respect.

However: we do believe that a substantial contribution in the field of contracting

policy has been made that will materially assist in our efforts to buy the mo st for

very tax dollar. These new cost principles will be watched closely in actual

operation and we will be ready to make any changes which seem appropriate as

we go along.

PRICING POLICIES

Also, during the year, re-evaluation of the Department of Defense pricing

procedures and practices was undertaken with. a view to improvement of pricing

of prime and subcontrac.ts. The results of this re-eva.luation were published

as a revision to the Armed Services Procurement Regulation on 1 October 1959.

One of the more significant changes is to require that contracting officers,

prinle contractors, and subcontractors obtain and utilize the lTIOst current. accurate

and complete cost data which is available. As evidence that this has been done.--
- 4 -



Telephone:
LANgham 8812

UNITED STATES NAVY AREA AUDIT Qli'FICE

8 RATHBONE PLACE

LONDON, W.1., ENGLAND
cc
7590

From: Officer in Charge, U.S. Navy Area Audit Office,
London

To: Officer in Charge, U.S. Navy Purchasing Office,
London

Subj: Use of Section XV Cost Principles, in contracts and.
subcontracts in Europe

Ref: (a) NPO office memo dtd 24 Feb 60

Encl: (1) Statement of Method of Determining Profit for Use
under Profit Limitation Shipbuilding Contracts and.
Subcontracts thereunder

March 11 1960

1 • Reference requests our comments upon the subject cost principles for
use in your discussions with the ASPR Carnmittee when i t visits Europe
during the month of April.

2. At the outset we wish to point out that we have only very limited
experience With the applioation of Section rv ASPR to contracts in Europe.
The very few cost tyPe contraots which incorporate Section XV ASPR have not
given us a large and finn enough basis to warrant draWing any definite
conclusions. On the other hand in the audit of the European shipbuilding
contracts we make use of cost principles which were developed on the bisie
of the Maritime Administratio~s regulations in prescribing method of
determining profit under its shipbuilding program in the U.S. There were
several deviations from the usutll cost principles in this regulation as
will be seen from enclosure (1). For example particular attention is invited
to the paragraphs therein on Amortization of Asset Appreciation, Interest,
PenSion and Retirement Payments, Taxes and Unproductiva Time of Employees.
In addition to the shipbuilding program there is the base construction
program in Spain Which makes use of pa.rt 4, Section XV ASPR. Hovever, no
outstanding exceptions were taken in the audit of this oontract \Jhich is
with an American contractor.

3. Under the east type contracts, which we audit in Europe, we have
encountered only a very fe\J problem areas of minor incidence and which have
not had much impact upon the contractors involved.. Our policy has been
that as long as Section rv ASPR is incorporated by reference in a contract
we administer it, audit Wise, accordingly. Thus if a contractor claims a cost
whioh is considered. u.nallowable under Section x:v ASPR we have no alternative
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but to disallow it in accordance with our established procedures. In
connection with overhead rate analyses where we submit advisory reports
for negotiation purposes, our report is advisory to the contracting office.
In such cases we recommend for acceptance or non-acceptance costs claimed
by the contractor, using Section TV ASPR as the basis for our findings.
The determination of the overhead rate is the responsibility of the
contracting officer. Likewise, in the reporting of direct labor hourly
rates under time and material contracts, an advisory report is prepared
for the use of the contracting officer.

4. In general all that we can say at this time is, that as far as we have
used Section XV !SPR in cost type contracts we have found it workable.
While no contractor, whether American or European, is particularly fascinated
With any kind of contract cost principles, it has been our experience that
upon explanation and discussion vith a contractor of specific points brought
up no unusual difficulties have been encountered.

5. Perhaps, if we had many cost type contracts, particularly for large
amounts, with a large selection of contractors throughout Europe and for
different t,ypes of supplies and services we might run into same unusual
difficulties, but our experience to date has been otherwise.

(Signed) W.G. LEARY
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SECTION 1. G~~I~L

This "Statement of Method of Determining Profit for use under
Profit Limitation Shipbuilding Contracts and Suboontracts
Thereunder" is issued to provide guidance to oontractors and
suboontractors in the application of profit limitation
provisions on U.S. Navy prime contracts and subcontracts
thereunder, and will also be used by the U.S. Navy Area Audit
Office in the audit of costs and the preparation of advisor,y
acoounting reports thereon for the Contracting Officer,
Bureau of Ships. United States Navy.

1.2

1.5

All accounts, books, documents, memoranda, minutes and reoords
of ever.r kind of a contractor or subcontraotor involving the
cost of performing a contract or subcontract containing a
profit limitation provision are subject to inspection and audit.
Contractors shall also make available all subcontracts and

-purchase orders and shall furnish copies of such instruments
when requested.

In the event a contraotor or a subcontractor fails to obtain
agreement of °a proposed subcontractor to the profit limitation
provisions as required b,y a contract or subcontract, the contractor
should notify the Contracting Officer in writing of such failuI'e and
give the reasons therefor.

Contractors and subcontractors subject to the provisions of this
Statement should keep their books and records in a consistent
manner conforming to generally accepted accounting practice. In
cases where a diversified line of operations, commodities, products
or services is carried on or dealt in, the books and records should
clear~ distinguish between such several lines. Should it be found
that improper or inadequate acoounting methods have been or are being
followed, the contractor or subcontractor ~ be reqUired to restate
its acoounts or otherwise satisfactori~ account for the profit
under its contract or subcontract 80 as to accord with generally
accepted accounting practice and the principles herein prescribed.

If a contractor or subcontractor shall be found to have kept its
books and records in such a manner that a proper determination of
profit in accordance with generally aocepted accounting practice
and this Statement cannot be made therefrom or ahall have failed to
retain ~ books or records essential to compliance with the principles
herein prescribed, the U.S. Navy Area Audit Office will recommend for
acceptance on~ such charges as are shown by the oontractor or
subcontractor on evidence satisfactor,y to the U.S. Nav,y Area Audit
Office to have been properly incurred in the performance of such
contraot or subcontract.

1.



SHIPBUIlDING CJiU'RACTS
AND SUBCONTRACTS THEREUnDER

? D!:t2l1:t lli'1fler a partlcular ~'t.ontract or subcont-l'act io the eX,;)'$ fJ. s: Ci:

t,he adjusted cont;r'o.et price over the t.otal aJ.loi:R)d C02:t (1 f

·,1;''' I.gg...§ undor a purticular con.tract or subcontrac I;. 1,'3 the 8}~(:;'· f:,D G f':,i,,ci

t.otal a:Uo'(/sd eost of rx~rrorman~e amI" the 1:';:.dju.nt;ed coutl"act

;~ gQm~~~~g~or Su....b£.0lltras;r,t; shaU. c:ondGt ~ f;Jr the .L' '~'.}::.\G

cfthis atuteman't, of' fuur genel'a.l classifications a.s l·ol10;.~i.'l ~

(a) Direct materia10
(b) D:traet l.n.boT.".,
(e) Ot.her direct char-ens",
(d) JverhGe,d~

iL21 ~ct, r:~.twW shall include the cost of all ltama J)iJ:chasadjl tmp'"
pl1ed~ manufactured or fubricated, \-1hich enter di:rectl:r i11'(-,O the
end product or \!hich are used or e."1"''sl.l.Iiled directJ..,v in conno'CT..:tQH
,,;ith tho manufacturing, fabr1.cntin.g" processingj f'urnishini~ 01'

convertulr,' of such product"

Tho prices at 'Hhich mo.teriala ere charged shaLl be fair J Jus:; ~

ll.nd. net in excess of reasonablo ru.ts:\:et pricoo' n'icea paid t.o <2i:!J'
Buppli.er a.ssociated or affiliated l1ith too eontractol" or Bubeont1~;ll::tO:"

m.ll be scrutiDi~ed in this QenMction. All mutGria1B~ includ~.ng·

fittings, ports!, am~illar:l.es, etc", Iml.st 00 taken. into accow::rL ~:rt

pr.·lce.s not in excess of the net cant thereofl' but, ma.teri"tls p1)J>cha::3Gd
for and. dra"l.m frOll1 r~enera.l stores rna;>r be prlc(-jd by alW roo:ogni.;;;(:K1.
method of pricing stores tdthdraTtrols con:tormine j~O gel1ara.l~r.aecG})t,eu
llOCOll..'1ting pt"llCt,i~<;1 end eonsistent~r tolloued., In Gorta,:l..n C(,lllnt.~r:i.oB

uhare eurrency inflo:tion hal! ooen of such magl1.1:tude that pr:i..cing of
at.oreel on n levol ~dl~h original purchase: :figurClS \;j,)u.l.d I'osult. :L"'l.
hardshlp to t:b..e i~o:ntrat;;tor by reason of too l1ec;:tH,;s:tty' to repla,"te
thoS9 stores at porulJ.nl3ntlir inflated p:d.c",:;sfl th.:l..i3 p:rc.wieion. lIla;;? lx1
mod1f'lod to 0.110\,; ba.rJis of prioing on currant vallw,t,ion :)1' .~ I'<'(/c.

lating the aenerally U4(',·pted inflation index to '"he or1.;;inal !'~st·,

lbwver 1 In casus \-[here i#b.o contraetoY" or l:Tu.b·~ontrae:i:.or is us1.ng
rnateria.lc uhich are surplus or oV'srstoek i tams 1~ the o:.:'iginal eo [;t1

basis is considered the most equ... ':l.ble"
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The net effect of aqy adjustments related to inventor,y accounts
shall be taken into account to the extent that the propriety of snch
adjustments iB established. In determining 8QY question as to the propr1e~

of prices at which materials purohased specifioally for the performanoe of
a contraot or subcontract are oharged as related to a reasonable market
prioe, the market price prevailing at the time of oommitment for p11X'ohase
':1hall govern. In a:rr:J oases where the oontractorts or subcontractor~8

accounts do not cause transportation charges to follow cost of materials,
the method of allooating suoh charges, whether through overhead or otherwise.
must be equitable and consistent~ followed.

2.22 Direct labor generally covers the 1f88es and other compensation of employees
whose time can be definitely and accurately measured as a direot charge to
contracts or subcontracts.

It is preferable that direot labor be taken into acoount upon the
basis of the individual rates actually paid. Where a contractor or sub
oontractor follows cOJl8istently a method of acoounting for direct labor on
a produotbre hour basia at average rates or emplPyB other approximations to
reduce olerioal work, such method mq be allowed provided it shall be shown
that substantial accuracy is attained thereby. Compensation paid to leading
men, q~termen and foremen whose time oan be accurately allooated to
specifio work lD8\Y', and preferably should be accounted for as direct labor,
but an arbitrary allocation of supervisor,y ~ roll or of ~ part thereof
to ttdireot labor" will be allowed only if and to the extent that it iI!l shown
to .be conducive to an accurate determination of oost. Overtime, production
bonuses, premiums, incentive ~ents and other indemnities to employees
whose ti~ is acoounted for as direct labor are preferab~ to be included
88 direct labor but if oharged in whole or in part to overhead the method
of taking such charges into account must be Such that no part of such
charges incurred by reason of other work is inequitably borne by the contracts
or subcontracts.

2.23 Direct Charges - Other ~ include coste of builder's risk insurance,
performanoe and pe.yment bonds, royalties, outside professional services,
inspection, drafting and e~1neering, mold loft patterns, wood stagi!1g
and shoring; repair and maintenance of metal staging, la.unching, dooking,
trials and other sim1la.r items.

Costs of' bUilder's risk insurance, performance and pa.yment bon9.s,
royalties, outside professional services, inspection, etc., which are
incurred on acoount of a contraot or subcontract tn8¥ be oharged directly
thereto provided that such method is consistently followed and that no
similar charges on aocount of other work are made through overhead in
such manner as to prorate aqy part thereof inequitablY to a oontract or
suboontraot.
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1~11 C·J.l(;;q~e8 uhich nJ.'e DDt dj.~·'Sc!~l.v o.1.1ocnbLt) to lxuytie1·.:L" i'·:<\.
tract-r.; or ;:,:: hcont.i.·:lCt.S l) tll'ld co1'l.er.itJ!..tine what. 1.8 br.(JwD~'i;·'<~ ..' .. ;;:'
herei::l reforred i,o .:lG hoverhead/~ shal.l ba distribnte~'d 0\[(:);' D.::,.::
op01"nt.:Jmw in such .c:u.u:mor US \~1,.11 approximate a.s closely u.s \";:',.:.i:
o:able an o.ecurato datex-mino.t1on of CO:3t Q (£0 that :;;nd the t:!.itl:·j,~ cu.:"
di[3i;:rihlJ:cing ovorhead !mst conform to gen.erally aecept,fJd a(,i!:':,a::mt:L~:\g

pract,lc: fJ)} and \/hm:oo more thf.ll'l one class of wrk is l'JGin£; pet:"tol"l?w·d
lllust be ,:;uch thn.t no elas(~ of "fOrk is caused to bear app:i."'Bci."Jl,,;,V
P!ll"t f)f t;h~) iD':1iX'cct expGI.\M "Ihich should proper1,y 1y'l L~)\'r!.O by ,s<:r0.~)

!,~hm,' elt),.(':B of' vJ01"lte

'l'b.e ,:Ustribcrtlon of tho v·£l..t"ious classes of O'te·rhr.:w.d. oqu'21:.Ll;;' (; i',))':

all or subst,antioJ,l~rull varlet,iea of p".L"oduetion \lork w:tll not
ordinariq be accpGt.etl as in accordanee \1ith genora.14r tl.ecapt'I.)d.
aceount:lng practice uulesG U; shall be shown that such t!l.£/th:nt t"cail.:U !l;

UJldo!' tho preva.iling eonditions, in 8. su.hst.Sl~tla.JJy aC'clXr.~o;te ;~0t,OX"

minnticD ';If C'OGt,\

'I'lID !T8.c·tic:c of detern:.tnin[i separate departmen.tel rat(~s for
oveJ:ho~v~. distribution ap~lliodue to th.o oorreopon<Ung dh·eei, 1:.:.1;01'
charger.,; tG acccpl:;.able but only tho Hctual produalo1ve direct :lo.h:.':;~

may form the basis of tho computa.tion and rr:ur"t IlIJt 1ncliJ.d.c: ::lrJy l'!\"

y:u,'jduc'tivo time an') iJageB of the tYr-e referred to in ,miJscl~t.iojl " ]/,4,0

Di~:rtl"':1.bution. of '!furious c1asooe of factory o'ferhoad oth~11'\lr).e(~ t~km

up',:,.n tb£ 00.81.3 of !5.ireet L'lbol' may 1'..e accepted if it be 3h~u]J ·i:·bet I'l

Bubst,M.ti<ll}y oqnj,tablo distribution 10 effocted,,!

The u::.;e of m!lchLlla ...hour rntG5 or of sta..=·ldard t~T ,:'}lOolficrdJion
manUfacturing costs Pi:op~1."ly ~.tor!!dned 10 accaptabL"

A dlff(3ren·i;:1.al diatr'ibUtion of OVBrooe..d to vDrlou.o CL:1.B~':i',~S of ',,'i)r;':f

as feJr 8,oompla y tl'..e use of a. variety o±~ f'lxml percentages o1,1itc.b~'

detormlnod b.Y p-er1odic ao9t'~eng1.neerlng e'ul'"'lrey or by othor v.c,copt.ublt,
mCr:ms, 00 the.t eac;h cl/:lsS of ~JOrk bears it.a appropria.te '')v01''hC~ld !"o.tG~

IDJ.l,Y' 1)6 e.(~c:eptod if :tt b~ shoun that U sl,,},b::rtan:t,ia.Lly eq1,litubL ,1.:LGt~~1

bution i::l thorctrJ cd:.·fer.::t(~d"

In, Cn,GCf; UhfJrO, by tiJ,;,,) usa of p'rodotorrilinecl rat(~s (c.Hr~~·t;:lccJte..l~

ma.ep.in.e~·I'\01...,'!':i ,"tifff~:r.,)ntial" t3te "J or otherH'ise )I the actuul 'c,'.)'CcLl of aU
l.rK1.i"l"cc:t. oburg(w incurl"ed in 01- oJ.locubu::J t.o 1;1 p<i"rld.cuJ.ul' mCl;:Y.t:,h o:~· othar
rClht:t~,.cly br1.ei' nOQounting ]')Criod :ts llf;)t, 13J...'"Uctly nJ,)S',(rrbcd~ tho nn:le:r"
or o',reruhsorp"tion must be <:lOmplct.~ly dist-ributod curren'tly ,;it,l,,)];' rCtt.9.:o.~1'
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iJ1C '')J. ~~·~(~:,::,~)l:,~">U) . ::):~:; ',.- "i

1;lol:ic-,-:/ 5.0 i.~jL.-::.~t::.L."·/~ .~X} ;~jnc:j, Clil,l!la(,..(t~iotl0

• .' .~. 1.") .-'. I • ~ j ,

:tn pa(..~:lng upon the gow:.t'al lJ,c.::,;cptnbility of I'l controct,oJ:'; n ~t

c;:(bcant,raetor ~ s princlpjJ)s :~rul :JG thcds of accotL.'1tlnGy ~rti.(.~uJ:\.t' ::
;~;, Ll U€1 na.do into t,he ~lcllicd of' evc.rho8.u tlir:r!:J."ibutiol1 an.d no chan;.;n

'.<IK1ul,J 00 '.m.de therein. durL'1~ t.h,; proG:<'~o93 of l,-torlt uitJloUt Pl'h):~' olC' L'.e'''-'

Lu [.i.,1) Offtccr ill Ghll.!''I.:;o;, U~j, iJ,;r-o/y Ar<lH .Audit Offh::e.

,,,25 ,:..:S;.:.~:;£~;~"iL!l,Y9~~'±"!~ ..E2!JS of ~12! are mmmarbed l-elow up_dol' tln':."jn :~nno.·:<::l
C,:~i.,( .prios consisting of thooe ordirulri~"T allowable .. th030 :::mb;juG'G t~i\

q :.~,:difj C~l tion or disallouo.nce II aIld those unallouable in tilO ck:3t.eHl.lrJ.r.t t.5.011

of CQ:;t, '-;If' <l contract or !3ubcontruct" ji'urthor clarification ttl cont3inod
in ~jlC :3;}'~plan.a:t,ory text in tho ~ubsectiona ill1dor Goction ? ..3 '.' All
conen ivablo ltel30 cannot be me' .' Lcm.ed spoci.flcall:r ~ aru1 the e:&.plannt:to!:'(
fl.lXnlalled is irlliieutlve ~:md not jJlclunivn; tflnt 10 to Go.Y$ omi.:lsion of
ment.Lon is to be in no "·my rostrictiirc in det.ort:llnir.;j the costa of' a
(~ontl'Lwt or aUOOtmtract,. If a.n itoJ:1 of coot is not, spnc5.flc81ly ;?,len'i;.tO!},:;d

uadm:: admi.sHibla aosts it is not t,o be tl:'-1roby Ilnt.;;)matieaJ~y 0xclude::.ly-
unO. cl,mv(~r6f)I.yj if an item of cost i~ not li::rLed tmdm.' InadttlD::dblo cent
(i'i: aescI'iood as one SUbj00t to qualifi<m.tion or disalloH::U1CG~ H. tl(,~'r:: 'C i) '!-,
ti,l0ro1'oro f()illou tl'.:lt suoh it.oEl io sc1nlO'.·rlad{3'Od to lx~ adF1isDi'oln·. -r n z.' lli.:b

..... (.~o.ae ~3 t:J..D.y qUfJ Gtion~ al'O ~ubj oct t.o intei1Jrat!l:t.ion end dee i:::llon ar:co l"r.Ll.t\:
too the na:!;;u.:r'o of tile i.tO:1~ UCl1l'e'l)Vel\, any of tho explanatiol:lfJ GlvcJU 1>:;11.\/
(~re subject t,o tho nppllcn.tton of any 81)(}cia.l provisions expX'oc:-;1.y 5'.nch}.dcd
:i.l:' tbe contract or ::mbcontl'nct"

~..:251 l~U!?.,"Q11!inaril,.vA~llo\Ja~
D1.dc1.1ne Expanses
&nusos
Castillt'~S

Jiroct Chargos .. Other
Direct l...noor
Direct Hatcrial
Dir.ectoi:'n ~ FOOD

Dredg:i.nlJ
Dl-oyUoeka
EA~osa Material (CY~dits)
Irllm.rance
Hatel"lal Oporations - Dopartmental
Orrorhoad
Pension and Ret.1..rootent ?a~Tinen·t.n

Borup (Credit,a)
Touing
'I!ravel t,xponse
Holfa.roo S:::qlOnso - Bmployea

SG9 SubnoctiQll
2~30 ..
2 0 395
_' ~JO?
:~ c~/.3

;,- 022
~, ,,21
,°,,310
:,' ,,31'3
; ,,314
.',)317
;,.,:324

:..:.331
~ (,24
~.J nJ3!,:.
" 1l33S
,- ,,34~

" 0342
;. ,~346
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," "; '-,.> : ,I,;

;·~.~:1i_l.L"i:iizi:,lt1..:;::. ')~~ '~.i:. n~~ ':' .'
r;;JIfr,l--al Jf·T"j,.cc ~,:~.{:'P~~~-~~- :-' .
~;~}'?·fJ~(.to( (:·5.3.t.i'iort of Ij'l.~:~L!t ,'~ .,~,~.:".:- c>._nn
DiC(:~OfHlts

DG1.1:{tiollS
Dues ,~ l/lOmhersl~\.ps
.,., I 1 A - ' • , ", I-~ ,-, ('. ., - 1
~ CC~')f .t9go. Ji -':LCoount:tngi'::J.}(l 1)""flOl" 1."1"0 t.ess~....r.a
.Fees of l'rans.far Agen.ttr:; and Eegistl':::u"6
In'!.I.:n·cat.
Intracompw~ ~~d Intercompany Charges
kl.unching Expent:;G e. Ceremonial
HD.ll1.~Onal'lCe nnd J1epair Coata
n·e SCI'17(JS

HOY'o.lti(~s

38,lnriea
S~~lling c;xp~nsos

'faxes
Un.clairued lIeges

:" .' 253 ~~J& 11.e..lM.Q
I3a.d Debts
Ca.pjl~-ll Gains and losses
Ent.ertainment i:.:xpcnaes
I.he:eaa Profits
Expenso and Income - Nonoperating
Finea MId PenaltioiJ
InoGll\8 &om Investr:lents
Liquida:t.ed Danar;cs
LosGes under other Contracts and Subcontoll'atits
Orga.niza.tion nnd Heorgn.'1ization £xpenSOfJ
Penalties
Unproduct1vG ·tiime 01' Employees <St.D.ndlJ,'{ Le.b7.J1")
Unroaoonable: 0lulTees

) ::,3~Jg

,309
~l .·)I.J
;~ . j.}.2
i:~,:n5

') ,,}2Cl

? " )~~:.!..

;:. (,:325
2. JZ6
~~ ~'" 3.:!:~1

)".330
2.335
~"' .~.JJ()

;: ,,337
')rIJ~}

'.' c. 1l~~'

:~)J!..J

;~J16

:'<.313
?a19
)<,22

:_ r\,~~2J

,)28
" ~J29

~~',·3.32
;" (,.33.3
;.' ,,341~
; ,·345

:' ,,:3 A ' fto • ClC !Jf..Q.~~,,£tl..9.Cl~~c'"" In c'Ou.nection l,Jith
speclfi.c 1temst there m'e offered the follolJ:i.ng deoC'l'ipt:lve e:...rpJ..:"lM,tO:C:;.r

COm.r.lont.s=

:- 0303. AdYerwAPz~~o ," 1'1'...0 e;onore.l poH.cy In regard to ad....ert:'lsing
for the purpose of effecting oo.los, as dist:1ni:."lllShad frem. lnot.ii::.u:d.ol',!-:;o.l
advertising in trade or tochnic:oJ. j ourno.ls, is de8c:rib,~Kl t'.f3 1'0 11ml:3.~

As a, general rulf:'J o. contractor \I s cost. of advertls:!..."lg 1.6 ,Q(Jt aJ.l(\':;:.:..b10
on the roason.:tnr; that advcrtioing is not required :tn ordor to un6cn't,:;kc
contracts Yith t.he Governmen.t of e:ny country c, 11o\10'!o1'!' cert.uln k:.!. ::1:..12
of ud'ifertis1ng of an industrial or :!.nstitut1onoJ. t::hfl.!'QctQl:' i plac0d in
trade or tacl:'.J).ical j01.1rnt,lsJi not primo.ril;r with 1:.h(-) ob.jG~t of ~'311:Lng

particular products but. eSGcntially for the purI>OSO or offor:h'lg

6.



i,_ ':~.U·:::.r·t' '"; /:1\) :}.u ,t l:'t .::, I' _, ·~t ... ;C ti(J QI",:r{~ct, O~" ;.""~~.,,

....i.p~)r;~:a.;'~,j)'l\,_'·~ G~<-}}~~tr~;:Je .: ~~J...:jc:.':'""'.;<l J~] ~i ;,r~·.~.' 0~~" r;vl.i.GY 1~or t~-l<O 1.'<:;in.\).:'·~.

:J:>.3~ ..n_E.~s;:J 81V1 t.L.e ia(ll13tr;/ ):~~U,~} ~d ~,D ;";-~-~O!'~')ble cost or Du(":L~

p.li~eod }1', l.r'udo publlc;.;tiO:--'_iJ :1;:1 J:>our~'':;~ t,G tho pDrtleu.la.r bUJ~_r;,);!;, .;" 'co
fl.1.Jf':'.Jod "

TIWr'(;3so11ab.l>?J cout of aeJvnrtJ.:3mG consistent tilth. the l~onlD.!. c,c:.', i

p:CW:1ticc: of! a suix',ontractor may be allo't>red 111 deten;lining ti).~; ~.c<:.;,

p0 ~~forLd.i1(?; I]; sllbcon·l.iTact ~

'),'ho C:ODt ~"j!f advertiswlj to obtain omployeas ordinarily 1.~:; ,\:;..V·,ua>,~('. IW 1;,

part. of poraonnel expense distributable to corftl"'acts nnc:1 ~jubt';))rt:,,:),~t!~, ,;, t;

de\..c':l:cI:d.ned to be excessive.,

r(Go.:;onablo expenses of 110n~Olllbo1'ato publications i:::1;"l1.md fen: 'l.l"i)·" ",

(j,f :;!OriJ.J.(~~ productiont protection, or t.;elfaI'e of 9. eon'liractor';;'3 o"~ '"
ootn,ractor 1;:; efnployaoD i tmich are t-lithiu tho scope of a plant pub", ,i,c)}l

art) r.llloHablc C()s'l;o"

,~ i,30~? ~!91.'!1~h~~.2f_-1ssoj;_ AEP.F"f-ciati0}l shall not be taken ~.nto ac('~(mnt In
dGv.)!'Ld.nln{~ tho ClOSt. of pCl'.fol"'rning contrad,s or suhcontl'ac~csI; it, l,;,;, ;,v~:'SY7,\

l'of.lo~,;nized that in certain European coulltrios inflation has lx~eu of CO?u:-Jt.'CJ'f.::;''(,i

- nngni tude in tb.e years after Uorld Har II 1111/1 tllat in such elrcunnt":'.1v;en
deproci.!\tion an fixed assets may 00 compu.te:cl or} adjustod (upl!1lrd) VU.:Uk~t~

't,;11co into account the defla.tion in the valu.o of' local CLU"'rcnc~r" It ~:,

cOlwidOl-ad therefore that in the compu.tation of dopreclatLon it uouJ_(~ H'Jt L,'i'l
u·,~cc8pta.bls to 'Galee into account the appreciation 1n valuo of such e"n;,;n~.tJl;

ooc.:;.uso of dsprccio.tion i11 'LIle vr..L1uo of c11l'roncy since tho o.cqu.iattlo11 of
l'olmrcJ..nt. annet " Such 1.l1cl"'f.laSO in value ollouldbe to confox'mj/:.:y uUh aIr]
U~)i)llco.ble lnHs and rCGRlati,ol'llJ of tl1e GovnI'11l1ent of tIlE! COlln'l,l';l 1.nvolv01(;1' 12.m5
IJil" t. 110 t. axe.ood tho decroaso in value of tho currency since Lilo rl,l Y, t)1f

acquis.lttol1;, ,£11.,) pmctico of the cont.l'acter in rol~,tion to H-3 r;~'\1or!],l polic,y'
of Cil~!.l:'gL1i~ ueprocio.tion rna.'," h1f'luenco the o..llouabilH.y of thin ;UOFl"

Uad Dewts m:>\y be defined o.s uncollectible or uOI'1:hloss MtC'B 0:;:
·;:BC:;rj~i.e v.rising from salon of products or ()thor trP..HsClcrt,ic·);lli
into 1\~)X' the pU!"poso of p.coi'lL; ,. Su(~h item/;1 or oxporWGIJ rolut.8d
CU,~ not, 1.l11oHable 111 (~ontl"Qc1~ or nubcontrnct p.,rfo:r.uunce eoatn c

tl·~;C0ttt).tB

cn,ttJrccI

Adv/J.D.COS i.l"1 l""allsOn,'3.bJ.e aJJomr\.;f1 oe-de to cll1ployoE1ls in connection '<1i
a.lk"U811GOO for t..raveling eXr-enc8~j i,,]hicll IJG'le not beon !'8covoX'ed DX'0 noi::
l'egn.rded aD h.'3.d debts, but 0,0 ordl113ry bM:1.nos:'t losc:;cs alloMctbla in e,?G"t.
cUrect.1.:r i if practicable.. ol'thl"OUgh distr:Umtablo overhoacl,.

;': 0304 .i3J:.SlQ!:.,}lL:g;..,~,':2i'!" '" llcaso1".ablo prelir1.!illoxy e)~pen'-lC~3 incident. GO l"".lX'oPD<x'o.t.ion
. of bids inclusive oJ: other naccwGary costs ,moll as legal.~ a.ccou.nt.inGI nn6,

othor profm;~111)IU'J.l fees and>travol1n.~,; GXpeJ:J1.10;:;, cu,"€) allouablo costs tJ1.l'CU.e,i:i.
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'. '. J~}5 ~t~'.n:J...:~;~~J~ '\ .. :: t~ r.; ;.",'~,' ! . ~,'; p~~:r [;:ltmC'~~ ..,1' a. 10;e g"UJIjX<:t>, ..~. -:~.:..., ',.::;), c~'\-:-C(:

2U,;(~ yn."i,)p.orl~t ~)..dtlio.l;'3'~ ..1;" .~"-" ,;'i~1.-,r6' b.~.I.!t:1C sYf:i'tfem ~"~., ;~j.'r~)j(:C:, ';,..~! "• .:~~-.

linlLations in SUhS~G"'~~'jn.:' YJ7 o.tid '\.]1..5 l-.error, be aLTo).; it,:, <'1 6~~;;;

pl'o7ided t:hl) ng'gt"oga,"t$ cm:')f.-'sntlPY;' l:.a.id to each in;:U:,d..aw3Il L;C~;£I"07.v?bJ,

and proportj.onate ttJ 8IJ!"vL',;::;,J aett~;.ll;;r rendel"'Gd in t~, .l::;;guIf'J,· ('\,'A' '.J,

b'J.sdl.l€ss"

~'';'.)6 £~14UqJ,..QJl;1..~,g l"esulting fi'or,l t"in.ant;iaJ. tra..nSt',(:rt.i~)i;D n,)
reI.::::t8u to tM c:on:tr'f.4ct or subcontra:ct shall \1.Gt f.x-3Cn.}:l:?t';, 1.niz.. If·

~\.n dateI'!:J:tn tnt', r.e(~o.ptl1:r().bla Pr'".J f'lt •

r: 3(17 Q~.K~:;l!iti... C~!st'ini:;s T!lade :~n the contractor's ·"::r ~3td,.AC~(.~o.i'L":):;.~(;tG._1-· L· UL~

foundry tna;y be chl'l:read up:>u fixod price par rx.nm.d O!':;iUt,,'!' u;rb,":,'"x',/
basta pr.·ovided th.:lt the sce,1e of pl'ieoa takes ao~OI1l:J.t,. 1.j'~:n :;I,~·rp">·

p:~ia.te;. of diffQl~enCOt1 in size and kird of e&.Btii1gs~ (1.f.y:1 \.,h.1'.i:':31'<.:'p2iT'

adj'nstments on ~meh chm'goB are rilD.d~ for tha actual cost:;lf
QS dst0."t'lrJ..illCd tu r0tlSOnably freqnent, imrentor !.!JS ~)i' i·ouy':l.d.l"y 1.i!::;~?..:,,\1.~b

or 'ay ot-he,,:' adeql1uto foundrY' cost looth.:;·ds. ~t he Ilifft.hod or p1·j,:}:!.n.~;;

t,'un.dry : r':{ materials, p8.l·t1cuki:rly s'"wh h.ieher cost 11111 \",131':1.0) ,r: (I,r:

copp3r, flp::lt.er, I.:uuminwilt ete" "mst tX; c f:;\1.nistaat h!'lth :;!:.CP:"'" .c:';<L:A.\\
p.r"esc.r i b-ed herein. for t}')£1 prie1ng :') f mo.~GrlaJ.5 gttfi!lli"l:l.]J.y"

?, 308 Q.'i!n~lilI~..2m!:'~., 0> Whan.oV'er o. t-:>CJntraC~JJ{' or "i\l!:COnG?:,:'.:;;i:<n·' 'yc-';-'};.'{:',';:,;J,'..

thx'oue:h a eentral or bDmeoffice, €lXf.«~L,se of Elcl\7l.i..n.i.stY'ctti;)n ;;,lJJCY"'';o':
sha1~ 00 tlce(~pt.!),b:t.o a,8 eont.,.ao)~ coetn ou.l;>" in cl:Lt"oo t PI"(,lFi Jrt;:tc,;: t::';,iift

ccmtr.:thut:ton to tFn:,lt 1md.e.'I':" the cont.ro.ot C):t rm.i::eontr·!J.cil;;~

'.\ 309 .P.tim::'tlQ..t~\9.!l..Q.f.J::'{~,l~~R" ... Do:pl'colatioa of :rJ't.1.i.''(15,r~Gcl' ;;'V,.1C H,l:'.lj i.']" "
CQ.lUpntJut, n.:od Otbf3j:* plL1!lt fa~illties h.,till l)~ 8.. 1':tOt·!1Z;~i l.lr:! f;l cOt;t :~--,.r-~ t};}~

detof'r:d,nntJ.on oX lJl'of:tt in g$'l1.ernl upon 1,ho 'basJ.s of '<;,hl~ Gcl;\r.;dLI:i..L~; [}f

:ro:te~~ G·f- ;:-I~}r'(l:{:ct~~'i,:j,011 i ..n ctrrrent u.se b:r til.-9 ~'OlAtl\f~V.::.:t,;.J:::· 0:::' suJ:-1C01~::(;r;at~"{O;t~

and t D: ~~:\p-c:; 1n.1Jo c;1,Jr!.3i(le!.)~~1;1 Ctfi th~~ :rl1tef~ llS9C~ qy ;~tt(~ 113lz~.xlfJ, j3'..\~·'9\""!J1.rH-:~ .'.ft~

TrOu.~d~:·_·:'r Jnl,·ar·t1l1crt1~ t)f th0 Gov(~rm.'101);t o:r t~fle (f)U,l1't.X.---:t of tlli-) ~A-:fr.\t:eE;.e-'·::(i:t'1

or fP1Oc:<:m;!;x~iit~t()::;: n.nJ a:rrJ otoo:e T;;'3.rt.:tcuuif.' !'o,':;'(j~i t;fl:'£l.tUt,o~·lJ.y ~l}::,.,yy~ tn,
ahr}o:;~·~H't~:t.l {~lr·(~lj.mcltH.D.~~Oa: hJ; tbt::\:ii GO"1rf)I'T.tmoK.r~~;:t ::;U,b;~bv~f: ,'i; ;~~~'·\}0·'~/r.i':e' ~~ (!,) t~h;J

crn:rll"'c·~r;::~,j. ~.;:f' tl~~ C()iltl':Ja,ct:ing Q,~.n~.ca!~ ~ It). t'.Jfr:.·ttl,~".t~» ~,JiJ:~~~::'t~.n~,~rttll)e~~~·::,,\ ~'}(h7

lJ'l!bs(~c:t;il)n 6.,-)iJ;; (AmorM.zation of..' ASSfit Ar;\:xpe(:ii\t~.on) t;bG :;:lJ[J,\!C

pIes tn.l1 h', l':'!3latad. to inrh.t.or..1 ~rall1..at, ..i.f,:,n.~ ;) {' .l:<-zwet 6·:

In the (;:aS0 of bu:t1din.~a~ !:u.."l.c·h:tnel"Y~ oqn1.piur:n.t und c~t;'-j,{)):· ~<,}:~.n:>

fO,'c':.,iltt..ten ;;mhJE'~t t.o dGpt"ocJ.ution ",'}!icu arfl iUj".KJ.. :tn :.'.n/. ar'eOP':·~if;8"i:";

for pel~f():';'wJ:wt, of a ecni~raci; O).~ aut',,~oxrt.J.·aC't £'~nd 'Wbj,.i:ln (~\.:rrinE i:..}V) .
perfo:;"ll"t'?nec m-u:pon. t~he C'.o:rr.;plc"~,i()n of the {,,"Ontl'act, 0;:' sIJ.bcon'J:':' ('ct :Y:; C
demo1ished~ dir::,yltlTit.ledN> oo:ld r....s rrR1,(~bi11G1J'S" or 'fr)qu.ir:.m"~:~lt o:~; .!)~B c.:~~r[tlJ 1)."(

in the ~;t'bf;i~?t~l\;n ~}f .Ct;. l.!.ts~;t·~:et ttu::n."*d.fc~r ,f: tj.rc' Do hEu~ci>;:~·ne~if. 1-i~t 9u.ch .iJ~.fJJ-l.:.:Gi... ,~d';:{i
11n(1e:.-'O :::;n.ed1 (~il'''e:~.~;-J:~;'~~.;-'~71~_~e;;:I ,:t3 f:,htJl.1 (: ;::~trl.L,]5_ub. Li>·; fa.c:t, th.H,t ~:;tl(,:tl



, , ~ .

,l

(~L.' '. : ...,<\'l L:f;1 '." r: t' -:c ~~~ D ~.) .:. (t' ~l' :,'

:·j.L.d. ;·~,'Lj,J.. 'J ,~,:: ~.,':., ~.~.':- . e~ :.i;~ l)r)c!~,o.1:· (,.iG"l.~ ;.~ ':' ~_;;'),G~ ..:', u.\~;;pl\H"t'

~,;l.U'",011 .J.~ so l'\'j<:~;":"::';}:'~~~:'.r:\:: . t::;.~~..,:, .1~t,1'D.Ct,8 O.:C iJ~J.1>:';,!r.\.'; ...ro.Gf,' .. ;·; ·~·,:lth

.i:OSpeot t.O uhic.h Il i'mul (~i/·":!U~xLl.m, ~J~' j,J.'Ofit :3ilall not t,l'3r';ct~)'()X"; ;),;) ',:,

been nude sha~l 00 nllOllea. ~~~~ det>Ql':!l5,ru.llJ] the prorati'c0rc~l\Yld(".Y'.

DiJ.'actcrs 1 Fees .. ·" ~'eos ar:(1:,r.':l'lrolin:: c)}:ponsos in connGct.'c.~:. ~:Ji1..'." ;;.(:,L!;,ljr:L~,,~d

mG;tii1~~DM6-Of1roar(ls of' D1r~sc ::_,o~tO !'\J'~~f n~~,Jo~-,!able as dis"'~~rt:~llJt~:t.,L·lc !)·lln1"l.J~: ~)(..;

provided tl'.lClt such fees and (J.,'X!icr,sos U::'E~ rElasor.D.ble~ anu ,J:'::'" tn ;c:e
1..rit.Jl con 'Jrvcto:t'::l ~ or suoooni;.:r.'nctol'S t I1sual pl'o\Jcd!H'O~ DubJcet t.o t:.\,o
li."l1i'l~ation pro""idod in sub:3':l\~tion .' ,,337<>

;!0311 j)iscou.nt.s~ Eurned diDcmmt,s of nIl !d.l'ldo~ ,inelu(1Ln!.~ t,J:'ildo dive()unt~s~ C[HL'
~--
di.r~cou.nto, opecilll nllol-lOrl,::';;;:; eL":l~, muot hi:: t.aken lnJeo a~Ci:;imr'c 1.11 tmcll
marmor t1~at, in t.he determiJ:1D;t,ion of profi::', effect is g1V-EU.\ t.o t,li(~ IV"t
pri.ces actually paid.. Di:}{munto taken on uc..tcrinl billg r:1iJ.Y bo QCH"I.l1.st,cxl
fr'om t.ho purchane pr:i.ca ill. d'lurr;Ll1G' to involit,Ol',Y or to tho ccnrtJ:ac:'L 0;';'

subcontract, or ti.lO dinccu'.yl:,C ms.y be ;.\ceount,ed for by diutX'lbutixJ.f.~ (l:l~coj1j,nt:3

earned a.s a crodit i tern L" tl tG ovorhead, or byQ :Jeparato COrlpu:tu t.ion of nat
mr.ftcrL.i.l cost or by such ,rLtH:lJ:' 8cann as Ll.ClY aceoX'd Hltll tho Coont.~:'n.0tO!'~S or
su1x~(lntractor; s accountiD{; practico unO. this roqui.:rotilont of t'1.C80UJlt,:.ng £'0""."

d:L8count.s ~ If a COl1tracto:i:' fails to take adval1t.a(!o of dil3c'C,1ullt,s or r' io~' .
~tl1o"railces aHlounting to one percent (1,1;) or raor(l~ J on.ly the net arilOullts (yf
invole:xJ after deduction of au.elL discounts f)hall be adn:l.ssihlo :'~:1 ti!e COGt
of po:crorno.nce, unloss adequate justification e:K:t::to for fallu.ro '~ri; tl)kl:'~

elloeoua Ls,~

~'0J]2 J29P~~ m.ay not be taken int.o acco\.mt excopt to tho exl;c)11t tiu.rt rlOC6GSl':l1"Y

COI'ViCI3 is rendered to tilo contractor or sUUcontractor b;;r tbo l'ecipicnt~ rOl~

OXQ.!llplo II dO!1.'ltions to 0. locll1 l!.onpHo.l sorvi113 tJ-w eOl:l'Lz'llctor oX' suht':ontJ;>n.ctor
or thOD0 '...rllich p by 10Gal [;0no1'a1 CllstOffi ll constitute noc0Df;o.:C,Y· and pl'Lpe1:'

buslneBi3 expsnscs o

:-2,.313 ~t~".~ \Jhore it is tl:e est~D.bli3hed praGttco of tile C(']1tx'u'c;'f.()Z" .or
subcontractor to accrue n. :;:'Gservo fO:l' c1 odgi.n0 anll ..t.o chm'C(j t,1) t''U.ckl rcfJor;(O
the co;;:;t of po..rticli.lJ.l' d_redc;il"4'! operations lWCOCGar.7 for laullching m~ for
tllo mauxtonaX1cO of dorrl;h of HotDr at rolf}. for' /).CC;08D t.o 'tile ~)illp:rn:t"dr- such
acc:rwJ.ls tlJD.y be taken into acccmnt as port <)f 'LilO overimad to thfj co::t.t"'1t
that H· shall be ollmm. that such Clccl"uc.lG roprr::smlt n rnt:tsol1t{Dlr:J flV'6I'(\r.~G of
6u.o11 eAl1cnscs t1ctt.lall~! inourred over art aI)proprla:tr~ lJeI'lo(lo l)ircc't CllQ:C.gos
for cl!'ouc-ing are allm,,'n.ble only "Jl,1Em no nu('.h reserve'. is included in tile
(;ontrQctol'~S or subcontracto1'4c eottlbl1.shcd P;:'B.ct:!.ce~ a:1d thon onl,y to imch
extent 0.:3 8C'...y be ronsoxulbJ.,y allocated"

In '.,raters open to public navi,'}D.t.ion, in the absence of' Y'8SCrv03 for
dredging, the costo of' drodginG may be chnrgod to contract oX' Bubcontrant.
porforI:lOnce costo p:c'ovldod such costs arc Gquite.bl:f allocated t.o tho

t:..
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") e ;."~~~<t Gl""V·\:'~ ;.~~,. ~:~.i.'~2; ~)~J.J .i:~·;.~.. : 1'..1 ". '. '::ell '~:'l):"{; ;'..:-.:..1<':r ~.,~11Jj(:li,t,G;.j~ i.,Q C~;';;'1 -;_;'l'1 c)..~;::0 ~~; .Y.~ ~·;t~, LY"

(:";1';. ~ ..~;~~ n~tF) o~fi"~:?;,'· t,.(j.j

£,~~'X9~}f~l::~~ ~ vfb.()~£.~,::':

in. tt,;;:,c;, 11orformD..~1(-:C
i,i{l:-;,: 'the (;.hiJ.:rt:(~ tu

"'...',b.. ~):~.. :J\fbcOl1t~."'~~(:·:":'J'

r~u>;eon ~\'ac t; .f\)l~

5J~~r't~e'el,~ ·U.~':;:)11 ti1-r~ !\v·c".::~,~ :.~GC C':;:<.~t o,r ol.jG:~~:~:.t:.L(..Hl of~ the d:t'y~tIQr,::t~ :1,.7: iJ\1";;.j..·'~!, J 0 ;;c~

L1Dj.i'~.tGz·vJ.!."lC,O~ l1(:r~rG<]j,.'~~.~·I:tfJ:\ l\11d. 'G~~~~.;<OBI us c1et.(;;1"t:~:Ll;"6d ~)~l'<_~T n, (nr).
'PUr:~·.(>j. :D~c,t" ~,n. c>'~(;aGn (}£ OD::} ;Y""t:tt'C ljr"(,,)1~rj,Cl0(.'. tb ~(i- ~ C ;~~·iJ.

8 1J.cl), e~.,iG.1"e~O· S!t£lJJ.. l.tr) ~i ~~:;,"·~C'C:~.·'.~ri. LXI r..~i::lot~r£~~ dlft'GrL1:trt(~j 'U0~,~ oJ." "~~ ;\'<}f~~~·"·

j,n{; ~·.;:::'r'.l;:;·:{:~l"',~i.(i.l. r,3,:Lo i"'o'r' (J::L"itl[l1~ ~:)elv'lfl\~o-?~ :l ..U. --{JbLi \<!..-C ""J or ·~·)h <~i'.",;\

~um~r~~~xr;D~;-?:fJ) :)OJ:'!::,~'-t (~;~.;:; :.il,~t; Lrl-rl·iJ.':tb),J~~

~'! r "4gJ;f?~e~~,L\q*1~1:;k~gAl1..~it:'i)-l~1l~~!.2: ~ ..,r~ ~:>t:r-':\,~~Jl~"(~ t:J.~adJ1 uSGc'cin ~J:iJ)!lG CS\":~ :fCH;;h.?:j.. t..:.D~~
tJ.:.~~3· ~~.t1, g'(;n.cl~ul L.\l#}"O ......tltbl~:: ~ :';.v:t () t.b.nr dr~:.es t~.11it hlOl'1~;(~~!c:~;1J:~f}~1 J/iJ:..}' ::-\'~)~!J L::-~}

a.:U.cu9d"

~ 31(J ,!!·;4J!\rt}.~j!L\~iE~1A:~~~.~fub:~&'lIIq;~:Ql~ D.re n.f)"\~~· nllQt[Slbl0 eos1~s of .P01~:C::{·I~1.n{r D~ (~,:~J trL:.;,"
t)1;~ f~Llh;: ..~(lr\i;':t"et.,·di {~ Llt:11j/m,t1r\.bl(~ lu.n:cb.son co:.!ts ilt.,c~(;sr\[!.,;~J... :i:r .J...;~i~,,:1t~\~;~·-,:~,_, '"--'~ n

(:.t,~ri.~J~::}.l ~;.ondtt~~:~t;,. of ~;i. C1.)tl>~lir·!)..dt~.Ol" 1s or ~)ll~Y~C}nt~l'tectfe'i~:r: t·J
f):, j.,1.(; t,·i,~~r~_;

~.. ,,},~~:'l ~;1:~2IlD::JL_.1I~~t.&~~;\Q~.,t rcfcrH 't~t) C~c.ttr01~:tQ.l, in 113:1·~)J..(1 con.d.:l.t,j,c~il.~, ~.iljj.C~'i _"d" ic.;"~~

o'tfcrw nj"tf~'t... Ll COi.1.t190~et r.)T' subc!.)nt.J."l:it)J)'t. ~.s CO!:lpJ..cted .r.~j),d. rl-~:)Dt~J.t=L:Cl.~:<

rrraJ..rtl:r f";;om O\;~rI)1Xr'crt[·u'J'8S, o·\tG,r1);Co,d.tlct~ionj; ,:;·\;~er(11~iPuu.n c-t;s·y.~~·~~:~;;3 ':~'I" ~;;.~.:' ,J,

re~3tlJ3j' (,),r cl"k"JJ1(3c1s v_nel "~-}:{5~rn.;J J~ ZXCf.H3S nlD.''(,cr''5,,;:\1 Bi1.uu1J:.t _:'1~) ~~ l..:tJ (~0f~.::' ..'l.L1~~>t
l.rlttl af.~~r!:"\p \.Jllich :tG tj'UCtl 11a,tc1":lrL..l n,o 10 t)l'.l'.J(111~.;o(1 dU1/.~i..nf:~~ tr~r.:1 ~O':UJ.· r-~c" (' ,;"
COilGt:~ur'c"',iou OJ.~ rn~:r.AtLf;'J.ct1neG c~d llh.lcll h~s ')l1.l.y GCi~e.~'~: ·)"t"l.J.Ilu~, {:.,ce
1~~;crD:pfl ':I,l ~~u.bs"(Jet:tol1 2~).3G)

i·t;1.~34"iaJ~ 'Wh:tch i1'7-'.O: beon cin~'god to;) tl)c C03'~ I'.}i.
t

:r~.';:;r't:~:')'.~"~l.~' ..n.g t~ c~)r1ti.li.':.~<:

Ol~ ~ru~:J'ontI'~'act eJl(l 1.5 f01.1.n,rj :1.11 o;~caSi:~ of O:ctUiJ.J.. ~C':?;(2J.:l..~t-C!·r:~;~~~ntt::t ~.-.n.d. IH}c·
l:R,t~ b,\;1s-n iflc:or-~0re.tGcl ir.~ 1';he l4{xr~l{ shu~L:l l:<~1 ~l"'J~~}(iL t,~):l:i ~'. ~ t.h~-~ l~'r~o, D".c,711L'1.b':_(;,

~~fc.t.l,!c thGl~Oof ~ t·~ "tIle O'oflt., Df' p,~~i\)I1f..:1.Jlg th.o G():lt:S::l[\(;:t or' Ln.~,l}'::GI:l:t!·!"D-C.t

to \!ll:1..ch. 5~t 'drJ.G oriGin::.:Ll:y~ (~h.nrgcd~

If G1\(;,1.1 L'D.t'Ol~l.(ilc (j=t"G(lit'.?·i~ to coat, a:cc r·eio.r:~:Q;:..t

a CO~lt.l~act... or a:U,.t):f;{)n.:jj~::Lct ii11,0 .riw"tol"1aJ~~} nlWltlcl bc~

(.l!;!DUIi.t;j 1'1Gt :tn Ct:l':<:G;;,r; vI" tb,Q v&.luo agroc{l U.1J'JLi t.tS

C}J.·:.t1~n~f)d. :}1tl't0 COt} CD r~ t:
t.i.t~"~ 1-""6ll;.aOnr~.;'.~I!:: C::"'"(i;I:l} t

2, 3·1~3 L~~~9,~}~~..lm~~1~9JJ., .~);~'j~~~l C'l~ ;.~CI)£\YTtbl.,~ tiO Ul'~.~~"t9ci \St.:)t~3·t~ l'j:;'" .:::w.ny
1.lnctcl" cu~:r con';'rl11(~{~;) \}l1.rJ-cb.(;A;' 11l1Cl '1~ o~~ !]tD..tlrtO:A.~:'l !·O(ll.l:t::~lInr::lt~:x::, r~~~~~

Ji:~rl.11. rt.:)t }J\; t.rou.t\()(~, :.J.G D. d(~J(li1Qt.ion, ()l-' ttGO{~.. in. aJJ~f' ~\i-~i.~~t 7;,-:,t?'. 11 f;lC ~:~G':r :tlt
dt? tG'l~j~ltnlltion "Jl~ trr:'.~:'f~~L ;.~ -Qil,~~GIII> an;., oi~b.::n;~ corttx)[J.e~~ 1-,

p

"\j.f:;Qt



;'XrY1{l'-'''' .,~"l ..In.....~ ...."'.... "~ • ;,....."'.) ......... "I' ", "Hr (., l' .. : " ..": >"''' o'l'"'n' ·1 t ...,''c' .... 1'·....(·0..,'" ..1'",'" ''''(
~~.~ ...~~_"':"""~"'7"..... ••~:~~~~~~~ \J.. • C"':--'l.rI.\..,,!.L.~...·.) llJol" 1...> .wr:~~.;. ..., 1.A~.I ~.l..A ~ .'t;,:.... <' .. ? .... ;.!...~

:rnvestn(;)nt.~a~ Intere8ii~ and JJ:lJultj.ea~ J.:ti.dividu,'J.l1:r COJ1';\orrtEJd upon v...'1doc'
thoir :('0spsct.1v0 captioM) orctJ.lw.rily nay not bo taken into ;lccounl- it!
d.o+.erminlng rGcapturablo profit" Thoir inclusion in oxceptional (;(.\f; ':1; ,

uill b(:;) subject to the specific approval of the Con·~rD.ct:1.nc Oi'f'iC<'3T,

li'EJosJ, Lot·a1.i! Accou.'1.tinp;, arll! otner Professional.!' for SeI""1"i(lN~ T.'eqtL13'E'.J. ~.i1

t;r:;:;-parfOI'f":l:11'l.Ce cla'contructorstib'contractare allowablo to t.he (J}:t.mlt
deoffiod l'eUs0l1'J.ole 0

(t<)norall';l spoakinC.. leGal and o.ccountine foes in eonnoctLon wtLh tilE)
pros$(.mtion of cLaim::; aGainst ti.o United States Government or' any obcl:
(;<'tVerl1(;jm.d:. h1cludil'\1 U1C0<'7l0 t.n.x Llc'ltters)I tU'::) not allo1.i£lble ClOr.t.S., 1':1 G':lCC3C}1

I.lOUSV81'" HLare such feeo llrc incurred and l"esul:t in succEHwful Gdju:Jtc~;tlon

or nf.)C{otiaUon of tho va.1idity of Q. clain by n contractor 01.' ~mbcontr.aGl.:.oro~

r'o~,)solK).blo oxpandituro may be ta!·:cn into account in connect.Lon 'l11tll such
r.;cm trD.d.o or related subcontract:J ~T1.th tilo Un!tad St.atr3s Nt.liTJ"

2 ..321 I~.fL.of T~~fez:..~enta and .:.ogistrara of ntock or other securit:i.c fJ and of
truoteea under mortgl.1[je or Gioi1ur indentures, rogulsdy Olil!)10,yod in o.nd
necesfJ(\l~~Y to tt a norrJal operation of the biwLncss p f:1a.y be al10\JOd n:J
OVt3!'he~tc1 costs, if reasonable ill amount"

B'noc for tho swe purposos, covering tIm orgauizo.tion or !"C1o:rganizHtion
of a oo.rpoI'f.lti()n, slmll not 00 ollo'\>!Od ..

_..

:! 0322 Fines and Penult.ias incurred for violation of Im!S axe not o.11o'"ial.ll0 in C'08tB

Of 'peri'oming a cont.ract or subcontract. SL:lilurlyl' po...vmcnts and ~ost.s undaI'
an Arbitra.tion lluarcl are not allouabl0 c

I11cone frau Inveotaonta shall not be taken into nccou.nt in d~lt.e!"i,dJ.1ini;

r:;cnptu.r·able-·proflt: -

Insurance"
~

~J,J2!,..1 llonlos paid into .}o\rOJ"w'1ent fu.nds for compensai.ilon :Li13Ul:'I},nCo;;;

and not. pror:dUL1D paid or accrued for paymeli.t to in.GUrtUlC.':J
compa.nj.es for L.'1otU4 Ilnoo of' risks not found to bo anmt:.J.al or'
exceGGivEl cov~,!'a~o or inconsistent with reasonable nnd prndent
business practico are ullowable ita03 of coot G

r ,,3242 If tJ.w contract.or or Gubeontractcr asmwos its mm lmmJ:'!'~ble

risks (n) for compensation IXlynbl(~ to employ-eras for in.jul'i(~s

received in the perforf:w.nco of their dutiof.l ~ oz' (b) ..far lmo!:lplo'y;~eai~

risks in ,'Jt.o.tes or Gountrieo uherB 1l1sW:",.UlCe is req:llz"Od or (c)
for othor riska not found to iXl oxc(msivG or u:l.umml covG:.\.<ape ,nr
inconsistent with reasonablo and prudent bUBino~~s p:cact:i.G~)~ t,iwl'e
may be allot-Jed in costs the chargos set up for ~mch s81f- i:nt1l..u'O,tlO:;$
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1~:/ t.hB cont.r..':·,.(;''ti:?~'·- ::-;\' .'~.~.~ ".>(;,:rl:~),,~:~,,_l.f' ~ ,}.~ }, t. X'H,t"Oti r~o ;:, ::;.':;(Cf38C~.J'::::F:: :.,), 1(~

~'i"d'i\,~l ~F.' ,'j.rlJ;.~-OV'G-~l i~;-~:.~/~·"~; .:_.t.i'-;~_ T~.'~;." :{~O oornp~ulicH ~~O~ i.nJ,c:·~t ].J18\l:-.~'fi_.~~'.(~~·,:

r0dnee(1 lJ~'f OOnr)llnL:,~ :>;~11.:n.~O'"~;:t,y\jjl;:~. <~b.G ~~a.cqu.isiti.ort c:ostn \i, ,.0", eC)r:;~
"'11.... ~t-'!4if"in-· ".t::"""'~d ~·"'\.~·Ir:')r)"'''''''~·''' "\"j': L·~."(":""io("r.:~" l#"l.C:~~A} ~t"": ("l-'''''hh ~~OY'··"1-...o1,tr_:l'··'~ /"YJ"':11 o~.....u ..... J l..J'...t....t~ (.~J ....i'~'" ,I;.\lo.~tj'!..~ ",-v . ."". '.....·_~·..... w .. o\' • ~·:;~,h;~..-.;rg ........ ,t oWt...:rI. • .,.... "J_t.t--"'f"~. ~~_.~t,.. ~..; i._'.

tifter v.vine; effect to nU~l ~rf>6J.ts for safety p!'''O'J1.SiQDS jl 'eX: :':.,Ti'~n·YJ "
ote: " ,Cr· "Ih:l.ch the !J:ontructot" or sulJcontraetor ....IOu1c1 b~ f;lrf;;;'it),.£"I
in detcrm.in.ing such rat.os ~ but.. J.cwses actually au.sto.in£;d Hm,-;'!;! i·::
ch1l.t'0;0d oul;" to thf' r~H3CrV'er; croated b:.r Booh ~;a1f'·'in8P;rd.m::';; Ch:l.q~L': ..

) ,. J21~J If tho contra.ctor or 5ubc'OntrD..Citor aSSU1IlGS its. Oim inS11X'u;:<Lc :l.'5.;"l\f'i
n.n.d does not r scard clll:"!'cnt crUl.1;'geG 1:;0 opeI'ationn in th<,) m.:::',[l;U.;l"):'

contEiuplatod by subsection .) c, 32i.,;? t abO'l{ell looses su;:tta::'J:\(:'} J'20rL

:;Jllch rIsks during th.o pGl"form::mc.e of tho oontrac'r, or sni:,;;;;:onLr
8110.11 be v..l1oi"rable onI:! by' 51l(ih means mlc1 to such <:~xtO().t. un ~,;:;

c~qu.tt.able lmdar the cir'ctJ.mstunees at.tendnnt upon [\ !::;pc,,::~:LfjJ; (':,-un.

? ,. 3;:;,Vi' If the contractor or subconr,:'ilc:tor B,SSUl:':laS i tG O\-m. 1..'1;;:.1\\,,;:,.j,,!,

,1nd i 'i~s Pl"ELctice wi tIl rOGp·'3ct to charges therofor 1 S rAr.;fi.;
by tho princIpleo net forth In the r~)reeoing s'Ub;3e~·t,:!.oUB ;;
i,ho e~>nt:r·a.etor or subconi:.rac'wr ehe,ll submit the wrd:;r.,c::" t.o t'\!,o
C1iutrt.l.ct:tng Officol" for determination at the eiJ.r]j.i;";3·i~ pr.;J.c·;; i';;;ahl,c)
dvJ.ic iYfb:n" oxm:mtion of -the eontract or siJ.bcontJ:·E\.ct~ and
chargoD nbull h." tal~en into D.CCOunt 1.11 such mWlIl$;o' as o;;'h{) (;:)n!~'7;v~~,Jx'G

Offic0r si~IJl deto~~1ine~

2 ;.]'2/...5 Premiums covering insuranoo on ',he Uves of corporate Qffice:-8~

portmu':3~ propriotorsJ or other axe~u.tive3 Or' emplo:ree8j. dtm'",
the c:ontraetor OT' the sul:;contractor is the benef'lclrlt'Y d.1l"'!c')ct,l,7?' or
indirodl.'r,. sl'l'lJ~ not be allowed. in determining l'''JcaptnTu,i)le pr1)f"lt,c.

;. <,.32/~ .fi.oa~1()ru:l.bl€lp:rem11.1Ilm and othm- reo.sonable costa Of';!'I)'l.lp:l.J,iC';li1"O.':':;o
pluns cons'.stantJ.y OOministt:Jr8d aud :'Ln. ex.i.stonce (;In tn0; the.
contr8.C1. 0;,;- nuboontt·a.ot tInS auarcled;> are allowa'blB" 110 C'J::rt,s u.ri-de);'
gr:ClUp inauranca plans established a.fter su.ch da;\ie \;:11:1. h,' 1}.J.loL'~3d

unless ths plan is fipecj.fioa.1~ app;;"Ov~ld by thEJ i1Jn.tra(~t:;.u.C; Ofi'i.c.ell'" <.

, cJ25 Iu:i!~er~ ret,;ei,red,. pe.1d~ or /1f;,~cru.ed for reoeipt or paJ{lilfJlrr" w:LU n.c,t bo talr.en,
i.'1to ncco'U.."lt :tn determ.iI.l1.ng profit 6XCl3pt that reasonable <.<.lIlO\ltlt.n of' izrter.{"o'st
on btmlr. 1sJalls of: o. CQntra.ctor .for constrnctlon, recol1d:"i..tit:n·J.ng 02 :~~'Si<;on:~t.rtu,:·;

tion of e.. shIp obtained .for the ft"':.p.lr,e, or d:lt"counting 1::'.1.1':1..<;; or fcc cm"1.·Gi:'J,t
1dOl'ldng f'u.l'!.r:i13t 1DL\'Y' be allot/ad to tht'!: extent ath-lOOt.able to!) the eont.i]~Ll<:t;

poi.:rided5 that interest on such loo.o.s shall not ba allOl,'Gd unJ:'.wt:1 the
contractor shall sho,·! the nacc.ss:tty for such loans (;

Slmi1r.u-lY)1 in)~el'est on bnnk lor.mc or oi~hal' tJ-'"PGS of C1:)1lt:t'~,(~t0J:8 aJ'.ld
subcc:nxtra\,:tors 1,fo::" example,\' mtppllors of di:t'e<:ot matoriH.J.s), ';/ller!. dcc.~;.:~

to be reasonable and for the pm'l')()SGl anumm~ated. in too praeedillg: pro'flgraphy



sLtal:t bo Q]J.0'Jcd. ~W tb.o t:3Xt(H1.t ui~,tri1)ilt{?tblo to pcr:f()~:"'~,JLL)l'~G ttnL~,Bl~ tL(:
conl..roct o:r ~lLl.beoni:,.ract~ proYlcled. also that 8\wh loans nata!,,; llOt,

t.iJOn Di,~, nonths aft;Al' tiJe d,':\to of 'Umcl,V delivory of '(:.110 l<:JHt:, ,v\terl.:L1 ;YC

'f,1J:?oly p.;::r20rl:lnnCQ of tLe last servico, excll.l.u.:i,nC; prmri~~ion:3 (\f'I,~J(;';lt,u"Gntco

clatloa ..~

It jCl 1'01':0,'::1.11~ad t.hat in corta:!.n countries t.llf::CO is '" morQ !)xtnnD 2."'/0 U;:;9

r,f loa;,l fip ilcin.g, ra:thcr than capital stocl" tl..Y1d aJ..f10 t.nett :1n;.Ol:·;:;~;:~ \'c. i:':)~l

~:;",cnd to bJ Li~~h ~ and 1110 principles set forth in t.Id.;,; 6ubso~t,i 0:', r\:l.:; !:<~

!,'It:r'i\~U.:r u/Uv:JT> d to!" 011'100 9 !'AS a genorrll rtl.la illLr.H·G:~;~ :l.i:J cc"v:;'l.d;);::i.;;( a:: ",
c!.b'r::;() re,.S: tLw WF: 01 c::tpltr:11 and t;S Im.cit should 1;0 t""..(,J.'n :';:':',./'O <) f ':.;';' 1"; L"<

()f t,;2(; pI'orit factox',) Among cl't.hor factAJrs to be cO!1l..1.'Ld.m~ed U'J hi
"'C)"';:gl"er;S pr..;y1TteJ1't;f:I Uli0.0T Q, contract <),X'(~ J.l:'aquent.ly nndc: by tiy\ r!:,(~:;1. c',: c::~

f,;:!.,,~t:}·:'1 :tt slJ,ou.ld not 1)'.) n.eccG;:)l~rry to in-CUI"" a.n;{ ~U.l)3t~(.urL~.J:tl {J,~~,1,C'"(Xl)t '!.ti :l,~~j:-,(~;.·'·:·"-:')';",

:?r~,\.l~? t>! ·iA.~~a:(,. (>J:(f;:!:r~~l.c~t,~ It in ;J,lno f~el t t.J1D. l, a.l101:,i.1.Y1C0;(1 ;siJr:HJ1~3 fO{.{)'t Di:~1 ret·
~,.~"~Le1~'i·~~~]t C:'t ~})rs~ G~oV'eJ:t:nlorit, :l'lll1d3 't'lnlcLl rnir~t~t 1)0 J",-O~Ul~::l t,c: t}:r'! f;;tJA:"t'i'. ~'~C~~:',::;,',' C'~\',;~

:;,r;1:b(~i,)·,j·L!~J.1Gt,OY ~:;ii:.l181~ dJ..:r-oct,l:t 01~ 1ndl.:roctly t.l.J.:t"Otl:'~)-~ oi,;,h.CI t
;;.' .<~,., 'C"-,~.':Y\':.' ".~ L}");·'

(Jr" flL\Lti1C~J(.~~ ehnnn.ol~~f n.ricl f'ltl~tJl~'I'lnOrt"l~ t~,~-:Jt tho Q.oYJ\3:~:ni~'io)<~t, ·51J.c:...~ld
Cii:doQ.vor 1;,::, ;),~s ist fl.':l lllt:iC',h m~ p03sfble in r)e.kh.ig rUll::h1 o,vai::_Q:;;,lc"

'IO' tLB 'Jxb:mt interoot ls ckrGert?l.ined to h$ aD.oi"J&blo? t:.ho 1:1
,;·..~J:,~B mo.;;! be ::oeognizml on a.'rl iriClividnal ~aoc OO,S:ts pro~,hled ;;HC;;l rL\':·",5 ':~G

fl(;t, oZ(;('I-.:.'d tho local :tn1,:)[; of iD't.<arcst PC1·~~ini..'lg in thl"J e.:t'·cn Cl~~ '}10

contrac:to.r 0/: :::nJ.beo:cr!;'!'nctor"

tTl~;)~lf)HctjlortG ~l5...t.b, su.br~ ,tdinr~l ~ ~'lf'ftl L:rt.ecl ol't eo:nt~eoll(;d f:,orn.)!.u~ti'JB i:.\(lVfjl:"Jj:.~:

;:itltorl:11 f')Ul.."'C;·J.L1.i]8G 01"1 tJ;\:1r\GfC;C,3:: ~1crc l.C03 ~ expe.ru.1(? (J.IJ~oe ..~:tloj,)n ;J)~ ,'),:1';/ () tt~c~.r

typo of (;[i,I..L}) must, 1::'0 dtoclo~1od full,I < TilO not D.J.1.rAlnble (:tyd: of ;atc'>"
{,1ornl)LlJl;Y tl~.:tr!~r~(J..c'tl~t\}!lS .mt:\J,'- ~..ot OXt.~oE~d. tl.".lO COfJt, c:e c,~)rJ.pn!l'~! b.l·~:: tj:\_ood~~ C\\~ ~·'~G.2~~J';l e~sf.~

tram t~1..·t!c!~nD.t·i1.rc ou"r,si6,f) fJom"J(";1~n.i

k~~g1?,,;'~~lJr.L2.E20~~:~'9s~..::£12n.b2]: (, ~~ iI,ho fol1o"tJiJ.1.:~ In ;·(~~or!e:I,~5. ~1:~~ r,l;

gu i{l~l ·;~O tJ'::!;; ~l£ttl..tro cf~ (,nq)E~nr~(-~n lnci{leY1L(.1.J~ ~tC) l-~~H.rl(\Li.lrlL: C(~1~i)JT1.!):1i'~)n

lji1J~ 'j,",<') l\?'~~:o,.:rd,t,(l ;'-1.~; not ~r2{(~e~'·\u.'l."l.r0 t11;(1, G(~j.G-cq~uo·::·i~::t;T;~ i:~.L~t)J.'lt;,cub,.Lu tl.1

C();3tG ..,

:C,"'.;. ri~~tM".. l!;.H.l],n.l~ :tn4-qt~lrlcGL-; 1,]l.u~1~0 t1 1}ud.;'.~ot, OX~ ;~\ r}j:~.~n~;;;:\,)J.;, fo:~:

~ lt13 h(;~)rl [J.Pl,~l'\.~·(led b~r t..lle~ C;ort'tr·e,t;tJ...J.1g offie. :"';:L

~;Jitll :cc~apc~<,~t t~l{Yt~to i1f.x~ltJ 'bc1~:;n Ln~.1ucd l>:l t~b.(~ C,Drrt,!~.c~,ct~IJJ;3

"bud{~c~ t:1 r;1:-nC:l~..'!:..''':t1 O.'f:~ :LrifJt'.ru,ct2.()L'HJ \ori11 C(}1}'f~·r':(i,~

\ {f;.:J l.ll~ ';

!.J.':s.~; ~~"X~·U.C <,...(::..J ,;~,

III otJJ.';~.r~ U~3.~GD, n::iQ.)Ol1.G8S D.O"t rlecr:lcd to b() o::xt;(~GCi5Tf:~ ~;,!'oll1d i~..'1·,~lrr.d.(; 3U.ct.
itOIJ1S ::.lS ttt:~: -nr(~et:i. ..on. of" 1.D.UXlchi.r.lg ;)l;:ftl~(,;!'la a.'r.td d(~cort:rti.or;'J'j1 f.Yi:·Jo'Gt~-rnD. tL;_)r~t

Vl,t:'") o~r" pu,1Jl1c [.l<JdJ:0CS S~?ct~Ci-)j' (~~~xi..st("j!),ll1{: ClU1IitIX:1L;J:O lind r)]:'le,p(,"t:-.~[1t,'~~o,;.~ ~2:~C

-bottle;.' btl'~, \~JollJ."d .f.lt)t· .1.11,:;111(10 0:-~p(rr~sr,r.~ of 1~0C·!:;·~IY~1c;.n:l bn.n.(1uot,i;..~j ·~,.cru'~s':·;'OI~,'~~,tltt.c;r'_

er.~t,fGI,.,t..;~J..1!raGn,t) o:f ijUJ")!;lt',G;; SP(~Hl.nC.l~fl ~~ gj.,:tt:, :3..ncl 'ot~},~:'(C' J:rjG 5il~~~~:~I.·i.~cJ,'~:,:;>-:·/nc(~:;t.



t~~)~:t of in?lt!,:~.t~iG~/l~ C.l"1,,; \~:,1t .. ~.J~(}' .~.'

C):>l..1tr·.~lc'-;:·i.'~'2~ OfJ.)i.~:'::r 111 ;::·.PC(

:', ::'j,'D~.;;-V).;~U-'(}:\~ r.:YJli ::1 L"< (~~-~

Q :>~: ·~,'(r\·,r), I'~: t)

.. -, "
,~:.i~.' ;'J-')'~:.~';.;

J,J,i; ~W..d~.,!i~d ~'l,gRg pe.ld 1:1'[<1 COI1::J'~,('t·:\;· C'l' sut~~{;l):rf,raetor f:..;r f!t5.1,})',;:; ,;
"PlCc:r e01).;;~ct !)r subeoni;x~..c;i; 1·C,~,)_'i.."07;t;)nt,:'1 L!.l·e not ul1<'1wnblc CO~'>:.'
r~··n.'\fol"'Taa.:nce (~

.)~~() ;f{2I~L~JJ1&I'..Contl"~~..9...§11.~1rAW~ " losses incurr(~('t '.l.~V·:::':' 'it.
e':mtracts Ol~ subcontracts or in l'9DpeCt of other ·..'Ork p.ra U;.."it 8.1).0',;,;..1:1.(; ~:.C)

costa 0:1; the .~traet or subcontract in question.

)".3.30 .L~n.t&t'»~Jij uhich are of suoh a ootl.u-e and m:<.nn\;t'
undor p;ol1erully accepted aocounting pra.cti~e are chiJ..re;eaol::.:l to d:2.;.').":.':;_'.;.).:5,<::o'"
X'eGel"";) 01' eap:ttallzod IlUlY' not be taken into accow:t except thi..'oJr·:·:p·,:.'P'(l~

Ghrtrges for dcp.t'Gciatio!).Q

~" -<331. ~'~t~~~ ~:!".\ '(, Ll:aSaS \J'llQr'O £:1 c:Ol1Gr I D.c"tor n:~J> s~lb'·
:.;ontl·actor m.t:4"lufactm-as for stores or for direct Chro.>g:3 t.,) [!, C·~~)~J,:·.·::; ':,', ',')l:'

wJeent.re.ot 5:oomc ::mch as rivet l3 , paint, l3,cet';'lrlene, (r~c. ~;}t\c:h .L-v'·~"·':C:';'"Y

be oharged upon a fixed pr1ee baslo, provided that proper a;iJ'w:" :0; 's: ii' F

mda to sueh clwrgoa at reasonabl.r fr~~quent acco1l>.'1twg intm·...n::.1::: w~; ..;" '(,;:,
raf'laot their actual cost.,

, ,332 ~~1'J;1t",:h912, Q.lld U~§1iqa~~ll..lZ,D£~·~~Ji'. 'C, Ousts lncidcnt ~,C' 'f~h8 L':C'f:c:.',;iot::'
or refinancing of corporat1onl:>~ p<-:;rt.:. ..crsbips, or px'o[JI"ietor:!}))ip::J :;','C;' Ui;;

the 18suan~El of oapital stock~ bonds or ot.ber secux'it1.e;:.; kzcs:: [.:In tJki t,jS1W

Ii&' transfer of: securities. diaeounl.-s on securities BOld;? bDx:..koZ'El:' c::r.:~1::~:~O:lons t

or other lll~e finU11C1al cost,s, lego,l and n.ocounting focl] inJe,,).ved ;;';l

developinG orsan:iza.'Gions or roorganizatioU3,. shaLl not lY.o <.,J,lo"cd in
detsrruininl~ rccapt.urub16 profit,,,

n "J33 Pm.lal~ payable by a contractor to th,8 Unitad StatGB :'~(.vox·nmEmt 'Jh(~-th€".J.'

suoh payment be orrectod directly or by clcduetion from Gun:; otheF4 r:l0

pay-ab16 by t he said ao"ernmant to the ,'mt-ractor, eball not ;.J(~ a11o,roc! ,

L "J34 Pilijfjiq~.QR,d l1§;!t.k~ to omplo~3s and payments made i.nto, trll;~t"

funds for pension and rotiremen!i P<:itposcs provided that such t:,'lWt funds
are alicnatGd f'r.om tho contractor: S o\.morship, may bc allo~md is~ tho
dEfGtn'Illi.n.!.\.tion or rocl.lptrurable pro fit" In overy case the pa;j!ll'mltJ must h3

roasonab1e in umO'Wlt and c:Qn3is1~0i1t1y and oquitably di"tl'i.h'utGd, ..

In certain. caSt:ls such costs are a,~crucd on the books oi' t.b.r; C;)!l.'t;:-[,t('.'1'DJ"S

bIlt aro not, paid in-to u trust i\.md ll nor:1ro otiherwioo f".ro.ded,. iilt:111!.utr:,
~rlt is;; ",her-afore, dopendent upon finan(d.c~l Gclve,ooy' 0 r tho n.:J:c1.;:\.t"!~1:.,-t·

tiompany 0:(; t.he time the ~ ..qment is d:ue; hOi·lOvor, in some (;(,Hi.:vt;J;~.cc;. ~.,n C;':Sf3

of a company~ s ba.nlCl:"Uptuy~ tho retiring omployeea take p1'6c;:cl'dr:c;>o:: ~}Vor ~11

t;rt,oor CU"tKLi.tors, including nationnJ. t.tl."l:9S" ..'l.s those :PDY"d~n;i. 8.::'Z. :c:' ·=i;J·J.:tr'~:d

by le.ir, it is i'elt tho.t they must 00 trt~[ited as al~LovmbJn ~·.ast.G., ~;,:,'~n
baaing the eonputut1.ono r the G'stim.rltes must 00 rca.Ust.].c m:'..l i:;C".:1.02·r·r~i.:i',:1..I:C).



.;;,~'L~E!9~'~ 0.: C:h.al·;:~8~1 ·C'c·ut:lt5.Jl'?; ).11 (; \~·,t\··;t.:LCll ,)r il'Lt~r'~·~.:'1·3() ()i l·C::~ur·H t ,'..'J:

:;OilG!'lll contir.t;_:~en~}J:;:J or O-~.,!il~,)l:' '·:I:'j;-;eJ',l~rt"G tltie}l 0.1"0 not l:'l'"'Cl)~::~!'l~t ~;~~r~l"'· "'lE'

to current operations f3ho.Ll 1J.:jt he a110\1011"

J,n no-at case:1 rOY"Illt,Y expense in connection \,fith 1l1L1t0r:L~1 CQ.' ncr."
:i>1.rrdch8<l u.ndoI" 11 contrac't or nubcontract is not properlY c;:G~",/'r\':>.n

jnJl~jnuch ac tJ~e United SUitee GmTnrnmon:b or the CkwCI'n;,le:'~J ofLJ>::
oX" :;mbcollt~raetor I.iay J:w,'//) a royalty Iroe J.i.CG1Hle f01' f.j':ell l:J VH'::"'J.
oquipmOl'it,., If rolL'lblU'$SIDont for ro;/c1t,i' paymonts LJ ~,() Lc:'-::'c: 5.:
'J:'C'J-:>,lty ~t:'~l"eonentG mU3t btl :rCfC:Cl,.,rj to the COl1tru.GtiY'lj; c-i·ri.,>~;·

i~'!,J.~2~~!~i}E ~ <",' 5,s'l,n.ry i.s COlwtru.Brl In its t)x"oncloat SG:\1[~:Cl -ilo LI\(;.1 \_:.~ ~o tl ~'''U_; '.Lt ";:.") ;',

d:'nx~tOl~i~" feo, and all other fOl'illn of OO)llpeng8.ticx:!~ Chn·,;,.:; 0;:

lor :)al~i"!ns~ ;fcar-etlC 'IxHlunes v \te.catiDl1 pa.y j! or otJ_t~;I" CO:T~P:.'~:lS~_:<:,:i..cl-:! .:ict
i\c!;D.:l11.;; patel att..IJ.e dato of com;·,lct.':"ol:l of t~ COl'rJ:.:r1J.C\·, Q1' [;)1.' >::.c;)"~'~:'(-!;:;,; !'le' i..

1x:: [lI')! 'J.'O\!cd b;V tho Gontrl1cttng Office,!, .:1:J to O'<llolmbilit J' <I

To b) [ljlOlmhle an nli clouont. of coot oJ: ?T~v~' C(m;"L'a'Jt,;:\~ ,0', 1
t;C'JiJi:x'l1ca(, ton paid to DJ.\Y one inui.vic1w.ll r:llJct (}3 rc::wC)rl'.'1,bl~ in r)I,; '.cr tc
Lj,.n :CG:~lY~Jf~fJ.i·bi.litico1 tiis ot·m o:f7ficicncy, n.11cJ. ..t/5irrL. llf hi.s o~~:-,?/l~.~~.~t"~~t)tlc;>;:~ ;;.,,~-~;.(l

"ho G~!ntH'u.l l!:nrel of <:;omlJel1SQ'tlon for lil.~o 8m-vices 1,0 Oth,;Cll' o:nplo;,"0.r'.;'
sl.m.ilQC :~L,o or kind of' husillGr.;:; in tk, SOl:lG eountX':;, or ;{'('{(Lnn

Serau is SUdi l:1:lt.arial 1lfl is nroduced <turin,,; the COlU'cl0 of ,xHlstructLcl'l e1"
~"'''''"''_-: ... " L ~ _" ."" .".
f'1w..i!.l.f:.(Cttll'El a.ad nav:U1g only ~cra,) '!:lJ.U.Cl and snoultl noT. ;){'j con::l."::ou :rH),
~,):{C(~:3:: :~)lite.clt)l (GOO subsoction ? (317)" Scrap mU:J t be cro'i],tc'r' n LLlJi:: p::.":LCCl
olJ'~,o.i:tuJ u1100 solds or' at t.:,lO current r,wrkGt prico 5,f WJOU b:r th(~ GG~'. ;~:::;~,c:':c,::'

or' fiu.bcoJrCCLlct,.)r or holo.. for OQlo bG~l'on.c1 i...u.c pel~i_o(J of '(4,:).(:':: 1:-~)11t.r;J.et< or
cli'LICOt"li,r:lct ~'f Pl'l~]ct:l(~D1)~LO:l tJJO o:cedlt r;~lotl1d be i~.::i~jQ?~ to t,;.1{~ jc~L f<t·:~);:.l

t-lll i.e-it ~~b.:_~; JC..t""2P \.;.:\:9 deJ:.iliv9(1~ (rbl~Jr,,!5...so crodiL s!1.culd be eiVOil

() .1...::! t:ciLH) :.I;J.liJH OV6:rjlC:,~J,d. at rtJ.:1,r;olu:lbly fr.r2'qucHlt ill'iA;n:~t;Vnl~~_1

be iLl11" E'.J~);:)n.ij(1:j· GG!i,'~r8.11'!, O:XD~mG'::3 h!ctrr
r~>:""""'"~'__""'~<r.·...,.""""" ·~ •.
:)\.":,-/\-}ll(: L[5 <) C {; CCiYttrnctor tLj·~o'.J..C:h llGu.a:, trade nnel l)tl:T.:in.o(;£t (;.L~Jl;1~':<t:3 :CJl.(~

;"\ t.~.;(,j(~;":~ :21"q not X6~)"}[w.'Jd0(1 as a.l1c~1ablo C()~1t~S u\1dox· (~orrL~-.JtV$t.-.) ror' t~'~-LO Jl>l\);~~[lCrn

t ~~ ... C.!..l c.~~-(P0.n30S ~·,J::~e rlt)t :f"nel{}:-)tl'Cr t;o or neC;]~JGB.r'~! in (1(~i.~1l.! '~,'ilr:L131~:';;~;f) \]j~
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.' STANDARD FORM NO. 84

/ --Office Memorandum · UNITED STATES GOVERNMENT

"V TO
Mr. Bannerman

DATE: 23 Narch 1960

FROM Comm.ander Malloy

SUBJECT: Contract Cost Principles - Recreational Activities, Al101labiHty of
ASPR 15-205.10

I have looked over the attached memorandum which recommends a change in
the Contract Cost Principles with respect to the allowability of certain fringe
benefits, particularly those offered in connection with the recruitment of
personnel. To the best of my knowledge, the type of cost here in question has
not been shown to be in any way significant in amount. I am opposed to making
these minor elements of cost unallowable just because it may be difficult to
determine reasonableness in a given case. For my own part, I see nothing wrong
with fringe benefits, such as a membership in a country club, provided the
over-all compensation is reasonable, taking into account the country club
membership.

I understand that this point was raised by one member of the Committee.
Hence, it is difficult to understand hOlT llthe Subcommittee ser:Jously questioned';

,:.,'--Jur practice. As a minimum, vre should aI-mit the subcommittee report to see
~f this point is even mentioned. Further, the general statement that we made for
the record is pretty indefinite and requires no change per se in the cost
principles. If we set a precedent with this type of knit-pick, I donlt know
where we will stop.

At one time, the Secretaries agreed that individual cost elements "i-lould not
be made unallowable unless there was some compelling reason for this action,
such as the public policy aspects of entertainment expense. In other words, it
was agreed that we \vould not solve problems of "reasonablenessll by administrative
fiat on our part. I realize that our current principles have departed in some
instances from the above principle. However, I hope ~le Can now hold the line.
The item here under consideration would be a flagrant violation of an excellent con
cept.

As to Al's solution, it could well raise problems of race discrimination in
the South (by the words "for the benefit of all of its employees"). Also, it would
require that certain facilities, now restricted to executives, be made available to
all. This type of expense is so minor that it \.J'ould probably only be dealt with by
auditors on the spot. In the event this type of fringe benefit became a cost problem
and the question of reasonableness became difficult to determine, I would think that
some coverage in an audit manual might be in order.

If you still desire this item to be processed to the ASPR Committee for
consideration, please return to me.

Attachment
Draft Memo
dated 16 Har 60
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

CR
SUPPLY AND LOGISTICS

25 March 1960

HEHORANDlTI-i FOR THE DIRECTOR FOR PROCUREl'lli;Nr FOLley

SUBJECT: Contract Cost :Principles - Allo\.J"ability of Cost of
Recreational Activities

Pursuant to our recent conversation, 1 have looked into the
question of the allovlability of certain fringe benefits, such as
recreational activities~under our cost principles. I understand
that this type of cost was discussed during recent hearings before
the House Appropriations Committee. Certain Committee members
apparently were referring to some recruit advertisements which
emphasized to prospective employees the availability of company
paid recreational activities, such as a country club, as an induce
ment to join certain companies.

Our new cost principles treat with the subject of cost of
recreational activities in ASPR 15-205.10 which states that lIreason
able costs of health and welfare activities, such as •••• recrea
tional activities •••• in accordance with the contractor's estab
lished practice or custom in the industry or area, for the lirrprovement
of working conditions, employer-employee relationship, employes morale,
and employee performance, 9::r-'~ allowable. II A1though the new co st.
principles are somewhat more comprehensive in this area, this type
of cost has been recognized for many years under our old cost principles.

You have indicated that several members of the Subcommittee raised
questions concerning this type of expense. I can only presume that
the Subcommittee members would raise a question about this type of
expense if it were unreasonable in amount or scope, or not in accordance
with the contractor's established practice. In this situation, we would
share the Committee's concern. This is the type of decision as to
reasonableness which the auditors constantly face in their day-to-day
work of certifying costs under cost reimburse~ent type contracts.
For the most part, expenses in this category are quite sm~_l and very
few abuses have ever come to our attention. The usual situation can be
illustrated by the practice of the United Shoe Hachinery Corporation,
located in Beverly, Mass. The Company has long underwritten a substantial
portion of the expense of a country club, having golf, tennis, swimming,
etc. facilities. This club is available to most of the employees of the



Corporation. Although dues are paid by the employees, the charges are
heavily subsidized by the Company.

With respect to the mention of the availability of fringe benefits,
such as a country club membership, in recruit advertising, I can see
nothing vITong with either this practice or the sUbsequent payment of
such a fringe benefit. This presumes, of course, that the overall compen
sation of the individual is reasonable, taking into account the country
club fringe benefit. I would be very opposed to any suggestion that we
declare, by fiat in the cost principles, that this type of fringe benefit
be unallowable. In my view, jt would be a grave mistake to solve isolated
problems of lIreasonableness" by an across-the-board disalloiolance.
This type of narrow approach would endanger our ability to make good
use of the new cost principles as a con~rehensive document; ie, in fixed
price contracts.

I have discussed this matter with Itr. Kilgore who has agreed to alert
the audit organizations to be watchful for abuses in this area. Beyond
this, I do not feel that any other action is either necessary or appropriate.

~.NALLOYU~d/:'SC, USN
Sta:ff Director, ASPR Division
Office of Procurement Policy
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February 7) 1956

The Honorable Reuben B. Robertson, Jr,
Deputy Secretary of Defense
The Pentagon
Washington 25> D" C"

Dear Mr~ Robertson:

The National Security Industrial Association~ on June 20.1 1955, submitted
to the Department of Defense its comments on a proposed revision of Part 2 of
Section XV of the Armed Services Procurement Regulation dated March 23» 1955 in
which objection was expressed to the current and proposed policy of disallowing
interest and other financial costs for military contract pricing purposes as proper
costs of doing business" That the disallowance of interest is inconsistent with
generally accepted accounting principles and practices was fully discussed in an
earlier report on this subject which was presented to the Honorable Charles E. Wilson
in a letter dated September 3, 1954, a copy of which was attached to our comments on
the revision of Section XV of ASPR~

We now wish to supplement these statements with the following additional
comments on interest which we believe merit your further consideration in connection
with any review of this problem

In order to ascertain the probable position of the General Accounting Office
relative to the allowability of interest on borrowings, a meeting was held in
August 1955 between representatives of the National Security Industrial Association
and representatives of the Comptroller General's Office, including the Honorable
Joseph E. Campbell, Comptroller General of the United States. The representatives
qf GAO indicated that no ruling had been released by the Comptroller Genera1 1 s
Office requiring the disallowance of interest on borrowings except in instances which
have held invalid any contract provision, not specifically authorized by statute.,
which had provided for interest on delayed payments by the Government. 2 Comp,.
Gen" 181 (1922); 5 Comp. Gen. 649 (1926); 22 Comp Gen 772 (1926). Cf. 27 Comp
Gen, 690 (1948). Interest referred to in these cases i~ completely distinct from
interest en borrowings here involved.

The GAO representatives indicated that, in the published rulings of the
Comptroller General_ interest on borrowings as a cost had never been questioned;
that the GAO, in carrying out its responsibilities in determining whether government
contracts were properly negotiated and administered) was guided by contractual pro
visions and controlling regulations emanating from the Department o1-uerenae;-and~

thatt"hey-woiiIa.-notoppose-a regulation which permitted reasonable typeso.F"1nterest
to be allowed as a cost in certain situations. It was also stated t~t the experience
of the past ten years has indicated a real necessity for borrowings to finance
government contracts and that there appears to be a proper place for the allowance
of interest on bor.rowings in reasonable circumstances (Permission was granted by
Mr. Campbell to refer to this conversation")
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A brief summary of legal references, which seem to support interest
allowability is also submitted for consideration.

(a) The disallowance of interest on borrowings as a cost is
inconsistent with the requirements of fede~al statutes
applicable to contractors. For instance, inte~est is
accepted as an allowable cost for tax purposes under
Section 163 of the Internal Revenue Code of 1954~

It is also recognized as a cost in Renegotiation unde~

Section 103(f) of the Renegotiation Act of 1951- It should be
noted that "reasonable interest, not in excess of 4%'\s allowable
as a cost under the Vinson-Trammell Act when paid on indebtedness,
the proceeds of which are used to acquire additional equipment
and facilities for defense production or working capital to operate
such equipment and facilities. See LT. 3400, 1940-2 C,.B. 415.

(b) Interest on borrowings is also recognized as a cost under
ASPR 8-402(b) (14) in settling terminations of fixed price contracts
and ASPR 8-512 authorizes its inclusion in settling the termination
of a cost-type contract when not inconsistent with the reimbursement
provisions of the part~ular contract.

(c) Allowance of interest as a cost has been expressly authorized
by statute~ The Judicial Code (28 U. S. Code Sec. 2516) pro
vides that "interest on a claim against the United States
shall be allowed in a judgment of the Court of Claims • • •
under a contract expressly providing for payment thereof."
Under prior legislation which is essentially identical
(as codified in the 1948 Judicial Code), the Supreme Court has
construed such legislation as authorizing the payment of interest
on sums due and owing by the United States under a contract
expressly providing for such allowance. See also United States v.
Thayer-West Point Hotel Company, 329 U. s. 585, 590 (1947);
United States v. Tillamooks, 341 U. S. 48, 49 (1951); Ramsy v~

United States, 101 F·. Supp. 353, 356 (Ct. Clso 1951) 9 cert. den.
343 u. So 977 (1952)*

(d) The First War Powers Act permits the allowance of interest on
borrowings as a cost without regard to the provisions of any
other law even if any other law which might be existent caused
doubts~ See 40 Ops. Atty. Gen. 225 (1942).,

(e) Interest as a cost has been allowed by the Armed Services Board
of Contract Appeals. In Hughes Aircraft Company (ASBCA No,. 1933)
(1954) the Board allowed interest as a cost under a cost-·type
contract where ASPR Section XV was not incorporated by reference
and therefore did not controL In Hayward Wollen Co.
(ASBCA No. 1580(1955), the Board allowed interest in an RFC loan
as provided by contractual agreement. Where there was nothing
specific with respect to the disallowance of interest as a cost
in repricing a fixed price contract) the Board has considered ASPR
Section XV to be inapplicable to deny such interest and interest
was disallowed only because there was nothing in the record "which
would serve as a proper basis for the allowance of interest."
See Edo Corp., 5 CCF par. 61, 243 (ASBCA No. 670) (1951).
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Where specific departmental regulations~ other than ASPR
Section XV, applicable to contracts have disallowed interest
in repricing a fixed price contract} the Board has followed
such provisions. See Rainier Incorporated, 5 CCF par. 69, 519
(Army BCA NOe 1733) (1948); Swartzbaugh Mfg. Co* 6 CCF par, 61,
479 (ASBCA No, 792) (1952), motion for reconsideration denied~

1953). However, in a very recent decision of the Wichita Engineering
Company (ASBCA 2522) (December 1955), the Board in setting forth
the current policy of the Army (as set forth in Army Procurement
Procedure paragraph 7~lS2, and in Department of Defense Instruction
No .. 4105.11 dated 23 November 1954, which applies to the administration
of all ilPrice Redetermination" articles) stated "We find no prohibition
against the inclusion of interest as a cost for the purpose of pricing
fixed-price contracts, including fixed-price contracts containing
Iprice Redetermination I articles~, in current regulations (Armed
Services procurement Regulation and Army Procurement Proceeding) and
the Government has cited us to none" ThU5to the extent that the
decision in Rainier was based upon policy as ffit forth in procurement
regulations, it can no longer be relied upon to automatically exclude
the allowance of interest. Ii At another point in the decision the
Board stated "We see nothing in the above statement of policy that
requires that interest be Idisallowed, I or permits it to be
•disallowed' merely because it is interest"

In view of the above supplementalY comments and our previous statement to
Secretary Wilson, it is respectfully requested that consideration be given to rede
fining the position of the Department of Defense in this regard to a basis consistent
with that recognized for tax purposes, for renegotiation of military contracts, for
terminations of government contracts, and with generally understood and accepted
accounting principles and practices~

It is recognized that the allocation of interest to particular contracts
will pose certain accounting problems. This association will be pleased to send
several members of the Accounting and Auditing Committee to y meeting you or your
staff care to hold in this regard.

J, K. Richards
Executive Director

.
JIffi:phw
cc: The Honorable W~ J~ McNeil

The Honorable Thomas p. Pike

Enclosure: NSIA Accounting and Auditing Committee
membership list.
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June 4, 1956

Mr. Loyd H. Mulit
Director of Requirements, Production and Distribution
Office of the Assistant Secretary of Defense (Supply and Logistics)
The Pentagon
Washington 25, Do C.

Dear Mr. Mulit I

The National Security Industrial Association greatly appreciates the oppor
tunity granted to review the revised draft of the proposed revision of Part 2 of Sec
tion XV - Contract Cost Principles - of the Armed Services Procurement Regulation,
dated April 20, 1956, applicable to certain cost-reimbursement type contracts. It
also appreciated the invitation which was extended to send selected industry represen
tatives to the joint meeting which was held with the Department of Defense in the
Pentagon on May 21, 1956 for the purpose of reviewing this draft.

At your invitation, we are submitting below comments made at the meeting
supplemented by the detailed presentation in the attachment on major problem areas of
cost and recommendations for their correction. Because of time limitations in making
this presentation, attention has been directed to major issues only, although there
are other areas existent where the problems encountered have a less broad industry ap
plication. Comments were submitted on these in the statement filed with Rear Admiral
Lo Ho Thomas on June 20, 1955 on the draft of March 23, 1955 and are applicable to the
current draft. ~~

Our industry association is very much aware of problems existent in the
Department of Defense in terms of

(a) The development of a satisfactory set of cost principles which
will be acceptable both to the Department of Defense as well
as to Congress,

(b) The prOVision for proper and adequate reimbursement of costs
in connection with cost-reimbursement type contracting,

(c) The development of uniformity of treatment b.1 working level
personnel in the application of cost principles, and

(d) The prevention of abuses or their minimization to the
greatest extent practicable.

In attaining these objectives NSIA is desirous to be helpful and construc
tive. We have been appreciative of opportunities afforded us in the past to discuss
various major issues on other Sections of ASPR and believe that a joint government
industry approach on the Cost Principles could result in a revision which would be
mutually satisfactory.
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I. In comparing the current draft of the cost principles with that submitted
to industry for co.rnment~ dated Ma.rch 23 2 1955;;> we believe that the new draft consti
tutes an improvement in the following respects8

(a) There has been eliminated the requirement for hindsight
judgment of military audit persormel and contracting offi
cers in reviewing the "exercise of good business judgment
in incurrence of cost ll by management o (See paragraph
15-201 0 2) Obviously such a provi.sion should never be made
a part. of a document used for cost determination o

/
(b) There has been elimina,ted. the 25% Government business fac

tor on the allowability of Research and Development Costs
and Compensation for Personal Services which would have
arbitrarily discriminated against contractors with more
than 25% Government businesso

(c) There have been general language improvements throughout
the draft the obvious intent of which has been to clarify
ambiguities existing in the previous draft as well as to
reduce the necessity for implementationo

'..-..----

Even on these points~ however$ we do not consider them a significant enough
improvement over the existing Part 2 of Section XV to warrant publication of the pro
posed revision in the very near future,? since the existing cost principles provide \.
greater clarity and afford a basis for a more uniform treatment than is reflected ~j

the new draft o The release of this proposal will multiply current contracting prob
lems being experienced by the Government and industry by causing delays in contract
negotiations which would be cumbersome and administratively burdensome as well as
disputes on the reimbursability of various items of cost many of which will only re
sult in appeals to review boardso

,
/

/ii

Principle shortcomings of the new draft,? most of which have been carried
over without alteration frorr. the draft of March 23~ 1955 are~

(a) It fails to allow or it allows only in part some 29 items
of cost which are true costs of doing business and which
cannot be avoided by contractors merely because performance
is under a cost-reimbursement type contract o (See Schedule
A attached) In this respect 9 the draft actually amounts to

.a major expansion of the list of unallowable costs as stated
in the present Section XV o Many of these provisions are not
only inconsisten'~ with current cost allowances which a.re
being experienced in the field by contractors but they are
also inconsistent with Ilgenerally accepted accounting prin-/
ciples and practices"o This represents an unjustifiable .
disinclination on the part of the Government to share in
normal costs of doing business through which the Government
derives clear and demonstrable benefits o Most of the
expenses in the unallowable categories are normal regular
costs of doing business and contribute to the productive
ability of any business enterprise or '~



In order to attain properly the objectives stated above£) the following rec~

ammendations are presentedg

(a) Any S6t of c03t princ.iples should recogniz,e the ~e costs
of performance under a cost=reimbursement type c ract.

(b)

(0 )

The allowability of true. (Costs shoiuld .;e be s'object to
shadings 3 gradations~speoi~~ circUMs ances$ nor should
allowability be conditioned on the ability of the contrac~

tor to negotiate spec1.al cost allowances into individual
contracts.

The principle of cost=reimbursement type contracting is'
that the contractor will be reimbursed for all elements_..o.f
cost. Because the contractor is presumably guaranteed such
Cos't~reimbursement~ he is regarded to have assumed a limited
risk and accordingly he receives a limited fee. In actual
practice" however 9 fees of cont.ractors in cost~reimburse

ment t,ype contracting are being diluted to an unwarranted
extent because of t,he failure of the Government to recognize
true coats. Contractors are therefore assuming risks' of
performance which are much greater than those ever intended
under this type of contracting. The low profit rates ex
perienced are far from being commensurate with the skill and
engineering Itlmow-how" which industry has been contributing
to the overall Goverrunent program.

(d) Uniformity of treatment is best achieved b.Y haVing a simple
and clear cut statement of costs whi,ch are allowable and
those which are unallowable. Gradations for special curcum
stances and the requirements for negotiation of special
contract provisions tend to defeat the uniformity of treat
ment afforded by a 016a,1" cut statement of cost principlel!lo .

(e) Abuses can best be prevented by the application of the normal
tests of reasonableness and allocability~ and the disallowance
of unreasonable or improperly allocated costs.

We are grateful for the opportunity of presenting these comments to you o
However, we believe that there is a fundamental problem of Government relations in- .
volved which results from the lack of general understanding and agreement between the I
parties involved which will never beaiss61ved by-'an excnange cif' corr-esp'ondenoeo i

Although it is recognized that to some degree this problem. will always exist$ we feel)
strongly that a great deal can be done to narrow down its area and magnitudeo

The basic ideas back of same of the cost principles are good D However$ the
current draft has failed to accomplish the stated objectives because of the failure to
~derstand adequately the problems of both the Government and industryo It must be
pointed oii~-~many-or-€lieTtems beingtreatedfii-Par€"'2---or--'se-c't1:on XV are items which
fall within the category of thoSG which normally should be negotiated between the con
t:::actor and the contracting officer on specific contracts. Howevers> we recognize,
because of the magnitude of the problems and because of the desirability of handling
these Hems in a uniform manner where practical.\) such negotiations cannot be accomplished
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(b) The new draft "Would also require the negotiation of specific
contra.ctual coverage or authorization as to some 19 items
of cost which should a.utomaticall,y be allowed to the extent
that they are reasonable in ~nount and allocable to the con
tract o (See Schedule B attached) This requirement would be
cumbe:rsomes a.dminJstratively burdensome and in fact would
not achieve the objective of uniformity as actual practice
wOlud soon show some contracting officers willing and others
l~willing to negotiate these special provisions o Large com
panies in a strong negotiating position would undoubtedly
achieve some manner of success in negotiating such allow
ances while smaller companies and those in a weaker negotia
ting position would not. Our small business membership has
expressed particular concern over this requirement o

(c) There are 20 provisions of the new draft which either dictate
the accounting system to be used by the contractor or spell
out such detail as to constitute an audit manual approach o
(See Schedule C attached) Indicative of the latter point
is a direction throughout the draft that the military con
tract auditor take into account factors in addition to the
usual tests of reasonableness and allocabUityo These pro
visions would also require the General Accounting Office to
second-guess the auditors in determining whether all of such
factors had been properly evaluated. These factors might be
made more properly a part of the Contract Audit Manual of the
Department of Defense provided they are accompanied by ade
quate explanation of their limitations G In this respect, it
should be recognized that the contract auditor is eSBential~

one who performs a service for the military buyer rather than
one who polices the buyer I s decisions or who holds an equal
position with the buyer in pricing negotiations.

(d) In the aUempt to uamplify the treatment of certain items of
CQst lt the draft has entered int,o a detailed treatment which
apparent~ is an attempt to cover peculiar circumstances of
lI special cases!l o While we favor the objective of providing
for a more complete treatment of certain items of cost within
the framework of the proposed draft of Section XV, the attempt
to cover peculiar circumst&nces o~ Ilspecial cases" results in
arbitrary$ unilateral and artificial determinations of allow
able costs which are not consistent with sound business prac
tice and is very unfair to Government contractors. It would
be more logical and equitable to cover these special situa
tions at the time of negotia-t,ion of original contract terms.

(e) SeV'eral paragraphs of the draft include data which are pro
cedural in character rather than basic costs principles. The
inclusion of such data in Part, 2 of Section XV will give rise
to serious negotiating problems which can better be avoided
by setting forth in a rolated part$ such as Part 6, interpre
tations and other material necessary for the guidance of
auditors or contracting officers?

",If '
" I i.

\~."
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on an individual contract basis; but this does not in itself give the Government the
right to take these items out of the category of negotiation and put them in an area
of policy without giving industry the same right to negotiate t..h!~,-_t.._'p():J,.;L_cy on an indus-
try bas ise---'~'==o",::~:-- .

.\.;, ..
~ z',\' Consequently, the revision of the cost principles should be based upon a

~ ....~./\::·.bilateral approach to the problems o In order to accomplish this, it is our firm belief
V' v" \ that a mutually acceptable and more efficient policy and procedure will be attained by
~::-..\.r" :. permitting industry to participate in the discussion with the Department of Defense of
1.'\' ~.,~ '';the objectives of each disputed paragraph of t.h.e.. p.roo.p...0.sed regulation and by permitting

t< 'industry to re-present its views to final reviewing authority where differences remain
: unresolved. The National Security IndustrIalA~'~~ciationis prepared to render any

assistance in this respect o

If the problems in the current proposed rev~s~on of the cost principles can
not be resolved by such mutual effort, then we believe that the present Part 2 of Sec
tion XV should be retained, because it is a more clear cut and a more workable set of
cost principleso

Cordially,

,
f." i" • I.

, . t. Frank Lo Fuller
Committee Executive I for

FLF/jtm

Paul Ao Reck
Chairman
National Security Industrial Assn.
Accounting and Auditing Committee.

Enclosures g

(1) Specific comment re DOD proposed draft dtd 20 Apr 56
(2) Ltr to Reuben B Robertson re Interest dtd 7 Feb 56





Proposed ReviBion of Part 2 of Section XV of ASPR
(Draft of April 20, 1956)

Schedule A

Areas in Which There is Failur.e to Recognize True Costs

Selling and Distribution Costs
Advertising Costs
Civil Defense Costs
Compensation for Personal Services
Depreoiation

II

Food Service Costs and Oredits
Insurance and Indemnification
"" n

Royalties and Other Costs for Use
Severance Pay
Contributions and Donations
Entertainment Oosts
Excess Facility Costs
Interest and Other Financial Costs
Losses on Other Contracts
Precontract Costs
Reoonversion Costs

Maintenance and Repair Costs
Material Costs

" II

Patent Costs
Pension Plans
Professional Service Costs
Rental Costs
Research and Development Costs

"If " 11

of Patents

11

"
"
"

II

n

15-203.4
15-204.2 (a)
15-204.2 (c)

204.2 (d)
204.2(e) (ii)
204.2 (e) (4)
204.2 (g)
204.2 (i)(3 )(11)
204 .. 2(i)(3 )(iii)
204.2 (i) (3) (iv)
204.2(i) (4)
204.2 (k)(2)
204.2(m) (2)
204.2(m) (6)
204.2(0)
204.2(p)
204.2(r) (3)
204.2 (t){3)
204.2(u) (3)
204.2(u) (5)
204.2 (v)
204.2(.)(2)(11)
204.3(a)
204.3 (d)
204.3 (e)
204.3 (g)
204.3 (h)
204.3(1)
204.3(9)



Proposed Revision of Part 2 of section XV of ASPR
(Draft of April 20, 1956)

Areas in Whioh Speoific Contractual Coverage ,r Authorization is Required

Schedule B

Ro~alties and Other Oosts for Use of Patents
Taxes
Travel Costs
Precontract Costs
Reconversion Oosts

Oivil De£e_se Costs
Compensation for Personal Services
Depreciation
Food Serv1ce Costs and Credits
Insurance and Indemmifioation

» " "

Maintenance and Repair Costs
OYertille, Extra-Pay Shift, and Multi-Shift Premiums
Patent Oosts
Professional Service Costs
Rental Coats
Research and Development Costs

• " " n

15-204.2(0)
204.2(d)
204.2(e) (5)
204.2(g)
204.2(1) (3) (iii)
204.2(1)(3) (iv)
204.2 (i)(4)
204.2 (k)(2)
204.2(n)
204.2(0)
204.2'r) (3) .
204.2~t){3)
204.2 (u) (2)
204.2 (u)(5)
204.2(v)
204.2(y) (2)
204.2(00)(4)
204.3(j)
204.3(1)

" " "



Proposed Revision of Part 2 of Section XV of ASPR
(Drart of .April 20, 1956)

Schedule 0

Areas Dictating .Accounting System to be Employed and/or Oonstituting Audit Mamual Approach

15-202.1
202.3
20J.l(b)
203.1(0)
203.2
203.3
203.4
203.5
204.2 (b)
204.2 (f)
204.2(.)
204.2(n)
204.2 (p)(3)(iv)
204.2 (r)(2)
204.2 (u)(3)
204.2(u){4)
204.2 (w)(2)(ii)
204.2 (bb)
204.2(00)
204.2 (dd) (1)

Direct Oosts - General
Direct Labor Costs
Indirect Costs - General

" II II

Indirect Manufacturing and Production Costs
Indirect Engineering Costs
Selling and Distribution Gosts
General aad Administrative Costs
Bidding Goats
Employee Morale, Health, ani Welfare Costs and Oredits
Material Costs
Overtime, Extra-Pay Shirt, and Multi-Shift Premiums
Pension Plans
Professional Service Costs
Research and Developaeat Costs

"" II M

Sever8Jlce Pay
Transportation Costs
Travel Costs
Gemeral



l5-2QQ Scope of Part.
Comment: ThIs paragraph should be amplified to establish
clearly that any item of cost may receive speeial treatment
through spec~ric contract provision.

~~es!ed Revision:

15-200 ~cop~ of Part. This Part sets forth principles and

standards for the determination and allowance ot costs in con-

nection with cost-reimbursement type contracts and cost-reim

bursement type subcontracts thereunder for procurement of

supplies, services g and research and development work~ with

contractors or subcontractors~ other than such contracts and

subcontraets to which Parts 3, 4, or 7 apply."" This Part does

not 2~~yent special treatment of any item of cost by contract

provision.



15-201.4 Contractor-'s Accounting System.
~-_. -~~.,~-,.<,~.~-_.., .-" ..... ----_..__.. ~--_.~"._ .._----

Comment: The regulation should include a provision to demon
strate that it 1s not the 1ntent of the regulation to require
changes in acceptable accounting practices~ This provision
1s felt to be very essential because the proposed regulation
contains a great deal of instructional material which might
be used by auditors at ~he working level ~o require changes
in the contractor's ~.,tablished accounting practices.. The
following new paragraph 1s suggested ..

15-201 .. 4

.co~~~!:~.!!!e;~.!'_~~or_~.._~~_~pJ.~_~~~_~ ap~!,~y_~]. o( _~h_~~~"O!1t~!l_~_~or(s

a££~U!l:~.1..~~__p.££~ed~~~~,_~,g._p.!'act;ce~_~~ __~_~_t~_.f~rt.h._ln,_p_he

~~~.~.~o!:~!'_9l:!l:¥_~~_'~ .(§_~~~!SgltJ -2Q.~.11L.,._ Fai1ur~ to JE.e~~1-5~>n a~

~eral1y acceptabl~_~e~~~qof dlstr1buE1on or £~~~~9oes not

im21y that such method 1s unacceptable. It is not the intent
_~.= ~,~~_ .......,...-., ....._.,..- -, _. __=-,--~.. __ ,_",.,~·c '-. ""'""".~~--""""'~-~'""r~. __._",, ........~_~~._. ~_~_,~_,._ .._'c ,~..,~_ ._. ~_' ...,----_~.__ '~,---.'" ~"'_..,.-. ~~.........'"' _

or_~th1!. ..R¥E._.t~_,!"~_g.uire the contractor t~_-phan~__i t ~_ac~ount1:ng

prof?edur_~~_an~31_ct!_cc s w~:t~~!tav~ beeIl"-p£.~vi.~usl_l~.9_<?epted

ror_.~~~rmlnlng costs under ~ove£~ent contracts.



12-2U2 Indirect Costs

15-203.1 General

Comment: Subparagraph (b) requires that the objective in selecting
a method ot allocation or indirect costs should be to 'adopt a
method which will distribute indirect costs in an equitable manner.

''The: subparagraph, however" goes on to provide that the method used
must actually produce equitable results and also to prescribe
conditions under which an acceptable method shall be subject to
reconsideration. It a method has been adopted which is designed
to produce equitable results, it is considered tmproper to require
that each particular contract be examined to determine that equity
has, in tact, been achieved in the particular instance. The tol
lOWing revision is suggested.

Suggested Revision:

(b) The method ot allocation ot indirect costs must be

based on the particular circumstances involved. The objective should

be the selection ot a method which will distribute the indirect

costs in an equitable manner. The method used in connection With

Government contracts shall" in order to be acceptable, contorm

with generally accepted accounting practices, provide unitormity

ot treatment tor like cost elements. be applied consistent1y"aR8

~pe8~ee e~¥i_a8*e pesW*_s. A ~.e¥lew8*~ a••ep~a8*e .e~Re8 8Ra**

Be 8~86e.__e peeeR81.epa_leB wke.:

(i) aR¥ 8~88_..~la* .lllepe.ee e.eWP8 8e~weeR ~Re ee8_

pa_~ewR8 e' wepk liluiep ~Re .eR~pa.~ ua e'ke. • ••k

ef ~ke geR~pae_ep; ••

(ii) aa~ 8igai'l..._ eRaR8e ee.liP8 la _ke Ra_liJle e' ~Re

8~8iae88,,-~ke 85_e.~ ., 8~8eeB_pae~lR8. IlKea a88e_

~ppe¥ea.R_ ,.egPaa8,,-~Re lRveR~.pl.8, _ke ve.wae el

ea*e8" _88 ve.YRe .1 ,pe.~._l.R, aaR~lae~wplR8

, ••e.88e8, ~R•••R~pae~.p~8 ,pe8~e'Sy sp e~kep

Individual categories ot indirect cost are discussed in ASPR 15-203.2
through 15-203.5.



15-203.2 Indirect Manu~acturing and Production Costs.

Comment: The requirement that premiums for overtime, extra-pay
shift and multi-shift work be excluded from allocation based upon
direct labor dollars is unwarranted as dictating the accounting
system to be employed by the contractor. S1mj.larly, th.e statement
regarding departmentalization and the factors to be considered
in determining the necessity for departmentalization is objectionable
as invading management's prerogatives. Accordingly, it is
suggested that the paragraph be revised as follows;

Suggested Revision:

15-203.2 Indirect Manufacturing and Production Costs. Indirect

manufacturing and production costs consist of items of cost Which

are attributable to the manufacturing and productive process as a

whole. Allocation of indirect manufacturing and production costs

on a t~e basis, such as direct labor man-hours or machine-hours,

is a method which generally produces accuracy and equity. Other

acceptable methods of allocation, in appropriate circumstances,

include direct labor dollars (eKel~ai,e of prem±uma foz o'ertEue;

eKtIa=pay sMA, a.nd IItlltl-shlft work) un1ts processed, and pr1me

costs or units processed. Departmental1zat1on or the establishment

of cost centers may be •••es.aPy permissable in order to allocate

the 1ndirect costs eqUitably. Faa_.PH~. e8-eaRslsepea is a.~.PmiRiR8

~Re R•••8.'~¥ #ep &epaP~••R~a.i&a~l.R •• .s~a8.l8".R~ e& ••8~ ••R~8.8

iRe*~Q. ¥aPi.~y e& p.es~e_8, 8••P*~!~Y e' ,peeess.s, aRe p.*a~i.e

*a8ep aDa .a.i*i~y pe~~!PeaeR_8 &e. ~Re ¥aPle•• ,.eQ••~8.



15-203.3 Indirect Engineerins ~oats.

Comment: In this section alBO the exclusion of premiums is
objectionable as dictating the accounting system to be
employed by the contractor and should be deleted.

Suggested Revision:

l5-203~ Indirect Engineering Costs. Indirect engineering

costs include such items as costs of engineering supervision,

engineering administration, and engineering supplies. Direct

engineering activities trom which indirect engineering costs

may arise may include proauct design, tool design, experi

mental development, manufacturing and production development,

layout of produetion lines, determ1natioR of machine methods,

and related blueprinting and drafting. Indirect engineering

costs shall be allocated to the benetited contract and other

work of the contractor (see ASPR l5-204.2(u) (4» on the basis

ot direct engineering man-hours expended, direct engineering

labor dollars (eJi811ilsi¥o el IJPUli1ill1& 'Of' G¥8f'~U., u~pa-)JaY

8R!'~, aaa ~~i-8Ri'~ w••k), or some other equitable basis.



15-203.4 selling and Distribution Costs.

Comment: The section as written is completely at variance
with the current practice as provided in the existing Section
XV, which allows selling and distribution activities which
are related to the contract products. The following revi~ion

is suggested.

Suggested Revision:

15-203.4 Selling and Distribution Costs. The expenses in this

~oup consist of items which represent the cost of marketing the

contractor's products and may include such items as contract

or order admi~istration, ne&otiation, liaison between Government

representatives and the contractor's personnel, advertising~

distribution costs and other like services. Such expenses are

allowable as a charge to Government cost re~bursement type

contracts where it can be shown that they are related to the

contractor's Government business and that the method of allo-

cation is reasonable.



15-203.2 General and Administrative Costs.

Comment: This paragraph urges upon the aud.itor the use of the
IItotal cost incurred" basis of allocating general and admini
strative expense, which method is not in general use in industry.
Also in the listing of other acceptable methods it tails to
include the "direct labor" method of allocation. In order to
prevent dictating a preferred method and tc per.m1t the acceptance
of any recognized method, it is recommended that aJ.l but the
first two sentences of this paragraph be deleted.

Suggested Revision:

1-5-203.5 General and Administrative Costs. General and admini

strative costs consist of items of cost attributable to the

overall management, supervision, and conduct ot the business.

Such costs shall be allocated to all work of the contractor,

using any recognized method. of allocation it equitable results

are thereby obtained. A.*8ea~ieB 9E 8~R8Pal aRe a~Bis~pa~iYe

888GS 8ft a ~etal eeB~ ~Reuppea-easis ~e~••usive-e'-geftepa*-aRa

a&aiR's~pati.Q-ee6ts~i8-a metked waiek 8QRepa**y ppea~ees

e.~!.ae~e pee~_s. 9tA9P aetReds aeeeptaele-waepe tae eipewa

staaees aPe apPPGppiate iBe.ua9 alleeatieR OR tke easis 9&:

i~t pp96eSBiBg-eGs~s ~Qipeet-la&ep, &aetepy eV8PReaa,

aBS etkep ~aetePy ppeQ~eii8R eesis e~e*Qsive e& Qipeet

ll8.~epia~s);

iii~ &aetepY lRp~t oests (ppeeessisg oesis P~QS dipeet

JRatepial~;

("'1 eeet ef @GGQ8 .e.p~etG4;

~'v~ east 8~ saleB; aRQ

~¥1 8a~e8 {Wk9P8-se .epe satl8~aetepy .et.eQ is avai~a&*et



l5:..?04.2

(a)

Costs Allowable in Whole or in Part.

Comment: The draft of this paragraph fails to recognize certain
advertising expenses which contribute substantially to the con
tractor's performance and should be allowable to the extent
allocable to Government business.

It is recommended that subparagraph (iii) be added to
the paragraph covering institutional advertising where the
primary purpose is to promote the name of the company rather
than an individual product. Such advertising is very similar
to help wanted advertising and is frequently used to attract
personnel and professional people such as engineers. Many
companies rely upon this type of advertising in recruiting
engineers rather than conventional help wanted advertising
in the classified columns.

It is also recommended that subparagraph (iv) be added to
cover other advertising from which the Government receives bene
fits. Such advertising under a regularly established program is
reasonable for creating in being and maintaining the company's
plants, facilities, trained personnel and know-how on which the
Government relies for perfo~~ce. Where advertising programs
have been consistent over a period of years~ the Government
contracts should bear their fair share of the properly allo
cated current costs of such advertising.

Suggested Revision:

15-204.2 Costs Allowable in Whole or in Part.

(a) Advertisine; Costs. Advertising costs include the

costs of advertising media and corollary administrative costs.

Advertising media include magazines, newspapers, radio and tele

vision programs, direct mail, trade papers, outdoor advertising~

dealer cards and window displays, conventions, eXhibits, free

goods and samp1es~ and sales literature. The following adver

tising costs are allowable:

(i) advertising in trade and technical ~urnals~ Erovided

such advertising does not offer speci£1c products

or services for sale but is placed in journals which



(ii)

(ii1)

are valuable for the dissemination of technical

information within the contractor's industry; and

help wanted advertising» as set forth in (s) below.

1ns,titutlonal adv~E.tis..!ne;_,L!!tp.chis derine~,.,as

advertising the pri~y pur~hich is to

promote_,.~_~e:...name o! the: company rather than indi

v~~ P~5~E~,ts.

(lV) O~her advertising directly or Er1marily relating to

the ~dverti~_o~~h:e contract~rls--'productsin

accoF~~e with a regularl~ established program

and to the extent reasonably allocable to Government

busine~5.

Al* e~Rep QQv8.tising ._ate aPe una*}ewae}e.



15-204.2 Costs Allowable in Whole or in Part

(d) Compensation for Personal Services.

COlDlllent: Wh1.le this paragraph const1tutes a substantial im
provement over the draft submitted to industry a year ago,
it represents a substantial change from the present regulation
in terms of the l~tation placed upon deferred compensation plans,
and in terms of the disallowance of reasonable compensation to
sole proprietors or partners, unless specifically provided for in
the contract. In order to maintain the status quo in the
present regulation, it is recommended that the paragraph be
revised as rol10ws~

Suggested Rev1sion~

15-204.2 Costs Allowable in Whole or in Part.

(d) Compensation for Personal Services. Compensation is

allowable. The term "compensation" includes all amounts paid

or set aside, such as pension, retirement, and deferred compen

sation benefits, salaries, wages, royalties, license fees and

bonuses. The total compensation of an individual may be questioned

and the amount allow~d may be 11m1ted; and in connection there

With, consideration will be given to the relation of the total

compensation to the services rendered. S8Mp8Rsaties te se*e

ppepp!otops &P ,aPtSGPS, AOWQVOP 9 is a**ewae*e o~y te tke exteat

Bpeei~iea**y pPGVla8G-iep-iR tke eeRtpaet. Any plan upon which

deferred compensation benefits are based, other than pension plans

(see (p) beloW), shall meet the requirements of the applicable

provisions of the Internal Revenue Code and the regulations of

the Internal Revenue Service. A*S@y-tRQ &aeWBt a*lewaB}e WAdep

aay s~eR plaa ~9P apPQPtioHSoRt to e9R~paets iB aay eRe yeap 8Ra**

Ret eJieeee:



fi~-~Re-am9UBt-e9R~p!s~ieQ-QRQOp-tRe-PlaB-G~p

tRat yeapt e~

~!!1 *5~ eG ta& 'eta* eea,eftsa'iea .'Repwise pale

SF ae9Pwea i8 .kat-yeap is ihe iRQiv~Qwa~8

eGvQPo& WRQer taG ~laA;

walekevep is the ~ewep.



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

15-204.2(e) Depreciation.

Comment: With minor revisions it is believed. this section will adeq,uately

handle most of the problems which have arisen on this subject. Suggested re-

visions would (1) provide in subparagraph 3 ii that depreciation for contract

costing purposes in the post-emergency period, should be allowed on the unre-

covered cost of the facilities, (2) delete the reference to current and

immediately prospective production in paragraph 4 on the ground that this pro-

vision should. include all such facilities reasonably necessary for standby

Purposes for Government work in general and (3) to forestall misinterpretation

of subparagraph 5, provide that because an asset has been fully amortized it

should not be considered fully depreciated.

_ Suggested Revision:

(3)( ii) after the end of the eIliergency period, sha.ll be computed by
distributing the remaining ~ae~pee!ateQ-~ept!eR-ef-tkecost of the emergency
facility not so recovered over the balance of its useful life. ~9~t-8ee-~41
eelew1t-!pevi~ea-tke-pema!RiBg-~Bae~peeiateQ-~eptieR-ef-s~eR-eest-sRal!-Bet-i~
el~Qe-B.BY-all!.el:iBt-ef-t1BPeeeveFeQ-.!!~p~e-ael'pee!at:ieB."

(4) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necessary for e~FFeBt-aBa-immeQ!at€±y

~Fes~eetive-l'peal:ietieB. standby purposes.

(5) Unless otherwise provided for in the contract, no use charge
shall be allowed for assets still in use which have been fully depreciated on
the contractor 1 s books or acquired without cost. Special amortization recorded
on the contractor 1 s books in accordance with a certificate of necessity is not
to be considered as depreciation for the purposes of determining whether an
asset has been fully depreciated. Use charges for assets not fulJy depreciated
on the contractor 1 s books are unallowable.



NSIA SUGGESTED REVISION TO
DOD DRAFl' 4/20/56 SECTION X!l

15-204.2 (g) Food Service Costs and Credits

Comment: This classification has become a widely used and generally accepted

cost or doing business. Such programs have been generally adopted where they

prove of direct be:nefit to the operations or the contractor. The expense of

oonducting these operations, which is a rorm or rringe benefit which employees

expect, should be olearly allowable and should not be depemdent upon an intention

of the contractor to operate the servioes at either a profit or no loss. The

gains and losses should be allocated to all benefited activities and losses

should be allowable subject only to the test of reasonableness and allocability.

This class of expense should not be limited to operations conducted "at the

contractor's racilities" because frequently cafeterias or dining rOOJlS and similar

services are provided off the premises due to space limitations or the existence

of desirable facilities oonveniently located nearby_

Suggested Revisionx

Food services include operating or furnishing facilities for cafe
terias, diaing rooms, oanteens, lunoh wagons, vending machines~ or similar types
of services for the contractor8s eJlployees£ a~-~fte-ee.~pae~epl8-lae'li~io8.

Profits (except profits irrevocably set over to an employee welfare orgamizatiol\!.
of the contractor in amounts reasonably useful ror the benefit of the employees)
a~-~Ae-8i~@-ep-8i~e8-el-ee.~pae~-~eplePaa••e~ aocruing to the contractor from
the operation of these servioes, whether operated by the contractor or by a con~

cessionaire, shall be treated as a credit~ and allocated, to all activities
served. Reasonable losses from operation of such services are allowable wfiea
'~-le-~Ae-~el!ey-ef-~Re-6eB~pae~ep-~e-e~epa~e-a~ek-aepvieee-at-a-~peGit-ep-a~

eea~t provided, however, that such losses are allocated to all activities served.
WheR-i~-ia-~fie-~eliey-el-~Ae-ee.~pae~ep-~e-iQpBieR-e~ek-eepv!eee-a~-a-le8a,

leeees-eR-a~eA-e~pa~!eft-aAa~-.e~-Be-al~ewee-a8-a-eee~-~eea-e~ee"'6a~~y

'P8V'8ea-~ep-iB-~Ae-eeR~paetr



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

l2,204.2(i) Insurance and Indemnification.

Comment: (3) (ii ) Deletion of this subparagraph is recommended because such

insurance has become a recognized element in doing business and the entire cost

should be allowed.

(3)(iii) These costs should be allowed unless the Government has

specifically relieved the contractor or his subcontractors of the risks by

contractual agreement.

(3)(iv) Provisions for losses under a self-insurance program should

be allowable if such provisions are established. on an actua~1al or histcrical

basis.

(4) It is recommended. that this paragraph be deleted. It is

logical to assume that normally both the Government and the contractor will

desire to in~ure that adequate coverage is obtained. It ~fOu1d appear that in

the absence of negligence on the part of the contractor indemnification by the

Government against liabilities not compensated. by insurance would therefore of

necessity result from some totally unexpected occurrence which neither party

could reasonably anticipate. For this reason, it is patently unfair to make

the contractor responsible for insertion of express provisions to cover such

contingencies.

Suggested, Revision:

(3)(ii) ee8~8-allewea-fe~-~Be-aBa-eeeypQRey-iB8~aRee-sRa±~-8e-~!mitea
~e-eKel~ae-eevepage-ef-p~efi~J-iB~e~estJ-Feee~al-iBeeme-~QXe81-QRQ-QRy-etRe~
~~ems-ef-eest-~allewa8~e-~aep-~Ris-Pap~;

(iii) costs of insurance or any reserve covering the risk of loss
of or damage to Government-owned property are \iRallowable except to the extent
that the Government sRall-kave-apppeveQ-eF-Ee~~iFeQ-s\iek-~R6~FaRee-eF-FeseFv_;

has specifically relieved the contractor or his subcontractors of the risks by
contractual agreement.'- .-



NSIA SUGGESTED REVISION TO
DOD DRAFr 4/20/56 SECTION n

(iv) .e8~B-ef-F~evi9iRg-a-FeBep.e-f9.Provisions for losses
under a self-insurance program established on an actuarial or historical basis
are ~lowab1e -.lee8-~ae-~Fegpaa-Ba8-BeeR-Q~~~evea.8y-~Re-Mlli.8Py-~~tmeH6

e9ReePReat-aRa sUbject to the tests of reasonableness and. allocability under
paragraph 15-201.

(4) ~e-Seve~RmeR~-i8-eBliga~e.-~e-iB8eERiiy-tae-eeR~~ae~e~-eRly-••
• ke-e~eR~-eKJPeeslY-'P9vi8eQ-iep-iR-tRe-eeRtpQet.--iRepefeFe,-eKeeJ~-ae-e~ke..
v6se-e~~es8ly-,p.viaea-fep-iB-~ke-eeRtFae~,-ae~~al-le88e8-Re~-FeimeVP8ea-QY

~.8~aaee-~tkPe~gR-aB-a~~Fevea-s.lf-iRBVPaRee-,pegpam-ep-e~kePWise~-&P8-~Rallew

aBle..



NSIA SUGGESTED REVISION TO
DOD DHAFT 4/20/56 SECTION XV

l5.204~2(k) i~intenance and Repa~r Cos~s.

Comment: It is recommended that subparagraph 2 be deleted.. In any operating

plant and machine there is usually some element of deferred maintenance, and a

combination of engineering and management skills is necessary if undue wear,

plant breakdowns or other undesirable results are to be avoided. Management's

decision as to when to repair is usually based on whatever action, or inaction,

as to maintenance will produce a minimum effect on cost. Deferred maintenance

arises from such causes as:

1. Inability to close a plant or part thereof, or remove a machine

for repair without interfering with a production schedule.

2. The scheduling of periodic repair periods during which accumulated

repairs and overhauls are made.

3. The relatively high cost of overhauling a single item as compared.

with the collective overhaul of a group of items during or following an operating

period.

4. The lack of need for fUture efficiency as in the case of an item

which is to be disposed of.

Military auditors and contracting officers will not be able to deter-

mine (a) deferred maintenance arising out of abnormal operating conditiona and

(b) when deferred maintenance has been delayed for a future period. It is be-

lieved that the retention of subparagraph 2 will cause an increase in the number

of "costs questioned." and can only result in prolonged justification and argu-

ment and undue delay in settlement.

SUggested Revision:

(2) ~es~s-e#-maiB~e~ee-aQa-pepaiF,-wa~k-aFe-aelayea-fPem-a-~eFi~
~FieF-~e-~ke-eeB~Fae~-#eF-seme-peaBeR-B~ek-as-aBRe7.mal-epepatiBg-eeBQi~ieBs-ep



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION Y:V

~aek-ef-hREi8-a.Be..-aFe-fleFfe:F.!l'leEi.-Ei.\ilFi.Jl.g-tBe-eeBtFa.et-fleFieEi.7-aFe-\ilB.8.U.ewa.e~e

~Rless-s,eeifieallY-'Feviaea-f8F-iJl.-tae-eeBtFaet.--bikew ise,-tae-estimatee..-eest

e~-maiRteRaaee-aa~-FepaiF-ReFma~~Y-Fe~\iliFea-~\ilt-Jl.et-aeeemJ~ isaeEi.-e..YFiRg-ta8

,ep!ea-ef-tke-eeRtFaet-aFe-WBall8Wa.Qle-~le8g-s,.eifi.Qally-~FeviQea-fep-ia-tke

eeatFaet.



NSIA SUGGESTED REVIS ION TO
DOD DRA}~ 4/20/56 SECTION XV

(m) MATImIAL COSTS

Comments (1) No Comment

(2) No Comment

(3) No Comment

(4) The qualification contained in this sentence referring to
equitableness of results has been deleted. The criteria of reasonableness and
application of generally accepted accounting principles and practices, (paragraph
15-201-2 (i and ii) have already been recited and any further reference to reason
ableness or equity seems needless and is at the same time undesirable. There can
be no sound reason to further impliment or qualifY the factors effecting allow
ability of cost since these factors in themselves will produce both reasonable
andequitable results.

(5) The exclusion under (i) relating to "write-downs" and "write-ups"
of value have been deleted on the basis that it violates the factor under 15-201.2
relative to the application of generally aceepted accounting principles and practices.
It is an accepted accounting principle that oWing to technological advances, engineer
ing changes, defects, self-wear, etc. 100% utilization of stock inventories will not
be realized, and replacement value may be lower than the original cost. Where the
contractor can demonstrate that the nlethods used to reduce the values of inventories
are logical, and have been applied con~ntly over a period of years, and that
prudence was exercised in acquiring the stocks involved, such inventory valuations
should be allowed. to the extent allocable to Government business.

(6) The proposed cJ-ause covering inter-company transfers in the
original draft of Section 15 issued March 23, 1955 was not wholly acceptable to
industry as evidenced by the revision submitted by NSIA on June 10, 1955, but it
was at least susceptible to application and administration to Government contracts.
This can not be said of the present proposed draft. The first part of this paragraph,
whereby a contractor is not permitted to collect all of his own costs is not only
unrealistic, but contrary to the concepts of a cost reimbursement type contract.
Certainly, it is not the intent of the clause,to deny reimbursement of the same types
of costs which are allowed, in fact in other sections of this regulation, From a
practical standpoint it would be placing an unfair burden on both the contractor
and the contracting officer in attempting to fulfill administrative responsibilities
which are inherent in the present wording. The inclusion of factors other than price
which would warrant allowance on the basis of cost to the transferor only compounds
the difficulties in admin~stration of this clause and certainly places upon the
cogni~ant audit agenqy a responsibility for evaluation which we doubt can be fulfilled,

The proposed redraft on this paragraph is based on the principle
that where a contractor has an established plan for pricing "inter-unit" shipments
and can show that such pricing is based on competition, he is entitled to such a
price as a part of contract costs. This is further borne out by the fact that the
Services will recognize purchases of the same or like items made from sources outside
of the contr~ctor's business as a legitimate item of contract cost and Which, of
course, include overhead, general and administrative expense and pr'Ofit. There are
too many instances at hand where the Contracting Officer has been obliged to refuse
to :recognize the price of an article normally manufactured and sold competitively even
though that price is lower than any that could be obtained from outside sources. If



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

the Government were contracting separately with each division or department of a
large Company for standard items of the kind this clause covers it would expect
to pay the going market price and not some lower amount because of the versatility
of the Company's organization. Therefore, it would appe~r that such a Company
which is set up to manufacture numerous unrelated i terns is penalized as compared
to a Company which is not in a like position. It is felt that this is basically
wrong and must be corrected.

We have, therefore, recommended deletion of the entire paragraph
and substituted our proposed revisions.

Suggested Revisions:

(1) Costs of direct and indirect material, and collateral items such
as inbound transportationand intransit insurance, are allowable, subject, however,
to (2) through (6) below. In computing costs of material, consideration will be
given to reasonable overruns, spoilage~ and defective work (for correction of
defective work, see the provisions of the contract relating to inspection and to
correction of defective work.)

(2) Costs of material shall be suitably adjusted for applicable
portions of income and other credits, including available trade discounts, refunds,
rebates, allowances, and cash discounts, and credits for scrap and salvage and material
returned to vendors. Such income and othercredits shall either be credited directly
to cost of the material involved or be aliocated (as credits) to indirect costs.
However, where the contractor can demonstrate that failure to take cash discounts
was due to circumstances beyond its control, such lost discounts need not be so
credited.

(3) When material is purchased specifically for and identifiable
solely with performance under a contract, the actual purchase cost thereof shrnlld
be charged to that contract.

(4) If material is issued from stock, any generally recognized method
of pricing such material is acceptable if that n~thod is consistently applied. aRe
tBe-~6~±~6-ee~a~Ree-a¥e-e~*~~ae±eT Where materials in stock at the commencement date
of the contract have a provable replacement cost significantly higher than book cost,
the contractor may use a methods of pricing based upon the fair value of the materials
as of the date of the contract, but in excess of replacement cost on such date.

(5) Reasonable charges or credits arising from differences between
periodic physical inventory quantities and related material control records shall be
included in arriving at the cost of performance if such charges or credits (i) ae Het,
~BeJHee-l~~~te-eewHBn-e~-nw~i~e-H~eD-e£-~Ae-¥a±HeT--afle (ii) relate to the period
of performance of the contract.

(6) CQ£~~ g~-~ate~~a~-Q~-ee~~eee-sQ~a-e~-t~aB~£e~ea-~e~weeR-~±aa~,
a~¥~e~eRe~-e~-ep~aR4~a~~eR6~-RRaep-eemmeB-eeB~±~-eAa±±-ee-el±ewa~±e-eB~Y-~-~Be

e3Et,eBt-ef+
(i) tfie-eeBt-te-~fle-t~aEBfepePt-e~

(ii) :t;ae-pp~ees-e£-e~~ep-8~pp~~eFe-£g~-tHe-eame-Q~-BQge~a~~al1~
6;i,m4J.a~-;':l;em8+

wR~~Ge¥e~-~e-~-lQWe~~-~e••-&a~tQ~8-Qt~e~-thaQ-p~i~e-wa~~au~-a±±owafiee-en-the-baBiB
o£-~he-eeB~-~e-~ne-~aft6£e~e~-p~viaea-~hat,-~fi-the-eaee-ef-a~-item-~~tl±a~±y
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maB~8et~ea-aRa-eela-8Y-8Ry-e~eR-tpaBBiepep-tRPe~~R-eemmepe~al-eft8HHelBr-8-ae~8FtaP8

ipeM-~a~e-eee~-8ae~e-i8-~epmieB~8l8-i$-tR8-eftaPge-te-tae-eeRtp8et-aeeB-Het-e~eeea.

fi~-tR.-tpARe~8pep!e-ealee-~p!e8-te-~tB-m88t-&8vepea-e~8temep

~p-~fte-e8Me-item-iR-liKe-~aaHtityt-ep

~iij-~ke-~pieee-8&-8~Rep-ea,~l~PB-~ep-tRe-s&me-ep-8~e~8R~ia*ly
sHi.il-.ap-iteBl8t

w8ieAevep-ie-t8e-;ewepr-~l-.eee-'8etePB-etRep-tR8R-~piee-W8PP8at-all-.eWaRee-eH-tke

9aeie-e~-~ae-~PaA8iepepL8-sal8-~p~e-~9-it8-Blee~-f8¥epea-e~e~eMep.

(6) If a contractor has an established method for pricing sales or
transfers of materials, supplies and services between plants, divisions, or organi
zations, under a common control, any such materials or supplies manufactured and sold
b an such transferor in the re ular courses of its business rna be char ed to the
contract as materials and supplies at a price which does not exceed the lower of (i)
the transferor's rice customaril char ed to its most favored non-affiliated user
customer for the same item or service in like uantit ii the rices char ed b
other suppliers or the same or substantially similar items or serviceso

All other sales or transfers between such plants, divisions or
or anizations shall be char ed to the contract on the basis of total cost to the
trans eror.

Materials and supplies furnished by a contractor l ! prime location,
which are manufactured and sold in the regular course of its business may be charged
to the contract as materials and su lies at a rice which does not exceed the lower
of i the rime location's rice customaril char ad to its most favored non-a filiated
user customer for the same item in like quantity or ~~ the price charged by other
suppliers for the same or sub stantially- similar items e



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION xv

15-204.2(0) Patent Costs.

Comment: It is believed that all costs leading to the issuance of patents as

well as infringement, investigation and litigation should be regarded as allo~

able costs. The wording in the proposed redraft is unduly restrictive inasmuch

as it implies that only those costs specifically mentioned are allowable. The

last sentence has been deleted since it appears unnecessary and in conflict

with the rest of the paragraph.

Suggested Revision:

All costs leading to the issuance of patents, the cost of infringe
ment, investigation and litigation, costs of preparing disclosures, reports,
and other documents pe'!,\i!peli-By-tl:ie-eeRtpaet. and of searching the art to the
extent necessary to make such invention disclosures, are allowable. YlleR-~l:ie

wp!tteR-s\itl:iepiBat.~eR-ef-t,l:ie-e9RtpaetiBg-e~fieep,-eest8-ef-ppe,ap!Rg-lieelimeBt.s,

aRa-aBY-et.l:iep-pat.eBt.-ee8ts1-!B-eeBBeet.!eR-w!t.l:i-t.l:ie-~il!Bg-ef-s-~ateBt.-a,~liea

lliieB-wl:ieFe-t.it.le-is-@eRveyea-t,e-t.ke-g.gveplUBeRt.,.-spe-allewsele. (See also (u)
amd (v) below.)



15-204.2 (p) Pension Plans

Part 6 of Section XV heretofore set forth interpretations of the cost

primciples applying to pension and retirement plans. Such interpretations

were guiding rather than mandatory. This proposed paragraph inclUdes material

previously set forth in Part 6; it Part 2 is to be incorporated in contracts

as in the past this will result in the incorporation of procedural matter

rather than of basic principles. This oan give rise to serious negotiatimg

p·oblells. It would be preferable if the material in Part 2 could be confined.

to the basic principle that pension costs are allowable. Separately there could

be set forth in a related Part, such as Part 6, interpretations and other

aaterial necessary for the guidamce of auditors or cOlltracting of'ficers.

III additioD to the above geReral suggestion the f'ollowing eoaaeJlts are offered

on this paragraph and have given rise to the suggested revisions

(1) Pension plans of commercial enterprises (other than tax-exempt 9 non~prof'it

institutions) are already subject to the approval requirements of the Internal

Revenue Service. Approval by the Military DepartmeRts could be al'l wmeoessary

burden and expense since pension plans of individual firms are formulated with

the approval requirements of the Internal Revenue Service in mind.

(2) Pension and retirement plans may be established which are dependent

upon profits. Such plans, if approved by the Internal Revenue S~rvice, should

be acceptable to the Militaryo

(3) Allowable costs of' pension plans should not be limited by the amounts

claimed and deductible in the ourrent taxable period. Allocation of cost

between years on the basis of Internal Revenue technical liaits, which may

disallow in one year and pick up in subsequent years, is impractical and should

not be required so long as a consistent method of' contribution is followed by



the contractor.

(4) Subparagraph 3(iv) has been revised to reoognize that contractor's methods

of determining costs may already reflect reasonable provisions for the effect

of reversionary credits, in which event no special provision should be required.

Where special provision for such credits should be made, BO particular methods

should be prescribed since this is a procedural matter rather than one of basic

principles. Such cases should be handled by a method to be negotiated based on

individual circumstances involved.

Suggested Revision;

(1) A pension plan is a plan which is established and maintained by a
contractor primarily to provide systeaatioa1ly for the payment of definitely
determinable benefits to its employees over a period of years 9 usually for life,
after retirement. Such a plan may include disabilitY9 withdrawal, insurance 9 or
survivorship benefits inoidental and directly related to the pension benefits.
Such beR.efits, generally, are measured by, and based OR, such factors as years
of service and compensation received by the eaployees. ~e-de~erwana~f~~~h8

&1I0lalAt Q&-flef1e4.eit'"eette:fi+'f3-aficl-t.he-eo!.ltrlb'll.'ti'O:i'J:19-'W~!.e.e-'Ift!l.efi-~i-t'l!l-'M"e

f1-e:i-4.efl8Mee:5-~~~!"M'4.:to&il--Befl.e:fi<tfJ-aft-fle't-t!&f'.!.M.t~-t!e~naft6.~e-i~-~'l!I

tlrie4.Bg-4?eM-€-eri'e'.!.~e-eti-~4.t\alio!~<&f=ee""iee-e-'M"'"etftM""'~'5t')ft-IlEl.,.,.be-'t1~

;t.e-flFoEW4.de-4.llefte."a-~4.:ttl-;f+>!"-.th-e-~'lllatMfig-~rMti~'.!.fl6~d~&t~~ftg'

~.seQ-.t.Q-~eQ~$e-.ta@.~.r~@~M4;<l~4!>f-~e~,etI~~-er.A plan designed to
provide benefits for employees or their beneficiaries to be paid upon retirement
or over a period of years after retirement shall be considered a pension plan if
under the plan, eitherthe benefits payable to the employee or the required contri
butions by the contractor can be determined aotuariallyo .(.ae.t4.¥'8~fl'lailH3-wM.ee

a,"-liJa&8<i-eR-flF'&C4.;j;-M4i..lp4.ag-~.l-l-~:ee-e~€i~~e.-~ee-~RS4.<Hl-~dA8-RoU14..

='Q.i..s-paw.giF~~~.,,~

(2) ,g~ia8~~4.e&.,-afld~af'fWe¥'&~~~<i'-..e.~a~.,-e&-&~~-f>SftH.<m-pleAe
aaQ-.t.u-U.tAQQ~.a.f-Q.~0ra4._U~er-.t.Ae-08MW-:t.l:I.~~-MaJ.~-M-~@-"4JflElfi&!w.J.t~
~-.t1l.-~pal":til..QR=,-w-.lli9a-a~Q;i;t,..eegatH.M€t-.£..dagMQ-u4-A.Ne'lu.4!M-&e~4)A

~ak••~-='Qat.-*le.plF.ta.Il:t.-,,4.,lJ.,,-g•••ft.J.4'Y-.De-aeoe~Q-~-.t&.-~.e,...~
~Pension plans must meet the qualification require.eDts prescribed by
Section 401 of the latemal RevellUe Code of 1954 (P.L. 591, 83rd Cong., 2nd Sess.,
68A stat. 134) 0 Prior .. approval of such plalls by the eep;l'lillaat-J3eJ38.ptiJlleRt.,
ap~pe.a*"-ey-Interna1 Revenue Service shall be obtained in the case of:

(i) contractors who are subject to Federal income tax, a:ad

(ii) nonprofit or tax-exempt contractors who have subaitted
their plans for approval by Internal Revenue Service;

kew.lT• .,-aflfliFGVa..l-e&-a-~~-~.-~ateFM.J.-Jl.&lTem.te-~ie.-Qee.e-ae.t-llee4NHHI.§';l,l,.
Q6e~Fe-t.Ae-aJ.;iewaaee-&i-;tAe-e$Sw-~-eQea-a-~ev·-t.&e-~.t..eaot 'lelia'""....
IJl the case of all other plans, compliance with the qualificatioa requirements
of SeetioR 401 of the Internal Reve:nue Code of 1954 shall be deterJIined by the



cognizant Department using~ inso:far as applicable~ the regulations~ criteria,
and standards of the Internal Revenue Serviceo

(3) ~e-~he-e~eftt-~eB8!eft-~laRe-ape-a~~P8vea-ey-tRe-8.~Bima.~-Ml~i~ap'y
~epaptaeR~, costs tftepee~ o:f approved pension plans are allowable subject to
the :following conditions8

(i) the requirements o:f ASPR 15-2010 2 shall be satis:fiedJ

~!it-e~ea-e08~S,-~fte~~QiNg-e~eSB-e9Rtp!e~~'eRs-teee-Seetie.
4Q4~a~{lj{~-e~-tR8-IRtepAal-~VeR~8-;eee-ef-.9~4i-eka.~
Ilet-eweea

~A1-tRe-a.e~t-e~aim0Q-aRQ-aea~etiele-teF-le~epa~-iBee.e
t&K-~p~eg0@-~R-the~~~pe~t-taKab~0-~pied,-9P

~~t-ift-tke-eaee-eS-B8ftrpaG~t-ep-ta~-eKe.~t-epgaB!Bat!eReJ
tne-aae~t-wBieB-ee~a-BaVe-eeeB-e~ai.ea-a.8-&e.~e~e.

'ep-Fe&epa~-~.e9De-t&«-~eee8-i.-ta0-eQPpe.t-taKaele

~@~~8d-Ra8-8uek-epga~~Bat~eR8-88eR-8~e~eet-te-tke-,.y

.0Rt-8£-iB08.e-t~«~

~"H (11.,) in cases where the Internal Revenue Service withdralfs ap
proval o:f a plan or in the case or plans not subject to
Internal Revenue Service approval where the cognizant
Depart.ent usimg!hinso:far as applicable 9 the regulationa ~

criteria and standards of the Internal ReTenue Service,
determines that approval.21 the plan should be withdralm~
am appropriate adjustment of contract costs eha~ may be
made for contributions which previously have been allocated
to and allowed as contract costs and which

(A) are disallowed :for tax purposesf, or

(B) in the case or nonpro:fit or tax-exempt organizations
could have been disallowed for tax purposes had such
organizations been subject to the payment o:f income
tax~ aad

~'.t (iii) in determining the mot reasonableness £! pension plan costs
allocable to military contracts, &ad~ift~aaaitieB-te-.ak!.g

ap~pe~Fiat0-aa~~st.eRt8-#ep-epee!ts-eF-ga~R0-a~ieiRg-e~t~>el

.epmal-em~leyee-t~R8¥e.~consideration shall be given, ,.
aee9paaRee-wit~-{A1-e~-~i1-8elewpto possible fUture &BR8P
.a~ termination credits or gains which may arise with respect
to individuals for whom pension plan costs have been. or are
being incurred by the cOliltractor but whose employment will
terminate before they acquire a vested right to the benefits
UJlder such planso Where the cODtractor can demonstrate that
reasonable provision has been made for the effect o:f such
reversionary credits in his method o:f determining pension.
contributiona no special provisio~ for these credits is
required. Otherwise R it will be a.x;pected that aa arramgememt



will be made which will result. as nearly as may be practicable,
in the GovernaentVs receiTing the bemefit of these credits to
the SaJlle extent as it originally participated im the related
costs o

~A~-w.a8R-BQQa-a8R9Paa~-teFmiRat~eft-epeeite-ep-gaifte-ape-fereeeeaeie

&RQ-9aR-Qe-eWPP8R~~y-evalQatee-witft-peaeeRaeie-aeetiPaey;-aB

Q~u!ta81e-ae~QstmeRt-e&-e~F:P8Rt-eeete-te-~i.e-e'Eeet-te-e~ea

aRt~e~~tea-~t~e-eFee!ts-ep-gaiae-eaal~-Be-aaeeJ-eitaep-ey

~9QU9iRg-tBe-8'~8Rt-ee8te-etaepwiee-alleeaeleJ-ep-ey-eetaia

iag-P8al~etie-~eegB!tieR-iR-tae-aetli8.l"Y'.1e-C!/aletiatie!l-ef

e.PP8Bt-eost~,-se-taat-tae-e~ppeBt-eeete-aeJ-iR-~aet,-1"efleet

tBe-P8QQet!eR-fep-tke-&e~e~al-tePMiRat!eR-epea!te-ep-,ai.e

wBiea-ape-aRt~e'~teaf-aRe-S~eA-&e~~etmeRt-eaall-ee-pet~eetea

~R~,tR8-8Eu,tpaet.,- iR-9.B-&1Il8iBueRt-taepete,-0P-:tB-e8l1le-etaep
w~~tiRg-e~RQ!Rg-eR-tae-~eVepHmeRt-aBa-tke-eeBtpaet8Pt-8P-

~ij-waeR-8Qea-aeRe~1-tepmiBatieB-epeaite-8P-gaiR8,-wftetfte1"-61"
Ret-GepeseeaslG-~

,eRBieB-~laR-eeetB-iReaPFed-~aep-tae-eeRt1"aet-8fiall-ee-e~B;eet-te

P8tpe8~eet~ve=aeee~~t~~g~aRa~aHy-Beeeaeapy-ae~~et.eRt-tep=a~en

Sli8SeEiQell.ot;-tem:!:.Ali::t:leRc,epeaita-0:f'-gaiR.a-Wlleaa-tk@-~ePBlllellt-alla

tke-eeRtpastep-agpee-lifleB-a-lIletRsa- 0€~·eet,el"lfl.ill.iRg-l!l~ek-aEl~liet.eRt~
ep-agpee-Q~9B-aR-e~uitaBle-a&ju8tmeRtj-a~-e~eh-agpe8.eBt-akall-ee

1"e~leeted-~R-tB8-e9Rtpaet~-~R-aR-ame~a.eBt-tke~t8~-ep-iR-a-8e~apate

a~pee.eBt-BiREl:lBg-eB-tae-G8Ve:f'HmeRt-a.a-tk8-eeRtPaet9P.

(4) The allowabi1ity of costs of' lump sum purchases of anJ'lUities or of
1Ul1p sum cash payments or periodi'C1 CJash paymemts made to provide pemsion bemefits
for retiring or retired employees other than such costs iacurred under approved
pension plans shall be subject to consideration on an individual case basis.



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

15-204.2(El Professional Service Costs - Legal, Acco~ting, Engineering and Other.

Comment: (1) This paragraph as written singles out the costs of professional

services rendered by members who are not employees of the contractor, and est~

blishes factors for determining allowability which are inequitable.. \{hether or

not professional people are on the contractor's staff or separately engaged

should not be a factor in determining the allowability of the costs of their

services.

(2) In addition, the past pattern of such costs, the impact of Govern-

ment contracts on his business, the nature of his own organization, etc. should

also not be determining factors as to allowability. The scope and extent of

Government regulations, the changing requirements of contract clauses and peril

of loss in connection therewith make it necessary that the contractor avail him-

self of professional assistance. As a class, such costs should be allowable

subject to the application of the basic principles and standards set forth in

15-201 relating to reasonableness and. allocability.

(3) The cost of successful defense of anti-trust suits and the

successful prosecution of claims against the Government should also be al10w-

able. The last sentence appears unduly restrictive. Rather than restricting

allowability to those instances in which provision is made in the contract, it

is recommended that such costs be SUbject only to the test of reason and alloca-

bility. We suggest the clause be rewritten as follo~s:

Suggested Revision:

(1) Costs of professional services rendered by the members of a
particular profession whether as members of the contractor's organization or
separately engaged wke-aFe-Re~-emp±eyees-ef-~ke-eeR~Fae~eFare allowable, sub-
ject to (2) and (3) below, when reasonable and allocable in accordance With the basic·
principles and standards of 15-201. iR-Fe±atieR-te-tke-seFviees-P8RQeFea-aRa
WfteR-Ret-eeRtiRgeRt-~~eR-peeevepy-~f-tke-eestB-fpe~-tke-b·eveFR~eR~-~e~t-see

ASPR-~5-2Q4T3~g11.



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

(2) Faetep8-te-ee-eeasie€pea-iR-aetePmiRiBg-tae-allewaeility-.i
8e8t8-iB-a-paFtiQ~ap-ea8e-iBel~Qe:

(t~-.ke-past-~attePR-ef-8~ek-eest81-paptieQlaply-ia-tae-yeaps

ppiep-te-tae-awaPa-ef-GevePHmeat-eeatpaetst

tii~-tke-tmpaet-ef-geveFBmeat-eeBtpaets-eB-tke-eeBtpaetep.a

(!ii~-tke-BatQFe-aaa-Bee~e-ef-maaagepial-sep~iees-eKFaetea-ef

.ke-eeatpaetepls-eWB-epgaaisatieBSt-aaa

(iv~-wketaep-tke-ppe~eFtieR-ef-gevepBmeRt-wepk-te-tke-eeBtpaeterle

~e~al-eQSiBeSs-is-sQek-aB-te-iRflQeRee-tRe-eea~paetep-iR-favep-ef-!Ae~piRg-tae

.eBty-~aPtieQlaFly-wkepe-tRe-sepviee8-Feaaepea-ape-Bet-ef-a-eeBtiBQiag-aat~e-&Ra

Rave-little-FelatieBskip-te-wepk-QRQeF-GeveFBmeRt-eeBtpaetB.

Retainer fees .8-e8 are allowable ~st-~e when reasonably supported by evidence
of services rendered-.-- ----

(3) Costs of legal, accounting, and consulting services, and related
costs, incurred in connection with organization and reorganization, unsuccessfUl
defense of anti-trust suits, and the unsuccessful prosecution of claims against
the Government, are unallowable. 8eets:ef-lega11-aeeeQH~iRg,-aaa-eeasQlt"@
seFViees,-aaa-pelatea-eestBy-iaeQFFea-iB-eeHBeetieB.wita-pateBt-iafFiBgemeBt
litiga~ieB1-aPe-QBallewaele-QHless-etkeFWise-~peviaee.-fep-iB-tae-eeBtpaet.



(t)

NSIA SUGGEST.IiD REVISION TO
DOD DRAFT 4/20/56 SECTION 13

RENTAL COSTS (INCLUDING SALE AND LEASEBACK OF FACILITIES

Comments (1) No Comment

(2) The deleted prov~s~ons would actually penalize contractors leasing
from common control as with the contractors who have conventional leases, even though
the rental charges are the same for both or where the charges under the fonner are
actually lower. It would be very rare indeed to find a conventional lease where only
the rental rate is equivalent to normal costs, such as depreciation, taxes, insurance
and maintenace expen;ses.

(3) It is. recommended that Clause (3) be modified since Clause (1) seems
to provide adequate safeguards. This clause apparently seems to protect the Goverrunent
from a possible situation where rental under a leaseback was set at an arbitrarily high
value. The basic rule of reasonableness set forth in Clause (1) which indicates that
rates must be reasonable in light of tm type, life expectancy, condition, and value
of the facilities leased, appears to give the Govenunent complete protection. If this
clause is permitted to remain as is in the regulations, the Goverrunent would actually
be penalizing companies who have sale and leaseback arrangements as contrasted with
companies holding conventional eases. It would be very rare indeed to find a conven
tional lease where th~ rental rate was equivalent to "normal costs, such as depreciation,
taxes, insurance and maintenance expenses, II attributable to the facilities leased.

Likewise, it appears the Government also has in Clause (1)
adequate protection against any situation where a contractor might arrange option
terms under a leaseback, so as to permit re-acquisition of the property at a price
substantially less than its value as a result of high rental pa;yments. Note that
Clause (1) provides for a check of option arrangements and other provisions of
rental agreements for the purpose of determining reasonableness.

Suggested Revisions:

(1) Rental costs of land, buildings, and equipment and other personal
property are allowable if the rates are reasonable in light of such factors as the
type, life expectancy, 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 organi
zations under common control are HHa~~ewae~e-e*ee~tallowable to the extent such
charges do not exceed the normal eee~-e~-eWft~£~~-6Qea-ae-a~~e~at~eR~-~~ee,

~6Q~QRee~-aRa-ma~a~eaaeet-~re¥~aea-taat-fte-~ar~-e~-6&eR-ee6~e-6Ra±±-a~~±~ea~e-~

etRe~-a*.eweEl-eeete. rental costs for similar property from other sources.

(3) Unless otherwise specifically provided in the contract, rental
costs specified in the sale and leaseback agreement, incurred by contractors through
selling plant facilities to investment organization, such as insurance companies, or
to private investors, and concurrently leasing back the same f acilities, are allowable
on~ to the extent that such rentals do not exceed normal rental costs syea-as
Qep~e~a~~eaT-t~e6~-~Hs~~Ree~-aBB-ma~Rteaaee~-eerae-e~tRe-±e6eer-w~eA-W~-8Q¥e

&eea-4Re~¥~eEl-Raa-tRe-eeatrQetQr-petaiRea-~ega±-t~t*e-te-t£e-~ae~*~t~eefor similar
property from other sources.



NSIA SVGGESTED REVISION TO
OOD DRAFT 4/20/56 SECTION Y:V

15-204.2(u) Research and Development Costs.

Comment: (2) General research covered in this paragraph should be allowable

subject to the application of the basic principles and standards set forth in

15-201 relating to reasonableness and allocability rather than being dependent

upon specific contract coverage. In addition, the last sentence of this para-

graph should be deleted. Agreeing to divulge results is a very unfair condition

for determination of allawability because general research is of benefit to all

business. By agreeing to divulge results of such research and with no protection

or guarantee that such information will not be made available to others, research

upon which a contractor may have devoted millions of dollars and for which the

Government is only a partial contributor can be forfeited to competitors at no

cost to them. This appears particularly inequitable in view of the fact that

the Government has no need for such information, since the results of general

research can be applied to Government production and the Government can be auto-

matically apprised and benefit from such results without it.

(3) In connection with related research on a product or product line

to which a specific research and development contract relates, there is just as

much benefit accruing to the research contract as would accrue to a production

contract. Therefore, no distinction should be made as to allowability of cost.

In addition, the last sentence of this paragraph should be deleted for the same

reasons as enumerated in (2) above.

(4) This paragraph requiring research and development projects to

absorb indirect costs should be deleted since it is inconsistent with the prin-

ciples and standards proposed in 15-201.4 which permits the consistent applic~

tion of accounting principles of the contractor.



NSIA SUGGESTED REVISION TO
DOD DRAFr 4/20/56 SECTION XV

(5) Revision of this paragraph is necessary to preclude automatic

disallowance of research costs deferred from prior periods pending the deter-

mination of the proper accounting disposition of those costs when such costs

would otherwise be approved by the Contracting Officer as allocable research

costs at the time proper disposition can be determined.

Suggested Revision:

(1) Research and development costs (sometimes referred to as general
engineering costs) are divided into two major categories, for the purpose of
contract costing: (i) general research, also referred to as basic research,
fundamental research, pure research, and blue-sky research; and (ii) related
research or development, also referred. to as applied research, product research,
and product line research.

(2) General research is that type of research which is directed
toward increase of knowledge in science. In such research, the primary aim 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 if reasonable and equitably allocated to all work
of the contractor••e-tRe-eKteB.-8~ee~iieallY-~FeviQea-iR-tRe-eeRtFaet.--~ke
eeBtpaeteF-8Rall-Qi8elese-te-tRe-GeveFBmeBt-tRe-~~F~e8e8-aBa-Fe8~lt8-ei-8~ek

iRae~eRaeRt-geBeFal-Fe8eaFeR.

(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 engi
neering (see (1) above). Costs of a contractor's independent related. research
and development (that which is not sponsored by a contract, grant, or other
arrangement) are allowable under any cost-reimbursement type FFeQ.~etiencontract;
provided the research and development are related to the contract product line.
aRa-~peviQea-~ptRep-tkat-tke-eeBtpaetep-ai8ele8e8-te-tRe-GeveFRmeBt-tRe-~~F~ese8

aBa-Fe8~lt8-ef-tke-Fe8eaFek-aBa-Q.evele~meBty--£~ek-ee8ts-aFe-~allewasle-~RaeF

ee8t-Fe~B~FsemeBt-tYFe-Fe8eaFek-aBQ.-aevele~eBt-eeRtFaet8.

(4) Il'!ae~eRae:at··peseaFel3.-aBa-Qevele~HleBt-E'Feileet8-8kall-as8eFs-tke:i:-r

a~~pe~Fiate-8kaFe-ei-tke-iBQipeet-ee8t8-ei-tke-Qe~aFtmeRt-wkeFe-tke-weFk-i8-~eF

feFJl'lea.

(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, shall not be allocated to that contract un
less approved by the contracting officer or allowable as precontract costs (see
ASPR l5-204.3(j».



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

(v) ROYALTIES AND OTHER COSTS FOR USE OF PATENTS

Comments: Royalties and fees paid for the use of patents are normal expense
items and allowance thereof as a cost against Goverrunent contracts should not be
subject to specific advance approval. The Government is adequately protected by the
test of allocability and no further restrictions appear to be necessary or warranted.

Suggested Revisions:

Royalties on a patent or invention, or amortization of the cost
of acquiring a patent or invention or rights thereto, necessary for the proper perform
ance of the contract and applicable to contract products or processes, are allowable
to the extent eK~pe66~y-ee~-&ep~R-!H-~Re-eeR~pae~-ep-e~RepwiBe-a~~RePiBea-9y-~He

eeB~pae~iHg-e&&ieePt-!pe?iaee-~Ha~-wHepe-tHe-ge¥epHmeH~-HaB-a-lieeHBe-ep-t~e-pi~H~

~e-gpee-~ee-ef-t~e-~a~eH~-ep-iH¥eB~ieR-8~e~-ees~e-ape-~al~ewaB~et-8Ra-!pe?ieee-g~~aep

~Ha~-wRepe-\Re-~ateR~-RaB-BeeH-ae~~eiea~ee-~-8e-iR¥a~!e-B~eR-eee\8-iHe~pee-tftepeag\ep

8Pe-mlal~ewaeleW' such costs are allocable to Government contracts.



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/56 SECTION XV

(w) SEVERANCE PAY
..... _._-,

Comments: The proposed draft of item (ii) would make it mandatory that all
contracts provide in the.final release a reservation that abnormal severance payments
would be recoverable. This would create a lack of finality in Government contracts
which neither the contractor or the Government would'find acceptable.

From an accounting concept the proposed clause is both impracticable
and infeasible. The fact that employment periods of terminated employees extend back
aver a number of years would make it impossible of administration.

Suggested Revisions:

(1) Severance pay, also commonly referred to as dismissal wages, is a
payment in addition to regular salaries and wages, by contractor to workers whose
employment is being terminated. Costs of severance pay are allowable only to the
extent that, in each case, it is required by (i) law, (ii) employer-employee agree
ment; (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 servance payments are divided into two categories as followsl

actual normal turnover severance payments shall be allocated
to all work performed in t,he contractor's plant; or, where
the contractor provides for accrual of pay for normal sever
ances such method will be acceptable if the amount of the
accrual is reasonable in light of p~ents actually made for
nor.mal severances over a representative past period, and if
amounts accrued are alloca~ed to all work performed in the
contractor's plant; and
abnormal or mass servance p~ents actually made upon cessation'
of work when there is no reasQnable prospect of continuing
employment on otherwork of ~ contractQr are. allowable~ eM..
ge-aS8~gReQ-te-ta&-eR~~P8-~9P~eQ-&&-~Bp~~4=ei-.h&=4eP.BiBa~
eJll~~eyeee-8rRQ-eft~N8re~y-a~*ee8:%a-·:&e-8r.n.-W&P1E-~ep~eftle8:-ioR-Jl;ke.
eeR~e~pLe-p~~-Q~~Bg-~Aa~~~ep~eaT--A-Fgeep¥a~~eB-~R~~e

'~Ra*-pe~eaBe-may-ee-~ae waeR-4~-~8-pea8eR8:e~e-~-aee&me-~Aa~

Se¥8PQRee-~y-a~~eeae*e-~e-~ae-eeB~ee~~*~-ge-aa6e-~-~fte

&l:l~.



NSIA SUGGESTED REVISION TO
DOD DRAFT 4/20/,6 SECTION XV

(cc) TRAVEL COSTS

Comments (1) No Comment

(2) The provisions of 15-201.2 (i) and (ii) should be the criteria for
the allowability of such costs. No further restrictions are necessary or warranted.

(3) Comments in (2) above apply here as well.

, (4) The burdensome and time consuming requirement of obtaining contract-
ing officer approval on personnel movement of a mass or special nature should be
eliminated. The proposed change gives the Govermnent the protection required while
permitting quick contractor decision and action.

Suggested Revis~:

(1) Travel costs include costs of transportation, lodging, subsistence,
and incidental expenses. incurred by contractor personnel in a travel status while on
official compa~ business.

(2) 'l'ravel costs incurred in the noonal course of overall administration
cf the business and applicable to the entire busi,1ess are allowable, and shall be
allocated consistent with the contractor's estabLshed practice. i~uJft.-eee48::elllEil.
ie-e~~~~&~-Q~ee&~ea-~e-Q~~-we~k-e~-tae-eeR~Qe~p.

(3) Subsistence and lodging includin~ tips or similar incidental costs
are allowable either on an actual or per diem basi~ ~Rli-Qa84,.s-8e.ee:t.eQ-eRaU-ge

eeBe4:eWB4;iI:,.~~ewee... The method or, methods used shall be consistent wi.th the
established practice of the contractor.

(4) Costs of personnel movement incll.ding those of a special or mass
nature are allowable eBly-wfieft-al!t-fl.e!'4.~ea-ep-a!9!9~e¥e4-~-wri~~g-ey-:t;fie-eeft:Wae~

eif~e8P when properly allocated.

I
,\

I'
"i

,,



15-29~T3-fet 15-294,2 (eel Contributions aD4 DonationS

COllllllent: Contributioas and Donations recognized for iDcome tax purposes

should be allowable subject to the usual tests of reasonableness and

allocability. These items are a necessary business expelse. Industry

is being looked to and has a civic responsibility to bear its share of

expenses related to local, state and national community activities as

represented by nOI-profit health, welfare and educational institutionso

Government policy has been to encourage industry in these regards and the

costs thereof have been recognized for income tax purposes.

Suggested RevisiOI

Contributions and donations aPe-~B~llevaele to est§plished non-profit
organizatio.s such as religigus. charit§ble. scie.tific aDd educat~Qnal

organizations. which are recognized as such by the Tre§8ury DePartmen~

are allowable proyided that such costs are reasolable aid are properly
allocates! to all work. The propriety of the 8J!lOUJlt of particular c;on
tribytiops aDd dolatiops ADd the aggre&lte thereof for each fiscal
periQd must be jUdg~d grdilarilx in light ot the pattern gf past cOltr~
buUols. Particularly those made prior to 'ijle. plaet.g of Gover_elt COlt:
tracts. The amount of each allowable c;oDtributioD must be deduc;tible
for p,urpo§es of Federal iDCome tax.



1;-2e~.3-fdt 15-204.2 (ff) Entertainment Costs

Comment: Such costs should be allowable to the extent that it can

be demonstrated that such expenses are ordinary and necessary to the

business of a contractor.

Suggested Revision

Costs of amusement, diversion, social activities and incidental costs
relating thereto, such as meals, lodgiag, rentals, transportation and
gratuities are ~ftallowable. (ba~-eee-A8P.R~;-2G~.2-f~t-fht-aa4~f~t-).



RECONVERSION COSTS

Comments: Where a contractor has made special plant changes in order to

introduce Gover~ent contracts into his production, the cost of these

contracts is not complete unless it includes both the cost o~ installation

and the cost of restoring the facility to its original condition. This

paragraph limits the allowable reconversion costs to the costs of re

moving Government property and the costs caused by such removal if spe

cifically provided for in the contract. This excludes the costs of

removing the contractor's own facilities which were converted to or

acquired for the production of Government work and also excludes the

costs of reestablishing the facilities consistent with the demands of

his regular business. Both of these categories of costs are occasioned

by the introduction of Go~ernment business and should be allowed as

costs of Government contracts.

This section uses the term "incurred", which has been inter

preted by the Government to mean "expended". Actually the liability for

such costs is incurred at the time the facilities are converted to Gov

ernment business. Generally reconversion costs are not paid Tor until

after completion of performance of the Government contracts which

occasioned them. Furthermore, most of the costs may not be expended

until most or all of the contractor's Government business occasioned

by the Defence Emergency is completed. Unless accruals for such costs

are allowed as costs of the Government work which occasioned them While

the contracts are in process, there is no effective way to recover the

costs. Accruals in this category are not in the nature of "contingencies"

in that a definite liability has been incurred. 'While the amounts in

volved may not be susceptible to exact determination in advance, reason

able accruals should be allowed.



Suggested Revision:

Reconversion costs are those incurred in or accrued for the
restoration of the contractor's facilities to approximate the same physical
arrangement and condition existing immediately prior to commencement of the
military contract work aftd-~ftei~e-~he-eos~-of-remoyai-of-eoverameft~-~roper~y.

Reconversion costs are allowable. ~ftYers~oft-expefteee~~-ae~~i~ewae~e

e~ee~~-~ha~-~he-eoe~-of-remov~ft!-90Ye~eft~-~ro~er~y-aft~-~he-ree~ora~~on

eoe~8-ea~ee~-eY-8~eh-re.ova~-are-a~~ovae~e-~f-e~~f~ea~iy-~rov~-fer

~ft-~he-eeft~rae~.



l'-294.3-fe} l5-204.2(hh) Excess Facility Costs

Comment: Industry is contlnuously faced with changing needs for plant

capacity because of changes in production levels. Such fluc-

tuations may result from doing business with the Government.

To the extent that excess plant is reserved for Government pro--

duction the cost of such capacity should be recoverable as a

charge against current Government business or recovered under

a separate Government contract. Circumstances may not always

justity a separate contract.

Suggested Revision:

Costs of maintaining, repairing, and housing idle and excess contractor
owned facilities, except those reasonably necessary for current and im
mediately prospective production purposes, are unallowable. The costs
of excess plant capacity reserved for aefeftse-meeilf&aeiea Government
production shall be allowable unless the facilities are made the subject
of a separate contract.



...._."'.

%5-2e4~3-fg~ 15-204.2 (ii) Interest and Other Financial Expenses

comment: NSIA views upon this subject were presented to the Honorable

Charles E. Wilson in a letter dated 3 September 1954 attached to which

was a statement entitled "Allowability of Interest on Borrowed Capital

in Military Contract Pricing". Supplementing these, a letter dated
, ,

February 7, 1956 was submitted to the Honorable Reuben B. Robertson, Jr.

by Mr. J. K• .Richards enumerating further reasons why these costs should

be allowed. A copy is attached.

SUSgested Revision:

Interest (however represented), bond discounts, costs of financing and
refinancing operations, legal and professional fees paid in connection
with the prepa·ration of the prospectus, costs of preparation and issu
ance of stock rights, and costs related thereto are allowable.~%iew

a.~-e.ee,e-fer-taeere.e-a••e••ea-D1~__ee-er-%eea%-taztas-e..aer~e~.e
~er-eae-eeai~e~ea.- ••e-fe••a-~-ASPR-~S-ae4Ta~~-f..e-.e.-ASPR-~S
e9~TafM~fi:~~·
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NATIONAL ASSOCIATION

0/
MAN U F ACTUR ER S
OF THE UNITJSTATES OF AMERICA

2 EAST 48TH STREET· NE'w' YORK

Mr. Lloyd H. Mulit
Director of Requirements, Production

and Distribution
Office of the Assistant secretary of Defense

(Supply and Logistics)
Room 3ES22, The Pentagon
Washington, D. C.

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

Dear Mr. Nulit:

On behalf of NAMt s Government Contracts ConmU.ttee I should like to thank you for
having our representatives attend the May 21, 1956 meeting at the Pentagon to
discuss the April 20th Revision of ASPR Part 2, section rl, Contract Cost Principles.
In rq opinion, this exchange of views creates a favorable atmosphere for a better
appreciation between Government and industry representatives of the problems of each.

The HAM representatives at this meeting, Messrs. M. E. Moulton and Edward T. Whitehead,
advise that the Defense Department considers it essential to issue the revised set
of Cost Principles, with possible minor modifications, in the very near future. We
are informed, however, that careful consideration will be given to comments from
interested industry groups which are submitted no later than June 4-

Initially, it seems desirable to s'lDlllD&ri.ze the understanding reached at the May 21 ",,-
meeting relative to research and developuent, compensation and the non-applicability
of the new Cost Principles to current contracts.

While industry representativas were gi.van to understand that no change would be made
at the present time in the existing ASPR XV with respect to research and development
and compensation, it developed at the meeting that the language of the present draft
actually represented a material change. It was then agreed that these provisions
would be re-eDltined by your staff to determine whether revision was necessary to
avoid any misunderstanding or misapplication.

In view of these apparent discrepancies, we urge that such sections be amended as
follows to conform with present Section XV:

15-204.2 (d) Compensation for Personal Services.

Delete the following at the end of the paragraph:

"Any plan upon which deferred compensation benefits are based, other
than pension plans (see (p) below) shall meet the requirements of
the applicable provisions of the Intemal Revenue Code and the regu
lations of the Internal Revenue Service. Also, the amount allowable
under any such plan tor apportionment to contracts in any one ye~

shall not exceed:



Mr. Lloyd H. Nulit -2- June 1, 1956

(i) the amount contributed under the plan for that year; or

(ii) 15% of the total compensation otherwise paid or accrued
in that year to the individuals covered under the plan;

whichever is the lower."

15-204.2 (u) Research and Developnent Costs.

Delete from paragraph (2) the last sentence which now reads:

"The contractor shall disclose to the Government the purposes and
results of such independent general research."

Delete from paragraph (3) the last portion which reads:

"and provided further that the contractor discloses to the Govern
ment the purposes and results of the research and developnent.
Such costs are unallowable under cost-reimbursement type research
and development contracts."

It would also be necessary to change the preceding phrase of the draft so
that it would read "are allowable under any cost-reimbursement type con
tract" instead of "under any cost-reimbursement type production contract".
In other words, eliminate the word "production".

Furthermore, it appears that this latest revision may result in contractors absorb
ing even more of their business costs than under present Section rI. Hence we feel
that the revision final.ly adopted should not under any circumstances be made appli
cable to current contracts. During the discussion at the May 21 meeting, Mr. Pilson
of your office advised our representatives that a statement would be included to the
effect that the new Section XV would be applicable only in the case of contracts
entered into ninety days after its publication. This would, of course, cover our
objection.

We should like to emphasize and supplement the foregoing and are, therefore, enclos
ing as Attachment A detailed views on a number of provisions which we consider to
be of extreme importance to industry. It is our hope that the Department of Defense
will be receptive to these reconmendations which we believe would prove fair to both
Government and industry.

Generally speaking, our comments on the present revision of Section rI are the same
as those submitted with respect to the draft circulated about a year ago. These
views were forwarded to Admiral Thomas by letter dated June 20, 1955, a copy of which
is also enclosed as Attachment B.



Mr. Lloyd H. Mulit -3- June 1, 1956

We know, of course, that careful consideration will be given to our suggestions and
shall be glad to discuss them further at your convenience. In this cOlUlection, our
representatives advise that the desirability of even more discussions between those
drafting policies and industry members affected thereby, was emphasized at the
meeting. By 80 doing, we believe considerable progress could be made toward arriv
ing at statements of principles agreeable to Government and industry.

Sincerely yours,

tfpl~~
George P. F. Smith, Chairman
NAM's Government Contracts Conmdttee

GPFS:rce
Enclosures

NO INCI,O~U?ES RETAINED



ATTACHMENT A

SUGGESTED CHANGES TO ASPR SECTION XV~ PART 2
- PROPOSED REVISION (April 20; 19 6)

15-203.1 General.

(c) The base period for allocation of indirect costs is the period during
which such costs are incurred and accumulated for distribution to work per
formed in that period. The base period shall be representative of the period
of contract performance and shall be sufficiently long to avoid inequities in
the allocation of costs, but normally no ~R-Re-e¥eRt longer than the contractor's
fiscal year. When the contract is performed over an extended period of time,
as many such base periods will be used as will be required to represent the
period of contract performance.

COMMENT
The second sentence in this paragraph includes the provision that
the base period for determining overhead would be "in no event
longer than the contractor's fiscal year." This arbitrary re
striction seems unnecessary and we would recommend that the
wording be changed to read as indicated.

15-203.4 Selling and Distribution Costs. Selling and distribution costs arise
through marketing the contractor's products and include the costs of sales
promotion, advertising, distribution, and other related activities. (;eRepa~±y,

6~eR-ee6te-ape-Ret-a~~ewae~e-ae-a-eRap@e-te-~¥ePRffieRt-eest-peimB~psemeRt-type

eeRtpaet6-te~t-6ee-AgPR-~§-~Q4T~{ejj. Wewsvep, Subject to the other provisions
of this Part, costs in this category, including supervisory and clerical costs,
which relate to technical, consulting, and other beneficial services, and
which are for purposes such as application and adaptation of the contractor's
products, patRep-tRaR-~~pe-ee~~~R@,are allowable if a reasonable benefit to
Government contracts is demonstrated. Such costs shall be allocated to the
contractor's commercial work and its individual Government contracts on an
equitable basis. Because of the special problems that arise in this area, the
contractor should identify in its records, by means of sub-accounts or other
wise, the itffins of selling and distribution cost considered properly allocable
to Government contracts.

COMl"1ENT
Before re~s1on, this paragraph states that these expenses are
unallowable unless a "reasonable demonstration of benefits to
Government contracts" can be shown. Our suggested rephrasing
switches the emphasis from generally unallowable to generally
allowable. Since bidding expenses are recognized as allowable
items of cost in l5-204.2(b), we believe that other types of
selling and distribution expenses should be treated in a like
roarmer.

15-204.2 Costs Allowable in Whole or in Part.

(a) .f\.dvertising Costs. Advertising costs include the costs of advertising
media and corollary administrative costs. Advertising media include magazines,
newspapers, radio and television programs, direct mail, trade papers, outdoor
advertising, dealer cards and window displays, conventions, exhibits, free goods
and samples, and sales literature. The following advertising costs are allowable:
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(i) Advertising in trade and tecp~ical journals, provided such adver
tising 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 contractorvs industry. aRe

(ii) Help wanted advertising, as set forth in (s) below.

(iii) General institutional and educational advertising should be evaluated
as to allowability in the light of direct and indirect benefits to
Government business.

~ Product advertising is a selling and distribution expense and should
be allowable in accordance with paragraph 15-203.4 to the extent
properly allocable to Government business.

COlvllVlENT

These changes will permit consideration of cases where advertising
charges are part of Government contract costs.

(c) Civil Defense Costs. Civil defense costs are those incurred in
planning for, and the protection of life and property against, the possible
effects of enemy attack. Reasonable costs of civil defense measures (including
costs in excess of normal plant protection costs, first-aid training and sup
plies, fire fighting training and equipment, posting of additional exit notices
and directions, and other approved civil defense measures) ~e~~akeR-&R-~Re

~6R~~e~e~~e-~e~eee pursuant to suggestions or requirements of civil de
fense authorities are allowable when allocated to all work of the contractor.
Costs of capital assets acquired for civil defense purposes shall be depre
ciated in accordance with (e) below. &teei*o-ae-ef'ee:b~~eaJ:;:T-f'!'e:ri:tieti-~ep-3::R

~p.e-eeR~pa~~,-eeH~p3::e~~3::eHe-~e-;e~~e~¥3::1-eefeHSe-~~H~,-&P-~e-~~ee~e-Re~

eR~Re-ee~pae~ep~e-~pe~6ee;-ape-~a~ew&Ble.

COMHENT

In the public interest, many contractors enter actively into
civil defense programs of their community, even to the extent
of loaning equipment and personnel to take part in the over
all program. As a matter of pUblic policy, the Government
encourages support of these programs by industry. Disallow
ance of such costs cannot fail to discourage this active
participation by manufacturing companies. At the very least,
provision should be made to make this the subject of special
negotiation in the light of all attendant circumstances,
without the need of negotiating a special contract provision.
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(d) Compensation for Personal Services. Compensation is allowable. The
term Ilcompensationl1 includes all amounts paid or set aside, such as pension,
retirement, and deferred compensation benefits, salaries, wages, royalties,
license fees and bonuses. The total compensation of an individual may be
questioned and the amount allowed may be limited; and in connection therewith,
consideration will be given to the relation of the total compensation to the
services rendered. Compensation to sole proprietors or partners, however, is
allowable only to the extent specifically provided for in the contract. ABy
p*eB-H~B-wfi~eA-aefeppea-eem~eRe~~eR-eeRef~~e-ape-eaBeaT-e~Rep-~aR-,eRB~eR

~aRB-~Bee-~~-ee±ewjT-eHal±-ffiee~-~e-pe~~peffieH~e-ef-~Re-a~~eae±e-~e¥~e~eRe
ef-~Ee-±H~epBal-~e¥eH~e-geQe-aRe-~fie-pe~~e~~eHe-ef-~Re-±RtePR~-Re¥eB~e

~ep¥ieey--uAleeT-~Ee-ameaR~-~*ewQ~e-~eep-aRY-&HeA-~±aR-fep-appep~~eR~-~e

eeR~pae~-aRy-eRe-~ap-efia**-Re~-e*eeea~

~~-~Re-ameHR~-eeR~p~eH~ee-~eep-tAe~±aH-fep-~Ea~-yeaPt-ep

t~~~-±5~-ef-~Re-~e~a±-eeffi~eRea~~eH-8~fie~ee-~a~-ep-eeePHea-~R
~a~-yeap-~e-~Re-~aa~¥~eHa*5-ee¥epea-HRaep-~Ae-~±aRt

COMMENT

In general, the reVlSlon appears to recognize that compensa
tion of necessity must be adjudged on the basis of reasonable
ness. However, an arbitrary limit of 15% is used in deter
mining the allowability of deferred compensation. This
limitation nullifies the reasonableness test and should be
deleted.

(e) Depreciation.

(5) Unless otherwise provided for in the contract, no use charge shall
be allowed for assets still in use which have been fully depreciated on the
contractor 9 s books or acquired without cost. Special amortization recorded on
the contractor 9 s books in accordance with a certificate of necessity is not to
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be considered as deEreciation for the purposes of determining whether an asset
has been fully depreciated. Use charges for assets not fully depreciated on
the contractor~s books are unallowable.

COill->lENT
To forestall an interpretation by Government personnel
to the effect that an asset which has been fully amortized
should be condidered fully depreciated, it seems that it would
be desirable to insert in this paragraph after the first sen
tence the additional sentence included above.

(g) Food Service Costs and Credits. Food services include operating or
furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons,
vending machines, or similar types of services for the contractor's employees
at the contractor9s facilities. Profits (except profits irrevocably set over
to an employee welfare organization of the contractor in amounts reasonably
useful for the benefit of the employees at the site or sites of contract per
formance) accruing to the contractor fro~ the operation of these services,
whether operated by the contractor or by a concessionaire, shall be treated as
a credit, and allocated, to all activities served. Reasonable losses from
operation of such services are allowable when it is the: policy of the contraotor
to operate such services at a profit or at cost; provided, however, that such
losses are allocated to all activities served. ~eB-~~-~5-~Re-,el~ey-ei-~fte

eeB~Fae~ep-~e-GaPB~sR-e~eR-eepvieee-a~-a-~eee7-~eeee6-eB-e~eR-e,epa~~9B-eRa~

H9~e9-al±9wee-ae-a-ege~-aRlges-e~eeii~ea~-~P9¥ie9Q-iep-~H-~H9-89~~pae~.

COMMENT
Cafeterias, dining rooms and other food services are in the
category of 15-204.2(f), uEmployee Morale, Health, and Welfare
Costs and Credits. u It should not be necessary to negotiate
a special contract provision to cover this item of expense.
Notwithstanding the intent of making a profit, loss or merely
to break even, the net cost or profit of operating cafeterias,
dining rooms and other food services should be allo\4ed in the
same manner as health and welfare activities incurred for the
improvement of working conditions, of employee-employer rela
tions and of employee performance.

(i) 1nsurance and Indemnification.

(3)(iv) costs of providing a reserve for a self-insurance program
are ~Ral1owable aRleee 1£ the program has been approved by the
Military Department concerned; and

COMMENT
It is recommended that the present wording be revised as shown
to eliminate the emphasis on the unal10wabi1ity of such reserves.

(4) ~Re-GevepBmeH~-~e-e9~~ga~ea-~e-~HQe~~Y-~Ae-eeR~pae~ep-eAly-te

~Re-e~eR~-e~e661y-~pe¥~aea-~9P-~R-~R9-eeBtpae~~--~p.epefepe7-e*ee~~-a6-e~Rep

wiee-e~peee~y-~pe¥~eeQ-fep-~R-~Re-eeH~pae~7-ae~~al-*eeeee-Be~-pe~~peeQ-ey

~Re~paRee-~~HPe~gR-aR-a~evea-ee~f-~Re~paRee-~P95pam-ep-9~Re~eet-ape
~Ral;:),ewaele.

. ~..•_-_.__._.•.. _._..~---------------------
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C01.JMENT
Although we are not certain of the exact meaning, it appears
to us that Paragraph 4 should be deleted. It is logical to
assume that normally both the Government and the contractor
will desire to insure that adequate coverage is obtained. It
would appear that in the absence of negligence on the part of
the contractor indemnification by the Government against
liabilities not compensated by insurance would therefore of
necessity result from some totally unexpected occurrence
which neither party could reasonably anticipate. For this
reason, it is patently unfair to make the contractor respon
sible for insertion of express provisions to cover such con
tingencies.

(k) Maintenance and Repair Cost~.

(2) Gee~e-e~-ma~H~eHQRee-&Ha-P9~a~Py-wR~eft-ape-ae~ayee-~pem-a-~&p~ee
~~ep-te-tRe-eeRtpae~-&ep-eeme-peaeeR-~eA-ae-aeHep~-e~epat~H~-eeHe~t~9Re-ep

±a&k-ef~~ee-&Re-&Pe-~pfeP.mee-e~p~~tfte-eeRtpae~-~ep~eeT-QPe-~~~ew~e-~

±eee-e~~~e~±y-,pe~eee-fep-~H-tAe-eeRtpaetT--~~*ew~ee,-tHe-eet~atee-eeet

e&-ma~RteHaHee-aHe-pe~~P-Re~y-pe~~pee-e~t-Het-aeeem~~~eRee-e~p~R~-tRe

~p~ee-ef-tae-eeHtpae~-ape-~a±±ewae±e-~eee-e~ee~f~e~±y-~e~eee-~ep-~R-tHe

eeRtpaet.

COMYLENT
The allocability of deferred maintenance expenses to Govern
ment contracts should be a matter of negotiation between
the contractor and contracting officer. The stipulation
that these expenses are allowed only if they are covered by
a specific contractual provision is unduly restrictive.

(m) Material Costs.

(6) Costs of material or services sold or transferred between plants,
divisions, or organizations, under common control, shall be allowable only to
the extent of:

(i) the cost to the transferor; ep

~~~j-~Re~p~eee-ef-e~Rep-e~~~±~pe-fep-tRe-ease-ep-e~e
etaHt~a±±~6~~QP-~~emet

wAieRe¥eP-~e-~Ae-±ewep7-~eee-~aeteP6-e~ep-tRaH-~~ee-wappaHt-a±±ewaRee-eH

tfie-eae~e-ef-tRe-eee~-te-~Ae-tpaHefepePtprovided that, in the case of any item
regularly manufactured and sold by any such transferor through commercial
channels, a departure from this cost basis is permissible if the charge to the
contract does not exceed:

(i) the transferor's sales price to its most favored customer
for the same item in like quantity; or

(ii) the prices of other suppliers for the same or substantially
similar items;
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whichever is the lower, unless factors other than price warrant allowance on
the basis of the transferor's sales price to its most favored customer.

COl-'JMENT
It is recommended that the deletion indicated should be
approved in consideration of the administrative burden
involved in its implementation.

(r) Professional Service Costs - Legal. Accounting. Engineering. and Othen

(3) Costs of legal, accounting, and consulting services, and related
costs, incurred in connection with organization and reorganization, defense of
anti-trust suits, and the prosecution of cla~ns against the Government, are
unallowable. ge~e-ef-±ega±T-aeeeH~~~~~T-aae-ee~e~~~g-e~eeeT-aHa-pe~a~ee

eee~T-~~e~ppee-~R-eeRRee~~eH-wi~R-~a~eR~-~~p~RgemeR~-±~~~a~ieRT-ape-~a±±ew

ae~e-~ee~-e~Re~se-~9¥~eee-&ep-~R-~Re-eeR~ae~.

COMNENT
The last sentence appears unduly restrictive. Rather than
restricting allowability to those instances in which provision
is made in the contract, it is recommended that such costs be
subject only to the test of reason and allocability.

(t) Rental Costs (Including Sale and Leaseback of Facilities).

(1) Rental costs of land, buildings, and equipment and other personal
property are allowable if the rates are reasonable in light of such factors as
the tyPe, life expectancy, condition, and value of the facilities leased,
options available, and other provisions of the rental or leaseback agreement.

(3) ij~eee-e~Re~ee-e~ee~&~ea±±y-~e~ee4-~R~Re-eeH~pae~-peR~a±
eee~e-e~e~ee-~H-eale-aRe-±eaeeeae*-agPeemeR~eT-~~~ppee-ey-eeR~pae~epe

~Rpe~B-ee±~~R~-~aa~fae~±~~~ee-~e~A¥ee~~~-&p~&H~sa~~Re~e~eR-ae-~e~Ree

eem~~eeT-ep-~e-~~¥a~e-~R¥ee~epeT-aRe-eeRe~eR~*y-leae~R~-eae*-~Re-eame-&ae~±

~~~ee,-ePe-allewae~e-eR±y-~e-~Re-e~e~~~e~eR-peR~ale-ee-Re~-e*eeee-Repm8±

ee~&;-e~eA-ae-Qe~pe~~~RT-taHe5T-~~eHPaHeeT-aRe-~RteRaReeT-eePRe-eY~Re

leee@PT-wR~eR-we~e-Ra¥e-eeeR-~e~pee-Rae-tRe-eeH~aetep-pe~a~Ree-±ega±-~~tle

~e-~-Iae~~t~ee.

COMl1ENT
We recommend the above changes on the basis that clause (1) pro
vides adequate safeguards. Clause (3) apparently seeks to pro
tect the Government from a possible situation where rental under
a leaseback was set at an arbitrarily high value. The basic
rule of reasonableness set forth in clause (1), which indicates
that rates must be reasonable in light of the type, life ex
pectancy, condition and value of the facilities leased, appears
to give the Government complete protection. If clause (3) is
permitted to stand, the Goverplnent would actually be penalizing
companies who have sale and leaseback arrangements as contrasted
with companies holding conventional leases. It would be very
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rare indeed to find a conventional lease where the rental rate
was equivalent to Bnormal costs, such as depreciation, taxes,
insurance, and maintenance expenses" attributable to the facil
ities leased. Likewise it appears the Government also has in
clause (1) adequate protection against any situation where a
contractor might arrange option terms under a leaseback so as
to permit re-acquisition of the property at a price substan
tially less than its value as a result of high rental payments.
Note that clause (1) provides for a check of option arrange
ments and other provisions of rental agreements for the purpose
of determining reasonableness.

(u) Research and Development Costs.

(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 re
search (that which is not sponsored by a contract, grant, or other arrangement)
are allowable to the extent specifically provided in the contract. ~e-eeH

~~Qe~eF-eAa±±-a~6e±eee-~e-tAe-Ge¥epHmeHt-tAe-~~6ee-aHa-pee~te-ef-e~eA~Hae

~eHaeHt-geBe~Q±-peeeapeA.

(3) Related research is that type of research which is directed toward
practical application of science. Development is the systematic use of scien
tific knowledge directed toward tlle production of useful materials, devices,
methods, or processes, exclusive of design, manufacturing, and production
engineering (see (1) above). Costs of a contractor 9 s independent related
research and development (that which is not sponsored by a contract, grant, or
other arrangement) are allowable under any cost-reimbursement type ~a~t~eH

contract; Erovided the research and development are related to the contract
product line and the costs are allocated to all production work of the con
tractor on the contract product line; aH4-~e¥ieea-f~p~Aep-tAat-tRe-eeH~Qetep

a~ee~eee-te-tRe-Ge¥epHmeHt-tHe-~~~eee-QHa-pee~te-ef-tAe-peeeQPeft-eBe-ae¥e±e~

ffieRty--~eR-eeete-a~e-~a±±ewQe±e-~ep-eeet-peime~meRt-~e-peeeapeft-aRe

ee¥e±epm8Bt-esHtpaete.

COMJvIENT
Agreeing to divulge results is a very unfair condition for
determination of allowability because general research is of
benefit to all business. By agreeing to divulge results of
such research and with no protection or guarantee that such
information will not be made available to others, research
upon which a contractor may have devoted millions of dollars
and for which the Government is only a partial contributor can
be forfeited to competitors at no cost to them. This appears
particularly inequitable in view of the fact that the Govern
ment has no need for such information, since the results of
general research can be applied to Government production and
the Government can be automatically apprised and benefit from
such results without it.
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In connection with related research on a product or product line
to which a specific research and development contract relates,
there is just as much benefit accruing to the research contract
as would accrue to a production contract. Therefore, no dis
tinction should be made as to allowability of cost.

(cc) Travel Costs.

(4) Costs of personnel movement of a special or mass nature are allow
able. e~~-WfteR-a~~R&P~~eQ-ep-a~~e¥ee-~H-~~~~-~Re-~eH~pQe~R~-ef~~eep.

COMMENT
----Under this sub-paragraph the Government is denying recovery of

personnel transfer costs, except as specifically authorized in
writing by the contracting officer, M1en such transfer is of a
\~special or mass nature". First, "special or mass natureii is
a matter of opinion and is not clearly defined. Secondly, if
contractors were to accept such a restriction, CPFF contracts
would not carry a fair share of these costs which represent
present-day normal costs of doing business. Furthermore, dis
persion of activities is in accordance with Defense Department
recommendations. In summary, we believe the cost of such
personnel movement should be allowable, without specific
authorization by the contracting officer.

15-204.3 Unallowable Costs.

(c) Contributions and Donations. ~eM!'~a~ef*l-QRa-QeHa:t;3:eBS-ape
~aUQW'al!lJ.G•

Contributions and donations to established nonprofit charitable
scientific and educational organizations are allowable provided that such costs
are reasonable and are properly allocated to all work.

The propriety of the amount of particular contributions and donations
and the aggregate thereof for each fiscal period must be jUdged ordinarily in
light of the pattern of past contributions, particularly those made prior to the
placing of Government contracts. The amount of each allowable contribution must
be deductible for purposes of Federal income tax. but the deductibility of the
contribution for income tax purposes does not in itself justify its allowability
as a contract cost.

COl"JNENT
The necessity for supporting charitable and educational institu
tions, etc. is as normal a cost of doing business as is, for
example, the payment of local taxes. Continuing support by
industry of the countryVs privately financed educational
institutions is of paramount importance to the nationWs welfare.
No one derives more benefit from such support than does the
Government through its research and development contracts •

...__.__w.,. •.•.........• _



ATTACHMENT B

~rJESTON ELECTRICAL INSTRUMENT CORPORATION

NE,WARK 5, NEW JERSEY

June 20, 1955

Rear Admiral L. H. Thomas, USN
Office of the Assistant Secretary

of Defense (Supply and Logistics)
The Pentagon
Washington 25, D. C.

Dear Admiral Thomas:

Attached is a statement of comments prepared by the Government
Contracts Committee of the National Association of Manufacturers upon
the draft of a proposed revision of Part 2, Section XV, Armed Services
Procurement Regulation.

We compliment you and your staff for developing this draft for
industry's consideration. We are all well aware of the difficulties
encountered in its preparation and though we have certain serious objec
tions to it, we consider the development of this new draft a major step
toward finalizing a substantially better set of contract cost principles
than those in effect today.

We firmly believe, too, that the Office of the Assistant Secre
tary of Defense (Supply and Logistics) is the proper organization within
the Department of Defense to have primary responsibility for improving
the existing contract cost principles inasmuch as the basic issues have
a procurement policy character, overriding in importance the related
technical accounting aspectso

We also want you to know of our appreciation for having the
opportunity to submit these comments and our readiness to be of assistance
to you whenever you may wish 0 We would welcome the chance to discuss the
whole subject with you at your convenience.

Sincerely,

(5) Ross Nichols

Ross Nichols, Chairman
Government Contracts Committee
National Association of Manufacturers



NATIONAL ASSOCIATION OF MANUFACTURERS
GOVERNMENT CONTRACTS COMMITTEE

STATEMENT RE MARCH 23, 1955 DRAFT OF
PROPOSED REVISION OF PART 2, SECTION XV,
ARMED SERVICES PROCUREMENT REGULATION

Our views are broadly divided into General Comments and

Specific Conunents o In the former category, we consider the following

two fundamental issues:

10 Proper Application of the Proposed Contract Cost
Principles. Contract cost principles are an
important tool in contract administration, but
instructions for the use of this tool are lacking.
Past and present experience with the misuse of the
cost principles indicate the need for firm ground
rules governing their use.

2. Extent to which the Department of Defense Hill Pay
Its Fair Share of the Contractor's Costs. Arbitrary
disallowances by the Department of Defense of some
of the contractor's true costs are not consonant
with sound business practice.

In our judgment, these two issues override other considerations. They

should be faced up to and clearly disposed of as a matter of first

priority in the total undertaking of revising the existing contract

cost principles.

Our views on these two issues underlie the observations which

are set forth in the second part of this statement under the heading

of Specific Comments. Here we indicate our thoughts on specific

paragraphs and language of the proposed revision.
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Proper Application of the Proposed Cost Principles

The merits of contract cost principles cannot be weighed apart

from the manner in which the cost principles are used. The question of

what cost principles say is, to be sure, logically distinct from the

question of how they are used. The reality of the matter, however,

demands that the two questions be treated as inseparable. For years now

Part 2, Section XV, ASPR has asserted that the cost principles therein

are for use in cost reimbursement type contracts, and for years the cost

principles have been applied to fixed price contract situations so as

virtually to transform fixed price contracts in many instances to cost

type contracts.

A bulwark against this undesirable trend in contract admin

istration has been established by Department of Defense Instruction

4105.11 (November 23, 1954). However, this single instruction is not

enough by itself to reverse a long-standing practice of treating price

revision negotiations as though they were on a cost basis. Military

auditors, for example, are still under Joint Letter No. 12, which

occasions the treatment of fixed price contracts as cost type contracts

by emphasizing the use of Part 2, Section XV cost principles in fixed

price contract situations.

The point is that no matter how sound these cost principles may

be, they should not be used to derogate contract pricing negotiations to

a formula basis whereby price is essentially determined by adding together

allowable costs and a profit allowance. There is need for specific in

structions delimiting the use of these principles, distinguishing between
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two entirely different kinds of contracts--the fixed price t~~e and the

cost type. In the absence of such instructions, there is inadequate

basis for assuming that the cost principles--regardless of their content-

will not continue to be misused in pricing proceedings pertaining to fixed

price contracts.

These instructions must not only be controlling over the pro

curement line of command, they must also be binding upon the audit line

of command. Indeed, the whole issue of the proper use of cost principles

is wrapped around the relationship between military buyers and military

auditors. The proper relationship is one where the buyers have the freedom

of decision for determining when and the extent auditors are needed and

how their findings are used. Similarly, as auditors are in a service role

to buyers, they should not be placed in a position of dominating or second

guessing the very ones whom they are supposed to serve. It is submitted

that if the buyer-auditor relationship were better defined, much of the

misuse of contract cost principles would be corrected.

Our recommendation, therefore, is that the revised statement

of cost principles should be accompanied by well-defined instructions

delimiting their applicability. Such instructions, which should reflect

the above considerations, might be set forth in an expanded Paragraph 15-200

or in Part 1, Section XV. In any event, the cost principles should not be

released without adequate guide lines as to how they should and should not

be used, otherwise the same old abuses of the past may'be expected and the

opportunity for accomplishing a major improvement in contract administration

will not be realized.
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Extent to liJhich the Department of Defense Will. Fa;'! Its Fair Share
of a Contracto~Vs Costs

Our standard for measuring the validity of the several paragraphs

reciting allowability or non-allowability of contractor costs is stated

briefly as follows:

Unless there is overriding public policy to the
contrary, the Department of Defense should pay all
of a contractorvs costs which are allocable to
Department of Defense business in accordance with
generally accepted accounting principles as may be
reasonably applied to such business.

This is simply recognizing that the Department of Defense should pay its

fair share of the contractor's costs. Anything less is unsound business

practice.

General rules arbitrarily classifying legitimate costs of a con-

tractor as unallowable for purposes of contract pricing are by and large

inimical to the proposition that the government will pay its fair share

of costs. vfuereas under a reasonable allocation of costs to government

contracts the government may very well not share at all or share to only

a very limited degree in certain costs, the absolute disallowance of

legitimate costs from any consideration regardless of their allocability

to government contracts is detrimental to the full and proper use of cost

type contracts. The revised cost principles should shift the emphasis

from the question of what is allowable to the question of what is reason-

ably allocable.

Since varying circumstances defy the application of inflexible

rules and since sound accounting practico is open to differing jUdgments,

appropriate allocability of certain costs in a given set of circumstances

might very well be expected to be a subject about which reasonable men
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might disagree. The resolution of differing opinions in such circumstances

should be negarded as a matter of negotiation between the contractor and

the contracting officer within a broad framework of good accounting

practice and fairness. This approach toward handling cost allocation

questions is in keeping with the reality that cost allocations in many

instances cannot be determined with scientific exactitude and are not

properly the subject of arbitrary rules.

'§E~QIEl.Q QQtl!1~l:!l§'

15-201 - BASIC PRINCIPLES AND STN~D.~DS. Reference to the

exercise of good business judgment as a factor in determining the allow

ability of costs is repetitive of the test of reasonableness and invites

second guessing. Accordingly, the reference should be deleted.

Provision should be made to recognize standard costs and

associated variances whenever their use is consistent with the contractorVs

accounting practice. Such costs are the equivalent of actual costs.

15-202.1 - DIRECT ~1ATERIALS. Costs of reasonable overruns,

spoilage and defective work should be provided for.

15-202.2 - DIRECT LABOR. Use of average or standard rates if

such is in keeping with the contractor's established practice should be

provided for.

15-203.3 - SELLING AND DISTRIBUTION EXPENSES. The broad state

ment that these expenses are not generally allowable is unfair. The

proper approach is to indicate that the government should pay its share

of these ordinary business expenses to the extent that they may be

reasonably allocable to government contracts.
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15-204.1 - ADVERTISING. The severe limitation upon allowable

costs of advertising is unfair. The proper approach is to indicate that

the government should pay its share of these ordinary business expenses

to the extent that they rna;)r be reasonably allocable to government contracts.

15-204.2 - BAD DEBTS. The flat prohibition of allowing bad

debt expenses is unfair. Again, the norm of reasonable allocability

should prevail. This is particularly pertinent to bad debts in connec

tion ~dth subcontracting.

15-204.4 - CAFETERIAS, DINING ROONS AND OTHER FOOD SERVICES.

The limitation upon the allowability of these ordinary business expenses

when the subject services are intentionally furnished at a loss is

unwarranted.

15-204.5 - CIVIL DEFENSE. The exclusion of contributions for

projects not on contractor 9 s own premises is unreasonable. Effective civil

defense cannot be localized to individual plant sites.

15-204.6 - CO~WENSATION FOR PERSONAL SERVICES. The arbitrary

percentage limitations provided as tests of allowability of certain costs

should be eliminated in favor of the standard of reasonableness.

15-204.7 - CONTINGE1'JCIE:3. ThQ blanket disaJ.10wance of contin

gencies is unrealistic. vJhen a liability exists, a reasonable estima~e

thereof should be permitted.

15-204.9 - DEPRECIATION. As a matter of consistent accounting

procedure and good business practice, depreciation recognized by the Inter

nal Revenue Service should be allowed. Double standards are undesirable.
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15-204.11 - ENTERTAINMENT EXPENSE. Unless there is an overriding

public policy to the contrary, entertainment expenses reasonably allocable

to government contracts should be recognized.

15-204.12 - EXCESS FACILITIES. The proposed basis for allowing

costs of maintaining and housing idle and excess facilities is too narrow.

The government should share an allocable portion of the contractor9s costs

for car~~ng idle and excess facilities which are reasonably necessary to

his operations.

15-204.15 - INITIAL PRODUCTIOlJ COSTS. Provision for possible

disallowance of excessive initial production costs should be deleted.

If the govern~ent does not choose to pay costs of a contractor under the

indicated circumstances, it should terminate the contract.

15-204.16 - INSURANCE AND INDENNIFICATION. Intrusion of procure

ment agencies into areas which are management functions through approval

requirements should be discouraged. The test of reasonableness of coverage

and of rates is sUfficient.

15-204.17 - INTEREST AND OTHER FINANCIAL EXPENSES. To the extent

that these expenses are reasonably allocable to government contracts, they

should be accepted.

15-204.20 - MA1NTENM~CE ~D REPAIRS. The allocability of de

ferred maintenance expenses to government contracts should be a matter of

negotiation between the contractor and contracting officer. The stipulation

that these expenses are allowed only if they are covered by a specific

contractual provision is unduly restrictive.
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15-204.25 - OVERTINE, EXTRA PAY SHIFT AND MULTI SHIFT PREIUillIS.

Contractor should have reasonable freedom of judgment ,vith respect to

premium pay to indirect labor. The unqualified requirement for government

approval is needlessly burdensome.

15-204.27 - PEHSION AND RETIREHENT PLANS. This paragraph, which

now contains material beyond the requirements of a statement of cost prin

ciples, should be confined to the proposition that the government should

pay such portion of the expense of Internal Revenue Service (IRS) approved

pensions and retirement plans as may be reasonabl;jT allocable to government

contracts. ~~en these plans are not SUbject to IRS approval, the usual

test of reasonableness should apply.

15-204.30 - PROFESSIONAL SERVICES - LEGAL, ACCOUNTING,

ENGINEERING AND OTHER. Subparagraph (c) should be dropped. The cost of

professional services in connection with organization and reorganization

matters and with patent infringement litigation is covered elsewhere

(15-204.23 and 15-204.26), and the cost of professional services for the

other purposes indicated in subparagraph (c) is an ordinary business

expense of which government contracts should bear a fair portion.

15-204.33 - r{ECRUITING EXPENSE. Costs of special benefits or

emoluments should be subject to the contracting officer9 s approval. Their

unqualified disallowance is unwarranted.

15-204.34 - RENTALS OF PLANT AND EQUIPHENT. As the general rule

of reasonableness applies, the special regulations on sale and leaseback

agreements should be dropped.



- 9 -

15-204.35 - RESEARCH AND DEVELOPNEHT. Arbitrary percentage

limitations provided as a condition of allowability of costs should be

eliminated. The rule of reasonableness should apply.

Similarly, the requirement for a contractor to divulge

to the government the results of his independent research should be

stricken. The requirement is unfair.

15-204.36 - ROYALTY PAYNENTS. To the extent allocable to

government contracts, royalty payments should be recognized without

special approval action.

15-204.38 - SE~iANCE PAY. It is impractical to establish in

advance a fixed method of allocating to government contracts the costs of
,!--"_'o,

mass severance pay. The basis of allocation should be open to negotiation.

15-204.42 - TRAINING EXPENSES. The provisions are unnecessarily

restrictive. The rU:e of reason should apply.

15-204.44 - TRAVEL EXPENSES. The central point should be more

explicitly stated; namely, that the government should pay the portion of

the contractor's reasonable travel expenses allocable to government

contracts. Reference to entertainment expenses should be deleted as this

subject is covered elsewhere (15-204.11).
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directive and we desire to reaffirm our stand.

......PresidentS. E. LAUER.....

W. V. CASGRAIN President
Mechanical Hardling Sy~tems, Inc., Delroit, Mich.

RALPH F. GOW .... Exec. Vice Pres.
Norton Company, Worce~ter, Mo~~,

ROBERT E. FRIEND......President
Nordberg ManJfacluring Co., Milwaukee, Wi~

EDWiN J. SCHWANHAUSSER, President
Worthington Corporation, New York, N. Y

MALCOLM D. SHAFFNER, President
Seco.lowell Shops, Boston, Ma~L

HENRY D. SHARPE, JR" P,esident
Brown &. Shorpe Mfg. Co., Providence, R. I.

HAROLD BYRON SMITH, President
Illinois Tool Worh, Chicago, Illinois

GEORGE SPATTA, President
rlark Equipment Co., Buchanon, Mich .
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No. 12, August 5, 1949) which authorizes application of ASPR XV cost
principles in the preparation of advisor,y audit reports and segregation
of costs without regard to the type of contract involved. The result
would seem to be a negation of the intent of procurement by the practice
of audit.

General Comments

We are now commenting on the second draft of a proposed revision
of Part 2, Section XV, ASPR, the first draft having been circulated for
industr,y cooment about a year ago. We understand that the Department of
Defense is determined to proceed with early publication of the current
proposal--in substantially its present fonn--subject to an ~~ facto
review of contributions to profit-sharing plans, charitable contributions
and donations, and expenses of general research. We are aware of the
considerations prompting such publication by the Department of Defense but
we have serious misgivings about the project on at least two grounds.

First, the current proposal is a far more precise and definitive
document than the regulation which it would replace and its ver,y definitive
ness may be more of a defect than a virtue because of the ver,y nature of
costing questions. If it does not in fact enlarge the list of unallowable
items of cost, then it does, at the ver,y least, tend toward arbitrary dis
allowance of contract costs in situations of the widest possible variabil-
i ty and in which, we believe, some area for special negotiation should
remain.

In addition, we are informed that the early publication of this
proposed regulation anticipates the promulgation of a comprehensive set
of cost principles applicable to all contracts. Almost certainly, the
publication of the present proposal will upset in some measure the whole
complex of pre-existing contractual relationships in this area between
the government and its cost-type contractors. And these same relation
ships face similar and further confusion in the planned publication
within the next few months of the over-all set of contract cost principles.

It would be improper, of course, to prejudge a comprehensive set
of cost principles not yet in being. But we cannot fail to express our
general apprehension at a prospect which appears to us to represent a
step backward. Having freed fixed-price contract negotiations from the
narrow limits of Part 2, Section XV, of ASPR, by its publication of DOD
Instruction 4105.11 noted above, the Department of Defense appears now
to be preparing for a retrograde movement.

Assuming, without admitting, that a generally acceptable set of
fixed-price contract cost principles could be developed, we are inclined
to question the wisdom of its adoption. The effect might well be to im
pose a strait jacket of predetermined allowability and unallowability
upon contract situations the character of which cannot possibly be pre
dicted.

Within this context, let us consider directly the recent draft
of Part 2, Section XV, of the Armed Services Procurement Regulation.
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ASPR cost principles versus generally accepted commercial
accounting principles.--The current draft of proposed contract cost
principles makes frequent reference to generally accepted accounting
principles. The application of such principles is, of course, a factor
directly affecting allowability of costs. We cannot fail to reiterate
that cost principles here proposed do not agree in many important re
spects with general commercial accounting practices.

Inasmuch as our remarks which follow deal at length with indi
vidual items of cost, it will suffice at this point to make the general
observation that the proposed cost principles disallow categorically a
variety of business expenses generally accepted in commercial practice-
and by tax authorities--as normal costs of doing business. In our
opinion, this incompatibility of military contract cost principles with
commercial accounting practice is very often inequitable, uneconomic
from the over-all standpoint of the government and, in many cases, wholly
unjustified.

Items for special consideration.--As in the past, this latest
draft of Part 2, Section XV, ASPR, expressly disallows a number of cost
items, the character of which may vary widely as between individual con
tracting situations. Examples which come to mind immediately are general
advertising, charitable contributions and donations, selling and distri
bution expenses, and entertainment expenses.

We shall have more to say with reference to each of these items
of cost at an appropriate place in our detailed comments but we should
like to register at this point our general observation that the allow
ance of these costs--and quite possibly certain others--should be made
a matter of special negotiation depending upon individual circumstances
in each case.

Specific Recommendations

Our suggestions which follow apply to pertinent subject and
paragraph headings of draft regulations, as indicated below. As to
those items on which we have not commented, the views expressed in our
letter of June 20, 1955 (reproduced in MAPI Bulletin 3286, copy attached)
still apply.

Direct costs (paragraph 15-202).--The language of subparagraph
15-202.2, "Direct Material Costs", does not specifically include spoil
age, defective work, etc., although we assume that such items of cost
would be regarded as allowable wi thin the intent of the phrase "which are
directly consumed or expended in the performance of a contract". We are
not necessarily suggesting that these items be specifically included, but
we should like some confirmation or assurance that spoilage, defective
work, etc., are not excluded.

Indirect costs (paragraph 15-203.1).--Under the terms of the
new regulation, the base period for allocation of indirect costs can Ifin
no event lf be longer than the contractor's fiscal year period. We submit
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that this arbitrar,y restriction seems unnecessary and we recommend that the
language of subparagraph 15-203.1(c) be changed to indicate that the base
period will not normally be longer than the contractor's fiscal year.

Indirect manufacturing and production costs (sub~aragraph

15-203.2).--If "units processed" cannot be construed to include "weight
processed", then the latter standard should, we believe, be included
since many industries use weight processing as a basis for indirect cost
allocation.

Indirect engineering costs (subparagraph 15-203.3).--This sub
paragraph of the proposed regulation indicates that indirect engineering
costs shall be allocated on the basis of direct engineering (by dollars
or hours). It is entirely conceivable that a contractor may have a con
tract covering items procured commercially, in which case no direct
engineering, as such, 'WOuld be directly applicable to the contract. Under
such circumstances, would the contractor be denied a normal apportionment
of engineering expenses as a contract cost1 If this is the effect of the
proposed language, we believe the regulation should be revised to recog
nize this situation.

Selling and distribution costs (subparagraph l5-203.4).--We
disagree with the proposition--necessarily implicit in this proposed
section--that selling and distribution expenses are unnecessary in ob
taining government business. As in the case of advertising, these ex
penses are customary costs of doing business and are especially related
to the continuing growth and vigor of the business enterprise and, as such,
contribute materially to the whole of the company's productive capacity.
Although not perhaps directly allocable to any contract work, the 8Overn
ment may nevertheless be the beneficiar,y of substantially lower production
costs made possible by the volume and scale of operations that the con
tractor has attained through the incurrence of such expenses.

It is, of course, true that the sUbparagraph as now written
would allow as contract costs certain selling and distribution expenses
Ilif a reasonable benefit to government contracts is demonstrated". The
whole emphasis of the section, however, is in the direction of disallowing
such items of cost; indeed, the contractor must assume the affir,mative duty
of accounting separately for all items of selling and distribution expenses
"considered properly allocable to government contracts" and must thereafter,
presumably, be prepared to demonstrate to contract auditors direct benefit
to the government from any distribution and selling expenses which he may
claim.

We suggest that the emphasis which this language places upon
disallowance should be eliminated. At the minimum, we recommend deletion
in its entirety of the second sentence as well as the phrase "rather than
pure selling".

General and administrative costs (subparagraph 15-203.5).--We
should like to suggest for possible inclusion in this subparagraph--as an
additional method of acceptable allocat1on--the relation of the actual or

.;



Mr. L. H. Mulit - 5 - June 4, 1956

estimated time of individuals engaged under the contract to total general
and administrative expenses.

Advertising costs (subparasra£h 15-204.2(a».--This is one of
the cost items to which we have made special reference in our introducto~

comments. The proposed revision to ASPR, as in the past, wuld restrict
the allowance of advertising costs to institutional advertising in trade
and technical journals and to help-wanted advertising.

We feel it necessa~ to reiterate the consistent position of
the Institute with reference to the allowance of advertising costs.
Institutional advertising, regardless of the media employed, is a real
cost of doing business and the pro rata share of such costs should be
allocated under cost-type government contracts along with other general
and administrative expenses. At the very least, this item of expense
should be allocable to government contracts on the basis of a showing of
benefits to the government, direct or indirect, in accordance with the
standard established by subparagraph 15-203.4 for the allowance of sell
ing and distribution costs. Again, the narrow restriction which this
proposed regulation places on the allowance of advertising costs appears
to ignore the situation of the manufacturer who furnishes milita~ items
at the expense of his nor.mal civilian business and who, during an emer
gency period, must resort to institutional advertising for the retention
of his normal markets.

We have already outlined our views with reference to the aLlow
ability of selling and distribution expenses under cost-type government
contracts. Those views apply with eq,ual force to the categorical dis
allowance by the proposed regulation of product advertising costs which
are, of course, a fom of selling and distribution expenses, and from
which the government has long derived demonstrable benefits in the form
of enhanced productive capacity and lowered product prices. Such costs
should be allowable subject to normal allocation and subject to the fur
ther safeguard of individual negotiation as an item of selling and dis
tribution expenses.

Civil defense costs {subparagraph 15-204.2(c».--We must con
fess that we are completely unable to understand the restriction on
allowability of civil defense costs to expenditures made on the contrac
tor's premises and the inclusion of an express prohibition against
reimbursement for contributions to local civil defense fUnds. Clearly,
the government desires the widespread support by indust~ of civil
defense programs. This we think is a wholly desirable policy and one
which is of special importance in smaller communities.

Numerous government contractors enter into the civil defense
programs of their respective communities, their participation including
not only direct financial contributions but the loan of company eqUip
ment and personnel. This active participation by manufacturing compan
ies in local civil-defense programs cannot fail to be discouraged by
disallowance of contributions to local civil defense fUnds or to
projects not on the contractor's premises. As a minimum and, in
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accordance with the general observation included in our introductor,y
cOlJlIlents, we recolJlIlend that items now generally disallowed by the pro
posed subparagraph be made the subject of special negotiation in the
light of all attendant circumstances and without the necessity of nego
tiating special contract provisions in advance. We are taking the
liberty of bringing this matter to the attention of Governor Val Peterson,
Federal Civil Defense Administrator.

Compensation for personal services (subparagraph 15-204.2(d).-
This section of the proposed revision represents, we believe, an improve
ment over the language of the proposed revision circulated last year.
In general, the revision recognizes that the allowability of compensa
tion for personal services is to be judged on the basis of reasonableness
under all the circumstances. This, we believe, is the proper test.

Unfortunately, the sUbparagraph retains the 15-per-cent-of
total-compensation restriction to which we objected in our earlier
statement. The effect is sUbstantially to negate the test of reasonable
ness upon which the newly drafted subparagraph appears to be based.
Moreover, this restrictive test appears unnecessar,y, in the light of the
wholly proper statement that "the total compensation per individual may
be questioned and the amount allowed may be limited; and in connection
therewith, consideration will be given to the relation of the total com
pensation to the services rendered".

As we have indicated in an earlier statement, there is the
widest variation in industr,y as among profit sharing and bonus plans and 'I
their relationship to straight salaries. Hence, the imposition of an I
arbitrar,y percentage limitatiQn would almost certainJ.y producee!:ratic' '
and inequitable results~ . The determ1natton of"eompensat16n ror personal
erv~ces is a rna or executive judgment and we believe that the i

reasonableness of total compensation, in the light of the current labor I
ket and general business practice, is the proper criterion for the )

al f nal ~t:~.9.~~.~:_c:>.."...~5>'~.:s for perso services. ...,,_,.' ."
'r. _,~.,,,,-. <', ',,' '-' • ',' , .~.

No mention is made in this subparagraph Of contributions to
profit sharing plans although such contributions were made allowable
subject to certain restrictions in the earlier draft of this regulation.
We believe that the present draft should be amended to affirm the allow
ability of contributions to profit sharing plans subject only to the
general test of reasonableness of such contributions.

The cost of stock bonus plans was also made allowable by the
earlier draft of this regulation but no mention of the allowability or
unallowability of such costs appears in the current draft. Again we
suggest a reinstatement of appropriate language making clear that the
costs of stock bonus plans are,subject to the test of reasonableness,
allowable under cost-reimbursement type contracts.

Finally, the earlier draft of this regulation specifically dis
allowed as a contract cost the value of stock options. No mention of the
subject is made in the currently proposed regulation. We believe that
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this form of compensation should be made generally allowable in final
regulations and we repeat below our earlier statement on the subject.

"The disallowance as a contract cost of the value of
stock options to contractor personnel is contrary to
a growing practice in American industry that is, in
many cases, of benefit to the government as well as
to the corporation involved. Clearly such options are
intended to induce the continuous employment of key
corporate employees, the retention of whom may materi
alLY affect productivity, efficiency and cost reduc
tion. The cost of such options is recognized as a
business expense for tax purposes, and although we are
not suggesting that such costs be allowed indiscrimi
nately for government contract purposes, we do believe
that such items should be made the subject of special
negotiation in individual cases. 1I

Depreciation (subparagraph 15-204.2(e».--We note that this
section authorizes the use of any system of depreciation accounting rec
ognized by Section 167 of the Internal Revenue Code of 1954. We commend
this addition to the prior draft.

It appears that the term "fully depreciatedll as used in the
proposed regulation may be interpreted to include those assets which are
fully amortized under a certificate of special amortization, thus ex
cluding recoveries on any substitute basis after five years for certified
facilities.

The proposed regulation indicates that no use charge is to be
allowed for assets still in use which have been fully depreciated unless
such cost is allowable by virtue of a special contract prOVision.
Recognizing that such charges are not deductible for tax purposes, they
are, we believe, perfectly legitimate charges in the costing of a product.
We recommend, therefore, that consideration be given to allowing a rea
sonable use charge for such facilities without the necessity of resorting
to individual contract negotiations on the point.

Finally, we urge that subparagraph 15-204.2(e)(5) be further
amended to include as the second sentence the following statement:
"Special amortization recorded on the contractor's books in accordance
with a certificate of necessity is not to be considered as depreciation
for the purposes of determining whether an asset has been fully depre
ciated. 1I

Food service costs and credits (subparagraph 15-204.2(g».--In
the absence of a special contract provision, losses on food services
provided by the contractor are unallowable as a contract cost where it
is the policy of the contractor involved to furnish such services at a
loss. The employee benefits of cafeterias, dining rooms and other food
services fall, we submit, within the category of IIEmployee Morale, Health
and Welfare Costs and Credits" covered by subparagraph 15-204.2(f) of the
draft regulation.
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Alternatively, they may be regarded as a type of fringe bene
fi t covered by proposed subparagraph 15-204.2(h). It seems to us
unnecessary for a contractor to negotiate specially in order to recoup
allocable expenses of supplying food services to employees notwithstand
ing the presence or absence of an intent to make a profit by the opera
tion of food services. The net cost of operating such services should be
allowed as a contract cost in the same manner as the costs of fringe
benefits or of health and welfare activities incurred for the improvement
of working conditions of employee-employer relations and of employee per
formance.

Insurance and indemnification (subparagraVh 15-204.2(i».--The
costs of providing a reserve for a self-insurance program are declared
to be unallowable unless the program has been approved by the military
department concerned. We suggest that the regulation be amended to
authorize generally the allowance of such costs subject to the restric
tion that they should not be reimbursed in an amount exceeding rates
charged for similar coverage by commercial insurance companies.

Maintenance and revair costs (subvaragraph 15-204.2(k».-
Allowability of maintenance expenses deferred from a prior period or to
a later period should, we believe, be a matter of individual negotiation
between the contractor and the contracting officer. In our view, the
present stipulation that such expenses are to be allowed only as they
are covered by a specific contractual provision is unduly restrictive
and should be appropriately modified.

shift and multishift remiums sub ar ra h
1 -204.2 n .--Expenses of this type are allowable only to the extent ex
pressly provided for in the contract or otherwise authorized by the gov
ernment. While the language of this section is generally unobjectionable,
we feel that it may ignore a situation which we believe it should con
sider. We have in mind the case in which the manufacturer's production
lines contain identical products intended for both civilian and military V
customers. Under this type of operation it seems wholly impractical to
require a separation of overtime premiums on those items intended for
delivery under military contracts. If the language now proposed in this
subparagraph does not contemplate this type of situation, then we recom-
mend appropriately amendatory language.

Pension plans (subvaragraph l5-204.2(V).--We believe that dis
allowance of contributions to pension plans where benefits are not
actuarily determinable must be reconsidered in the light of the Comptrol
ler General's Decision B122489, dated March 8, 1956, and which is con
cerned with allowance for contract purposes of the costs of a similar
retirement plan of the Rheem Manufacturing Company.

We note that approval of a pension plan by the Internal Revenue
Service does not necessarily assure the allowance of the costs of such a
plan by the military department concerned, although the rationale under
lying this rule is entirely unclear. The regulation should be amended to
provide that approval of a pension plan by the Internal Revenue Service
will authorize reimbursement of the costs of such a plan under cost-reim
bursement type contracts.
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sale and lease-back of facilities
sub ar ra h 15-20 .2 t .--We urge the deletion of subparagraph 3)

appearing in this section of the draft regulation. We think it unneces
sary in the light of the test of reasonableness laid down by subparagraph
(1). Taken together, the effect of subparagraphs (1) and (3) as now
written is to penalize companies which have sale or lease-back arrange
ments, as contrasted with companies holding conventional leases.

We think it would be rare indeed to find a conventional lease
where the rental rate was equivalent to "normal costs, such as deprecia
tion, taxes, insurance and maintenance expenses" attributable to the
facilities leased. Moreover, it appears to us that the government has
in subparagraph (1) sufficient protection against any situations where a
contractor might arrange option terms under a lease-back so as to permit
reacquisition of the property at a price substantially less than its
value as a result of high rental p~nts. We believe that the general
test of reasonableness appearing in subparagraph (1) is adequate and we
repeat our suggestion that subparagraph (3) be deleted from the regula
tion.

Research and development costs (subparagraph 15-204.2(u».--As
we have suggested in our earlier statements on this point, we believe
that general research on the part of industry should be encouraged by
the government as a matter of public policy and that the allocable por
tions of cost so incurred should be reimbursed under cost-type contracts
without requiring as a condition of such reimbursement an agreement that
the contractor divulge to the government the results of independent
general research. As a condition of contract cost allowability, a gov
ernment contractor may be required to forfeit under the terms of this
proposed regulation immensely valuable rights to the government and,
through it, to competitors, at no cost whatsoever to the latter. In
this respect, the proposed regulation is, we submit, both ineqUitable
and shortsighted.

If there are cases in which the government feels obliged to
reqUire a complete divulgence of the results of research, we recommend
that such disclosures be made invariably a matter for special contract
negotiation. We recommend further that the last sentence of subpara
graph (2) be deleted in its entirety or appropriately modified in
accordance with these suggestions.

On this same theory, we see no purpose in distinguishing between
the allowability of costs of a contractor's independent related research
and development under a cost-type production contract and under a similar
research and development contract.

Travel costs(subparagravh 15-204.2(cc».--The meaning of the
phrase I1personnel movement, special. or mass nature 11 , is by no means clear
from the language employed in this subparagraph and would appear, in any
case, to be a matter of opinion. Costs of such personnel movement are
made allowable only when authorized or approved in writing by the contract
ing officer.
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This restriction, if we understand it clearly, is another
example of the government's disinclination to accept a fair share of the
normal cost of doing business. The dispersal of defense activities is
in accordance with general government policy and specific Department of
Defense recommendations. We believe, therefore, that the cost of such
personnel movements should be allowable without special authorization
from the contracting officer but subject, of course, to the general
test of reasonableness under all the circumstances.

Contributions and donations (subparagraph 15-204.3(c».--We
are completely unable to understand the reasons which underlie the
categorical disallowance of contributions and donations. Industry re
gards the cost of supporting established nonprofit charitable, scien
tific and educational organizations as a normal cost of doing business.
Government encourages such charitable contributions as a matter of
national policy. Moreover, the federal revenue laws recognize the pro
priety and desirability of such contributions as a matter of public
policy.

Although we do not suggest that any diminution of charitable
contributions will necessarily result from this aspect of the proposed
regulation, the fact remains that the policy here proposed cannot fail
to act as a deterrent to such contributions by manufacturing companies.
This is of special importance in smaller communities where failure to
contribute to charitable funds would almost certainly result in higher
local taxes--which would, of course, be deductible under this same set
of proposed cost principles.

The timing of the announcement that contributions and donations
are unallowable could not be less propitious. At the very moment that
industry is being enjoined by authorities on every hand to assist finan
cially in the improvement of technological education, the Pentagon rules
that no portion of such contributions is to be considered reimbursable
as a contract cost. Accordingly, we are taking the liberty of bringing
this phase of contract cost principles to the attention of the Presi
dent's National Committee for the Development of Scientists and Engineers.

At the risk of unnecessarily lengthening this discussion, it
should be pointed out that government--federal, state and local--is in
fact the principal beneficiary of contributions and donations not only
in the form of lower taxes as the result of a lessened charitable bur
den, but through an enlarged and improved system of higher education.

We strongly urge, therefore, that allocable portions of con
tributions and donations be made allowable items of expense under cost
type contracts subject, of course, to the general test of reasonableness
which applies to the reimbursement of any cost item.

Interest and other financial costs (subparagraph 15-204.3(g».-
The express disallowance of interest and other financial charges is
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consistent witb long-standing Defense policy on the subject. Moreover,
this policy bas for a number of years been consistently applied to costs
incurred under all types of government contracts.

The recent decision of the Armed Services Board of Contract
Appeals--Appeal of Wichita Engineering Company--ASBCA No. 2522, holds
that interest is no lenger automatically excludable as an allowable cost
under a fixed-price contract subject to price redetermination. This
decision of the Board, confirmed in part by the subsequent Gar Wood Case,
would appear to represent a reversal of earlier ASBCA decisions, notably
the Rainier Case.

Although we recognize that the Wichita Engineering Company Case
is not directly in point, since the cost principles here under considera
tion apply to cost-type contracts only, we believe that the decision re
quires a further consideration of the question. Not only does the case
represent a significant reversal of the policy heretofore applicable to
all types of contracts but it requires legal hair-splitting of the bigh
est order to hold that interest under a cost-type contract is any less of
an actual expense than that incurred under a fixed-price type contract.

GENERAL CONCLlEIONS

The Institute's letter of June 20, 1955, on this subject empha
sized three basic propositions implicit in our approach to the proposed
revision of contract cost principles. We have reviewed that earlier
statement of general conclusions on this subject, in the light of the
current revision of Part 2, Section XV, ASPR, and we believe that our
observations in that letter apply witb equal force today. They are,
accordingly, reproduced in full below.

tlIn the first place, we consider it exceedingly important
that this revision be completed in tbe light of the pro
curement problems existing today and in the foreseeable
future. Procurement continues at a very substantial mag
nitude even though it is nowhere near the wartime point.
There is, of course, a continuing problem in connection
with the procurement of aircraft, guided missiles, etc.,
although no unique purchasing problems are raised by the
procurement of tbe great majority of military supply
items. Presumably, we are in the midst of a long period
of procurement of goods which has leveled off at approx
imately $18 billion per year. The same emergency
characteristics of procurement which are incident to an
all-out war effort or sudden defense build-up are not
present. Many corporations upon which the country must
rely for great engineering know-how; imaginative, crea
tive research; and down-to-earth production results are
now engaged, for the most part, in strictly commercial
lines. The government is therefore in competition for
the best brains, the best know-how and the best facili
ties available in the pUblic interest. Thus, the
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problem is different than that obtaining in an emer
gency situation. The problem must be placed in its
long-term perspective and we must not permit any part
of procurement negotiation to be reviewed, revised or
extended without addressing the problem in its long
term perspective.

"Having in mind this qUick look at the problem, we
believe that the cost principles revision should be
oriented to a basic criterion or series of criteria
which are fair to the government and to industry. We
suggest as a principal criterion that the government
should bear a fair share of the normal cost of doing
business.

"Equally as important, however, as the basic criterion
we have suggested is the procedure for negotiation or
implementation of that criterion. Some of the con
tract costs with which we deal here are, in our judg
ment, clearly allowable or disallowable by any reason
able man's standard and without too much debate. On
the other hand, there is a body of costs which are
not clearly definable because their character changes
somewhat from case to case. We submit that in this
area••• the tool of individual contract negotiation
should be employed rather than regulatory fiat which
will almost certainly produce erratic and inequitable
results."

*****

This concludes our observations and suggestions on the currently
proposed revision to Part 2, Section XV, of the Ar.med Services Procurement
Regulation. We should like again to express our appreciation for this
opportunity to offer our comments on such an important section of basic
procurement regulations. If we can be of any further assistance or if you
should desire to discuss these matters directly with representatives of
this office, please do not hesitate to call upon us.

Cordially,

CWS:nrh
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Hon. E. Perkins ~1:oGuire

Assistant S8cretar1 of Defense (S,~)

The Pentagon
Hashington ?C;, D. C.

Dear Mr. Secretary:

As ro'J. req11ested at the end of our
luncheon nesting on October 16, I am writing to confirm
the matters about which we talked. These were ~~ follows:

1. The proposal of the Na tj onal ~curity 2:ndustrial
Association of a set of Comprehensive Cost Principles,
forwarded to you with its letter of ~pril 29, 10S8.

In the !metings held on October 13 and J..L amul1g
~epresentatives nOMinated by eight ind~strial t~

professional associatj ons, in preparation for the
neeting wi th you on Octobf>r 15, it was found that
theiJSIA proposals of Cost Principles ';lere acceptable
to all present, with tt£ possible exc~Dtion of one or
two relatively minor points. In vie,. of this wide
acceptance, I reconmend to you, therefore, that you
again study these carefully prior to making decis.i..ms
l n the various rna tters disc'lssed at t'le OCtOtf)1' 15
:neetj_ng. I understand that ':'Oll have r13ad t'ie .--::;- /\
pro~osals nastily, but have not had the OlJpO!'tLmity
to study them cumpletely.

2. Disposal of items not inc1:J.dpd on the uctcber 15 agenda
but to which ind1lstry took exceptions or reconr18nded
changes.

•

r· ;

I reported to .vou that it was th8 feeling of the bdustry
representatives that several of these points etre of C"Jrr

siderable importance, and ttiat it was believed a line
by-line review would be desirable. It is m;"T nnders tan dinE
that you agreed that Commander Malloy would work personally
with a limited group of people selected from llldustry tv
make such a line-by-line review. At the Sar.18 conference
\Te can point out several technical. or graM!bat·~cal revisil1ilS

\
\
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necessary in the outs tandi.ng ctrait. 't <:~.ll OlN iU'Jsly
be more efficient if this revieH b macie' n :....s small
a group as possible, and by pp-rsons not wedded to the
language presently proposed. I a:J S:J:!'P that
'::;ommander Halloy completely fulfills these quaJ.ifications.

3. Necessity for establishing guide l~~es to negotiators
and auditors.

Tile discus sed lihether the framf>lvurk of Gos t Principles
proposed in the prasen t roD draft needs to be preserved J
espec:Lally in view of the fact that they (0!'1body (lot only
sume statements of principles but also many ~)pecific

instructions comparable to tbose tnat would be in an
audi t manual. Anything contained in ...SPP.. will probably
be incorporated b.y reference in c ontractllal cl auses.
Industry ;)elieves J therefore J that such c0ntractual
inclusions should be limited to principles and not to
specUic allowances or disallowances. Thus :industry and
Government would be free to negotiate on any point when
circumstances warran...ted it, whereas under the proposed
Cost Principles format industry would be foreclosed frQrn
negotiating on more than thirty items of cost. I Iillder
stand from yw, however J that you felt it is too late to
change the framework of the Coo t Principles, but that you
might call them by some other name to indicate that they

".- - are not all intended to be "Principles".

4. DOD commitment for issuance of Cost Principles.

We discussed what commitment, if anyJ the DUD has made
to is sue a set of Comprehenllbe Gost Principle~ by a
given date. I understand that no fomal commitment
for this has been made, but that informally jt is
felt that the Dp-partment is obligated to issue
Cost Principles before January 1, 19S9.

5. Time f'or industry' c(lt'l'1lent~.

v1e discussed whether itwould be acceptable to have the
l5-da)" period, mentioned by yoo. in the October 15 meeting,
begin when the transcript of the Uctober 15 reeting has
been received rather than beginning at once. You con
firmed that it w0 11ld be satisfactory to snbmi t :informativn
15 days after the transcript is issued, and I have your
letter this moming advising that yw have so i'1structed
Commander Malloy.

Thank you very much for yOJ r continued
interest and personal attention to this most important subject.

Cordially your s , )

~-1~.&.c..-
m:K

21 is JLJLJUIJii .. .ad..



A JDA

Moderators: Cdr. J. M. Malloy
Mr. E. Leatham

Meeting with Industry Representatives
Contract Cost Principles

October 15, 1958

Time

0900-0930

0930-1015

1015-1050

Subject

Introduction

) Applicability

2-- "All Costs" concept

Government SpokesIQILD.

Mr. E. Perkins McGuire
Assistant Secretary of De£ense
(Supply and Logist.ics)
Cdr. J. M. Malloy
Office of the Ass't. Sec. of
Defense (S&L)

Mr. T. A. Pilson
Office of the Ass't. Sec. of
Defense (s&L)

Mr. H. Wallace
Air Force, Auditor General
Mr. R. D. Benson
Office of the Assft. Sec. of
Air Force (:FinancJ.aJ. .Manage
ment)

Industry Spokesman

Mr. E. Leathem.

Mr. J. Marschalk
Strategic Industries
Association

Mr. Martin A. Kavanaugh
Aircraft Industries Assn.
of America, Inc.

(Intermission 1050-1100)

1100-1130

1130-1200

1200-1230

1230-1300

Reasonableness and
) Allocability

Y' Advance Understandings

Advertising

( Compensation
l~

Mr. K. K. Kilgore
Office of the Ass't. Sec. of
Defense (Comp)

Mr. M. E. Jones
Office of Naval MAterial

Mr. A. J. Racusin,
Office of the Ass't. Sec. of
Air Force (Materiel)

Mr. G. A. Middleton
Navy Comptroller, Contract
Audit Division

Mr. E. G. Bellows
Nat 'I. Security Industrial
Association, Inc.

Mr. Geo. Hogg, Jr.
Electronic Industries
Association

Mr. M. Moulton
National Association
of Manufacturers C (.

Mr. Herbert T. McAnley
American Institute of
Certified PUblic
Accounta.nts



Time

(Lunch 1300-1400)

Subject Government Spokesman Industry Spokesman

1400-1500

1500-1530

1530-1600

1600-1620

1620-1630

'7 Research and Deve10paent

g Contributions and
Donations

f! Interest

I' •.) Training and Education
/

Plant Reconversion Costs

Mr. W. Munves
Office of Counsel
Air Force

Mr. A. C. Lazure .
Ordnance Corps, Army

Mr. F. E. Hall
Arm:! Audit Agency

I

Mr. A. Kay
Office of the Ass't. Sec. of
Defense (M,P&R)

Mr. J. Ruttenberi"z
Navy Comptroller,Contract
Audit Division

Mr. E. Leatham
Natiensl See~rity Indust
:cillo Assn.. Ina. N A h\

Mr. Herbert T. Mc~
American Institute of
Certified Public
Accountants

Mr. T. Herz
U. S. Chamber of Commerce

Mr. T. Herz
U. S. Chamber of Commerce

Mr. Frank Kipp
AutolOObi1e Manufacturers
Association .

16~0-1640

1640-1700

i/
Overtime

Closing Remarks

Lt. Col. W. W. Thybony
Office of the Ass't. Sec. of
Army (Materiel)

2

Mr. Frank. Kipp
Automobile Manufacturers
Association



r .. tEtt~ ~ *'PI' or *pM$1I ~ll. ~u.r nth $ *'V1>
fAr a .......~ .. ii.......~ cd' Uef..- (~~1J'
_ l~ tes) '-~~~. ef tfle ~.,~l1IJ
1Idd.eh 4M1 w!~ ,.. td ~ teA
.-•..,.1 wen __, JUl of~ _ a .UIIlI:...
1"'. 1 Ml tIIa't tilt. t vJU .. • t~ '- ,...
Iutl....

...a. ..... fd ..., to 4M1 lIt_ m,_~.~_lat~
........... .., a.mWlt te u " .... 1dth. l4':a.u.. ....
.......,~ -.~I._~ t6I4h t4U tile ...
....,... '" tlIIIiJlW Ia ......., '-~ en_ or \..._~.._,-.- ~......,--

w \lie .... priM_I.. .. • _is 1& _t.
tMaDll. lit w. t:_.

u.C.I~

tt~ t. mucur.t ~li.

t'l'epared "ba" i JMMeJ.l07/l'h fj/ 23Feb6\j
3l} 1774¥"'-T¥:J~

'.~1 '. -----;_ y_

.. ,~ ,.,-. ,--" , "-, .... ..,



_. c.tdf..a~n

HMJdMl7·... &~ f'~. InA1..
lJOO - 1-' st~, I'~
~...... &.' J). C.

*. T. 1\i_
U. $ ••••• Gf C..III.
161., a i~"",.
tl.~ t:.c.
Mr 1,). $~CM'"

i t_'l.l"~
~. l.....riAlu. A.uocdIlU_1. _~;s__
\f.~ 6.~. e.
~. J. (i. mt.
~11.~~$ 1\.-.1••1_
.jj1dt.. 416
171(J a S~AI6'\.*

\j(lft,~ '. 1). c.

_.~~t.'1qal ~.....etJo. of ~._....g
J iaIt~ $tftet
.., Jon 17, h l_t

liCr. ~. $.....,..
8\1"....18~m. A.-.!dl.i __ 6Il
4fI~ ipdq Stenet
Lott A..... ,. CalU.....

~.I.'.~
,~.. lut<ltute 01 ~ln.M ~'U1t1t. ~il
rIO __.. t..-
lew loa 16, .~ Ion.

!'f.r. 10; .. it. ~.. lr:.
~l'.~~1..
10~. ~tJ.~

CW.." 161, I11b.t.

1.t.. ~al (}eft). k. Cook, .. ~r (Mt).fn~
U~6ft ~l.. l.-.lld1GA fJt~.~ x••
6lc ,$Mftila llQU~tMi

~~"I"



DETROIT

320 NEW CENTER BUILDING

NEW YORK

366 MADISON AVENUE

/\UTO?v[OBILE N1ANUFAC~URERSASSOCIATION, INC.

1710 H STREET, N.W.

L. L_ COLBERT, PRESIDEhJT

HARRY A.WILLIAMS,MANAGING DIRECTOR

WASHINGTON 6. D.C.

Feoruary 24, 1960

REPUBLIC 7-3770

Mr. G. C. Sannerman
JirecLor for Procurement Policy
Office of the Assistant decretary of Defense
(~upply and Logistics)
Nashington 25, 0 C.

Dear Mr. Bannerman:

Thank you for your courtesy in mail
ing the press release and memorandum on contract
cosl principles implementation.

fhis office, in turn, will duplicate
these doc umen ts so tha t the memJers of this
org~nization will have the Jenefit of these im
portant guidelines.

J d.mes G . .ill L;;,
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ERNST & ERNST
UNION COMMERCE BUILDING

ACCO U NTANTS - AU D IT 0 R S

MANAGEMENT SERVICES

CLEVELAND 14, OHIO
OFFICE5 IN P~INCIPAL CITIES

ASSOCIATES IN FOREIGN COUNTRIES

November 4, 1959.

Mr. G. C. Bannerman,
Director for Procurement Policy,
Office of the Assistant Secretary

of Defense,
Washington 25 D. C.

Dear Mr. Bannerman:-

Your kind letter of 2 November 1959 addressed
to me in care of the American Institute of Certified
Public Accountants has been forwarded to my office
here in Cleveland.

I quite ag~ee with you that this is of a
highly controversial nature. I will look forward to
any opportunity for discussions with you and your
associates as the program moves along_

ffi"McA/rl

Sincerely yours,

"/(.:1~~~
General Partner.

*~~~"~r-t-t~
"'-~ r/rl A <>w- 4

~~.



R. M. AKIN. Jr.
Chai ""an, Executive C""",i ttee

~"'"'R. C. PALMER
Chai ""'an. Board of T.".stees ~: //

ts;~I\~~;:1~1 '-;-~ ."

~1~1¥FfSIP,

-=-=- NATIONAL SECURITY INDUSTRIAL ASSOCIATION
~-,

R. C. SIMMONS
Pre..dent

/ - .~

/ '
I :,\'~ l

NATIONAL Hu.gOUAIlnllS: 1107 19th Street, N. W. • Washington 6, D.C.
Telephone .. REpublic 7·7474

4 November 1959

Mr. G. C. Bannerman
Director for Procurement Policy
Office of the Assistant Secretary

of Defense ( Supply and Logistics)
The Pentagon
Washington 25, D. C.

Dear Jim:

R. N. McFARLANE
Executlve Director

Well, at long last we have Revision No. 50. Thank you for your
letter and the advance copies. We've already notified our members
that the release has been made and that copies may be received
from the Government Printing Office.

I've hurriedly looked over the new Principles and I think they are
much more readable than before, and I'm sure some of the provisions
will certainly be more acceptable to industry. However, my guess
is that it won't be long before we are knocking on your doors asking
for a revision of this or that.

Thanks again - I'm going to drop in to see you sometime.

Sincerely,

" ~'. i

.. ' • "',, I

JDB:cs



H. E. ISHAM
Pres1'dent

R. C. SIMMON S
Chai17llan, &arrl of Trustees

R. M. AKIN, Jr.
Chairman, Executive Committee

~I~\~

I
,p,

~:fiJ=~ NATIONAL. SECURITY INDUSTRIAL ASSOCIATION
~n

NATIONAL HUDQUARTUS: 1107 19th Street, N.W. - Washington 6, D.C.
Telephone: REpublic 7 -7474

R. N. McFAJU~ANE

Execut1.ve DirectDr

, ..A-:....,.
'....~

AI<~,

24 February 1960

Mr. G. C. Bannerman
Director for Procurement Policy
Office of The Assistant Secretary of

Defense
Room 3E822, The Pentagon
Washington 25, D. C.

Dear Graeme:

Thank you very much for your letter of February 23, together
with the two enclosures.

I certainly can agree with you that the problem of the shifting
over to the revised contract cost principles is going to give a
good many people a large-size headache. We certainly will
give out a bulletin which will include the February 10th Memo
randum. from The Assistant Secretary of Defense and will use
the News Release, which you sent, in our next Newsletter.

It might well be that we will ask you for a conference On the
general subject of conversion to the new cost principles. I
agree with you, on a contractor-by-contractor basis, you
would have some job.

Sincerely,

JDB:ih
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C1J
f.,,-ugust 12, 1957

Dear l,...r. Leathem:

'l.l:ris will acknowledge your letter of!\ugust S. 1951,
your file 57-4S1v1c on the subject of contributions and d(;natiPlls.

It is not clear from your letter what draft of the propooed
;j,.:ction XV 01 A;jFR you are cOlumenting on. A,s you knuw, twa
section. has been cast in several differ3ut versions. including at
least two changes, since the lal:it tinn: it Vi/as submitted for mdus
trial c:,.;mment. It now appears probable that stlll another ver"lion
will go out for comment at some time in the future. I suggest,
therefore. that the views expressed m your letter b~ rnade known
at that tirne.

Siclccrely youra.

SIGNED

G. C. BANNLRMAN
Dll'Cctor for Frocurement Policy

l'v'ir. i,;rncat F. Leathem.
Assistant to the President
Raytheon Manufacturing Cor.npany
IValtham 54, Nlassachusetts

C t

'-

Prepared by:

GCBannerman/kh
August 12, 1957 - 78177



RAYTHEON YiANUFACTURING COHPANY

Law Department
Waltham 54, Massachusetts

Telephone: TWinbrook 3-5860
Cable Address: Raytheon

57-45Mc
August S~ 1957

Mr. Graeme .&lnnenll.an
Director of Procurement PollcT
Orfiee of ,Assistant 3ecretar,y of Defense (Supply and Logistics)
The Pentagon
Washington, D. C.

Dear Mr. Bannermant

Rea ASPR Section XV, Subsection (e), Contributions and Donations

We would like to make the following comment on t~ proposed Section
XV of ASPR, Subsection (e) "Contributions and Donationa". It is our
opinion that this ~ection does not clearly indicate whether a corporation
such as Raytheon Manufacturing Compa~ can charge as It cost on Government
contraotl!l contributioD8 which it makes to a charitable orga.nization of
its creation, the Raytheon Charitable Foundation.

This Foundation vas organized on March 31, 1954. before organization
it was subjected to close investigation and sorutiny by" the Massaohusetts
Commissioner of Corporations .« Taxation and by the Massachusetts Bureau of
IncorporAted Charities of the Department of Fublic Health. An open hearing
vas held, in accordance with the requirements ot Massachuset.ts General .LAw8,
Gh. lBO,S 6, before incorporation WAS accOII1plished.

The section referred to provides that betore the CQnrmissioner ot
Corporations and Taxation may approve the articles of organization of any
charitAble corporation whose purposes are such that its personal property
will be exempt from taxation, the Commissioner shall reter such articles
to the Department of Public Welfare Which, in the words of the statute.
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Mr. Graeme .tJannerJIllm - 2 - August 5, 1957

"sr.ll lMmediate~make aD investigation as to the applicants for
incorporation, the corporation, or the p~titioners ~G the caee
may be, and the purposes thereof, and of all material facts, in
cluding fact8 tending to show that the probable purpose is to
cover any illegal business, or that the applicants, certifiers
or peti tionere are not suitable persons, froll laok of financial
ability or from any other cause, and facts 88 to the prf'sent need
for an organization with such purposes at the time and place and
with respect to the special circUJftstances set forth in such
articles, oertificate or petition."

The following persons are presently acting as Trustees of the
Foundation.

Charles F. Adams
Paul F. Hannah
Ernest F. Leathem
Allen E. Reed
David Flower, Jr.
Charles H. Resnick

The primary reason :for the establishment ot the }I'oundation was the
achievement of a stable level of contributione b;r the COlll.~ to cMritable
organizations over a period at years without haYing those contributions
subjected to the variations in earnings to which the CompaIlT might be
subjected from yeAr to :rear. This result can be aahieTed by making large
contributions to the Foundation during profitable periods, thus obviating
the necessity ot making any contributions during unprofitable periods, yet
still enabling the Foundation to satisfy requests or pledges for contribu
tions from fund. already on hand.

The FOUndation i8 exempt from ~Asaachusett8 tax both on income and on
personal property.

By a tAX ruling issued Deeember 5, 1955, the Foundation was ruled to
be exempt froM federAl income tax as an organization described in Section
,01 (c) () of the Internal Revenue Code of 1954, A8 organized and operated
exclusively tor charitable purposes. The purpose of the Foundation 18
stated in its articles of organization to be.

"to aid by contribution or otherwise SIll' corporation, cOlltlllunity chest,
:fund, or foundation organhed and operated exclusively 'for rel1gioU8,
charitable, scientific, literary, or educational purposes no part of
the net earnings of which inures to the benefit of any shareholder or
individual and no substantial part of the activities of which 18
carrying on propaganda or otherwise attempting to influence legislation
provided such corporation, cOJIImunity chest, fund, or fOUndation was
crpated or organized in the United States or &qy possession thereof



Mr. Graeme Barulerman - 3 - August S, 1957

or under tt~ law of the United States or of any state or territory
or of the District of Columbia or of any possession of the United
states and provided such contributions or gifts are to be used with
in the United states or any of its possessions exclusive:Q' for such
purposes and further provided that no part of the net earnings ot
the corporation shall inure to the benefit of My private m.ember of
the corporation or individual Ilnd that no part of its activities
shall consist of carrying on propaganda or otherwise attemptir~ to
influence legislat1oll***."

Gifts are made by the FOUndation only to those charitable organ11ations
which are themselves listed as exempt organizations b.Y the COImlissloner of
InternAl Revenue" F..xllJl1pl~s of such organizations to whom. contributions have
been made Are.

The Greater .Boston COIftnlunity Fund
The American National Red Cross
A.Jlerican Cancer SocietY'
Newton-i~lle81e7 Hospital
Mount Auburn Hospital Building Fund
Mas8achus~tts Heart Association
.Boys' Club Foundation Endowment FWld
The Age Center of ~ England

Although the wording of Subsection (e) referred to above would seem to
include the type of contribution made by the Foundation to such organisations,
1t does not appear that the source of those contributions, lWIIel¥ the con
tr1butiona of the CoapaDT to the Foundation, are within the te1"'ll8 at the sub
section. On the oontrary, they seem to be by clear 1JIlp11oatlon excluded,
Bince only contributions made directly to the ultimate charitable organization
to be benefited is mentioned as chargeable as lit oost. The procedure followed
by the Company i8 that, when the Company is solicited directly lor .t'und8 bY'
charitable organisations, it refers such solicitations to the }'oundation and
an;y contributions made by the Foundation are in lieu of contributions bY' the
CoIIlpany. Were INch contributions not made, the los8 of prestige referred to
in subdivision (tii) of Subsection (e), for ex8llple, would jU8t as certainly
result as if the CornpaD1' refused to make such contributions directly to the
charitable organization seeking the funds.

'ie would like to point out that the arrangement found suitable bY' Raytheon
for the admini8tration of charitable contributions is also preferred by a
large number of other coneerna, among which, to name only 8 fev, are.

standard Oil Co. (N.J.)(The Stand~rd 011 Foundation, Inc.)
'<fest1nghouse Electric: Corp. (Westinghouse Educational Foundation)
Inla.nd Steel Co. (Inland Steel FOUndation, Inc.)



Mr. Graeme Bannenun - 4 - A.ugust 5, 1957

Monsanto Chaa. Co. (Monsanto Charitable Trust)
B. F. Ooodrieh Co. (The B. F. Goodrich Fund, Inc,,>
International Harvester Coo (International Harv-ester Foundation)

Sincerely yours,

~~~-:
Ernest F. Leathem
Assistant to the President

RJM.dea /
cc. Chaiman, ,I\SPP Committee

National Security Industrial Association
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You will recall our conference on A;pri~ 30. I have
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Attempts to cure the applicability problem.--Past statements of
14API and other industry organizations have iterated and reiterated the
suggestion that promulgation of a comprehensive set of cost principles
(which is essentially a catalog of unallowable and allowable items) with
general applicability would serve to convert fixed-price contracts--in
varying degree--into cost-reimbursement agreements. In response to these
industry representations Pentagon draftsmen have attempted to so distin
guish between the applicability of cost principles to fixed-price contracts
and cost-reimbursement type contracts as to prevent the eventuality which
industry generally has predicted. These changes in drafting the so-called
comprehensive cost principles would seem clearly to reflect a recognition
on the part of your staff that industry's suggestions were well taken and
that the problem to which our past comments applied was a distinct possi
bility.

Fundamental fallacy of the approach.--F:reely acknowledging the
sincerity and the artfulness of Pentagon draftsmen in attempting to dis
tinguish between the effects of applying a single set of cost allowance
standards to both fixed-price and cost-reimbursement type agreements, we
remain convinced that the approach is fundamentally unsound and that the
probable result of across-the-board applicability will be to transfer the
disadvantages of cost-type contracts to those of a fixed-price character.
This is a matter in which a compromise, a straddle, is impossible. As
long as the catalog of allowable and unallowable costs is applicable in
any way to fixed-price agreements there is the inevitable tendency toward
conversion into cost-reimbursement contracts.

We should add by way of emphasis that the unfortunate result
which we have so freCluently predicted will not and cannot be avoided by
mere rearrangement or reorganization of textual material; or by p~ng lip
service to the eminently sound policy and philosophy to be followed in
fixed-price contract negotiation as set out in Section III of the Armed
Services Procurement Regulation; or by suggesting that as to fixed-price
agreements the catalog of alJ.owances and disallowances be employed in a
somewhat different fashion than when applied to cost-reimbursement contracts.

As a footnote to this discussion we cannot fail to take note once
again of arguments advanced by the Pentagon spokesman on this SUbject at
public hearings conducted by your office on October 15, 1958. At that time
the Department of Defense seemed to argue that the issue of applicability
is somehow separable from the content of the regulations to be applied.
It seems to us obvious that you cannot discuss applicability without exam
ining that which is being applied. This is not onJ.y good law; it is plain
common sense.

The Effects of Across-the-Board Applicability of Cost Principles

Without attempting to reargue the case in detail, we should like
once again to re-emphasize our principal objections to an across-the-board
application of comprehensive cost principles. These arguments are covered
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in detail in our statements of November 14, 1958 (pp. 1-12), and December
16, 1957 (pp. 1-10), extra copies attached. We are most strongly convinced
that application of cost principles as now proposed to fixed-price and
cost-reimbursement contracts alike 'Will result in serious injury to the
public interest.

Our reasons for thinking so can be very simply stated. Fixed
price contracts will be effectively converted into cost-reimbursement type
contracts; pricing will be by formula, working from the catalog of specific
allowances and disallowances. This result will aJ.most inevitably bring in
its train a 'Whole series of consequences disadvantageous both to government
and to industry.

1. Incentive for gain--the most power:f'uJ. single force in our
'Whole economy--by which costs are reduced and profits en
hanced 'Will be virtually obliterated.

2. The costs of contract administration will, in our judgment,
be necessarily increased in substantial amount by reason of
the necessity for additional audits, and the whole process
of contract administration 'Will be burdened with endless
niggling vexations. And this, it should be noted, comes at
a time 'When responsible men are demanding simplification
and acceleration of the procurement process.

In general, procurement 'Will be by audit. You 'Will have
expanded audit activity--substantially less procurement
efficiency.

3. It will tend in our judgment to reduce further the base of
responsible contractors available to the government ser
vice, particularly in the field of standard commercial art
icles or those which require only slight modification for
military service. Many such companies--to whom government
business is a very minor percentage of their sales total-
prefer, as a matter of policy, supply contracts on a fixed
price basis.

4. It 'Will impose upon contract terminations for the conven
ience of the government a standard of cost and profit
allowance which i s altogether inequitable under such cir
cumstances.

5. It will focus attention almost exclusively--and 'We think
most unwisely--on questions of cost and profit to the
virtual exclusion of total price. Price obviously is not
the sole consideration. Insofar as the expenditure of
government money is concerned, however, price is of vastly
greater importance then either cost or profit.
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Tne effect of the proposal on subcontracts.--An examination of
the most recent draft of comprehensive contract cost principles available
to the Institute seems to make clear that such principles apply to sub
contracting as well as prime contracting. Again, we have no desire to
reargue completely the Institute's position ~th reference to this possi
bility but, inasmuch as the total dollar value of the defense subcontracts
verj sUbstantially exceeds the dollar value of defense contracts retained
by prime contractors, the question of the applicability of so-called
principles to subcontracts becomes a matter of the foremost importance.

In our judgment, such application would have all of the undesir
able consequences identified above in connection ~th our discussion of
the proposal t s applicability to prime contracts and would, in addition,
have at least two other unfortunate results that deserve mention in this
statement.

By extending--at least to larger subcontracts--the same enlarge
ment of over-all cost and administrative difficulty, 'Which we foresee for
prime contracts, the application of comprehensive cost principles to the
subcontracting area will tend to aggravate and multiply these not inconse
quential problems. In addition we think an even more serious effect may
be a serious disturbance--perhaps in some cases a rupture--of normal com
mercial relationships.

The Exclusion of Advertised Bids

We have been assured and reassured that it is the intent of the
Department of Defense to exclude contracts let as a result of advertised
bidding from the applicabillty of these newly proposed cost principles.
At the minimum, in connection ~th applicability, we trust that this ex
clusion will be clearly stated so that there will be no ambiguity on the
point.

The exclusion of advertised bids from the application of cost
principles raises an interesting question. Assuming that the exclusion is
correct as to advertised bid contracts--and this is a jUdgment on 'Which we
think there can be no question--'Why is advertised bid contracting given
this treatment exclusively as distinguished from other types of fixed
price contracts'; What is the theory which underlies the distinction?
What are the characteristics of advertised bid contracts, insofar as appli
cabillty of a set of cost principles are concerned, 'Which make them essen
tially different on this issue from other types of fixed-price contracts?

"le fail to see the distinction implicit in the differing cover
age and we think it might be a useful exercise for Pentagon draftsmen to
consider again the reasons for the exclusion of advertised bid contracts
and to consider further if the reasons justifYing this exclusion would not
apply in the vast majority of cases to other types of fixed-price contract
ing. We believe this reconsideration will point up a number of matters
very clearly--that in many situations where the end result is a fixed-price
contract and 'Where negotiation is employed with or Ydthout the taking of
bids there may be a substantia1J.y equal amount of compet!tion present, a
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finn and irrevocable price may be just as susceptible of detennination,
the government interest may be fully protected, and What the government
gets for its dollar may be just as good a bargain as in the case of a
formaJ.ly advertised bid contract. This is not to say that these circum
stances will prevail at aJJ. times but they certainly will obtain if the
government procurement officers do their job in the great majority of fixed
price situations. So the exemption of advertised bid contracts in a sense
is an admission of the principle 'Which we advance, and we therefore call
your attention particularly to it and suggest its logical extension.

The Attitude of Congress and the General Accounting Office

We are aware, of course, of the continuing interest expressed by
certain Congressional committees and subcommittees and the General Account
ing Office in early publication of a comprehensive set of contract cost
principles.

We cannot believe, however, that either Congress or the Comptroller
General would support a system 'Which in the long run--in our judgment--prom
ises to be so disadvantageous to the national interest. We are, therefore,
constrained to raise the question as to 'Whether or not the very serious dis
advantages so briefly summarized above, and repeatedly identified in the past
by MAPI and other industry spokesmen, have ever reaJJ.y been pointed out in
these terms to appropriate Congressional committees or to responsible admin
istrative officials of the General Accounting Office. As a matter of fact,
we are absolutely confident that a .fuJ.J. exposition of the case before both
agencies 'WOuld result in agreement that there must be a fundamental distinc
tion between cost-reimbursement type contracts and other defense procurement
agreements and that this necessary distinction cannot be achieved by proceed
ing with the action now proposed. Indeed, it seems to us that recent Con
gressional emphasis on enlargement of the fixed-price contracting area, and
particularly the area of advertised bids, is altogether inconsistent with
the philosophy which underlies the applicability provisions of the compre
hensive contract costs proposal.

We enclose additional copies of our statements presented on November
l4, 1958, and December l6, 1957. They cover in detail a variety of matters
other than the one which this letter is intended to emphasize; we should make
it clear that we do not wish by implication to withdraw in any way from the
position which we have taken on these other points. On the contrary, the
Institute stands on its entire presentation but is anxious to emphasize the
overriding issue of applicability, and we have taken the extraordinary means
of writing this letter in order to so emphasize it.

I am taking the liberty of addressing a copy of this letter to the
Secretary, the Assistant Secretary responsible for materiel, and the General
Counsel of each milltary service. Beyond that, having in mind that other
departments and agencies of the government may be interested in this issue
of tremendous significance, the officers of the Institute will be glad to
confer with the Comptroller General or any other interested agency.
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I hope you will understand the spirit in which these suggestions
are offered. I understand completely Why you and your associates in the
Department of Defense feel a sense of urgency in issuing as soon as possible
a document which has received so much careful study and on which so much
time and effort have been expended over a long period of time. On the
other hand we are convinced that the issue of appllcabillty is of such cru
cial importance to procurement efficiency that we have risked " shooting in
the dark" to some extent in order to record this further expression of our
views.

It goes without saying that if the Institute can be of any further
assistance to you or your staff on either a formal or informal basis I.e are
at your service.

Respectfully,

~~
Pre sid e n t

GWS:c
Enclosures
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Dear Hr. HcGuire:

I think the enclosed further statement on ~le pro
posed comprehensive contract cost principles is self-explanatory
as to substance but I did "rant to add this personal 'WOrd.

lthen Commander Malloy telephoned me indicating that
he and his associates were recommending to you that no further
examination of a current draft be permitted we were of course
disappointed--not for any reason of organization prerogative,
but rather because we feel that at least on the issue of appli
cability the Institute is in a position to make a unique con
tribution based on long experience 1.'1th fixed-price contracting.
We naturally defer to your jUdgment and that of your staff on
the decision to move ahead 'Without soliciting :further industry
comment. And, as I stated in the principal letter, we are
quite sympathetic with your wishing to maintain a reasonable
schedule of publication.

On the other hand, we have fundamental convictions
'Which we think are in the public interest as well as industry's.
We have, therefore, with some reluctance because of your great
patience and cooperation Ydth industry on this matter, decided
to presume further upon your time by filing this additional
statement. We have also taken the liberty of :furnishing copies
to the individual military services. This is done not for the
purpose of pressing you in any way but again in the interest of
achieving broader understanding of 'What we think is an issue of
fundamental principle which should not be compromised in any way.

Witb thanks again for your interest and splendidly
open-minded attitude,

The Honorable Perkins McGuire
Assistant Secretary of Defense

(Supply and Logistics)
Washington 25, D. C.
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November 7, 1955

The Honorable E. Perkins McGuire
Assi3tant Secretary of Defense

(Supply & Logistics)
The Pentagon
Washington 25, D. C.

Sub,ject: Comprehensive Cost Principles

Dear Mr. Secretary:

Pursuant to the suggestion made by you at the joint DOD-Industry con
ference on Cost Principles held at the Pentagon on 15 October 1955, this letter
is submitted to amplify and explain further the industry views expressed at the
conference, and to comment also in some cases upon contrary views expressed by
government spokesmen. It has been prepared after the receipt of written comments
from each industry spokesman, and after a detailed review at a conference on
6 November among industry spokesmen or representatives of the associations who
participated in the preparation of the industry statements on 15 October. This
document represents the unanimous views of these people.

You and the other Assistant Secretaries have before you the task of
deciding upon issues on which wide differences seem to exist between government
and industry viewpoints as expressed at the 15 October conference. In preparing
the indust~y statements for the conference, the views of the conferees (which
included managers, controllers, and professional accountants) were remarkably in
accord with each other. It is difficult to believe that this consensus of so
many different interests and viewpoints can be as wholly wrong as the government
spokesmen would lead one to believe, for these industrial and professional views
are based upon years of actual experience. We shall, therefore, try to show you
where we think we are truly apart, where implementations negate apparent intentions
with which we are in accord, and why we think a complete and exhaustive review of
the proposals outstanding are essential. In considering these, we know you will
show the sarne thoughtfulness and patience which has characterized your handling
of this complex problem to date.

The responsibility which you and the other Assistant Secretaries bear
in making these decisions is of the utmost gravity, as they affect the cost
recoveries and profit potentials of every company engaged in defense contracting 
not, as in the past, just those which undertake cost reimbursement type contracts.
At the same time, however, this obligation to decide also provides a unique
opportunity - to cut through past disputes, to reassert principles basic to our
economic system, and to reaffirm that the prime objective of our Government is to
be fair and equitable in carrying out its business transactions. We feel that
you agree with us in this fundamental principle. For example, the definition of
allocability included in the latest draft (paragraph 15.201.4) does in fact
express a fair and reasonable approach. The problem lies, however, in that much
of the remainder of this draft of "Cost Principles iW completely negates this
definition. To correct this defect, you must make ufairness" a concept more
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fundamental than "reasonableness," or than i'applicability,n or than "allocability,vr
even though each of these three is of real importance and significance. You must
also be ready to separate principle from interpretation, and to require the clear
subordination of interpretation to policy. This can be done, we surunit, without
taking precipitate action, without conclusively binding the DOD or contractors
finally as to any specific element of cost, and without now attempting to perfect
every interpretation. This is, we sincerely believe, the only fair and practical
way to issue comprehensive cost principles soon which will not evoke a storm of
protest, criticism and bitterness from many sources.

There are other compelling reasons for such a reconsideration of the
general aspects of these proposed regulations even at this late date. When they
are made effective, they will have virtually the sarne effect as the enactment of
new legislation, for they will change the ground rules from what they have ever
been before. If made applicable to current contracts to any extent, the regulations,
as proposed, would materially revise the basis under which every present contractor
agreed to perform his obligations. Undoubtedly they would also cause greatly
added costs of administration and of audit and negotiation both to contractors
and to the Government, and would force extensive delays in placing original con
tracts or definitizing necessary actions under other contracts. Any regulations
must,~therefore, deal fairly with the entire spectrum of types of contracts,
whether now in existence or placed in the future. They may well become a precedent
for later extension to all non-defense Government procurement. Surely, then, a
self-imposed time schedule must yield to the necessity for being right.

We strongly urge that the whole body of general principles of cost
determinations be stated separately and apart from any official interpretations or
detailed instructions. We recognize that interpretations and instructions are
essential in the management and control of Government personnel, but these personnel
should all perform their work within the framework of policies and principles
determined at the Secretarial level. Thus the general would govern the specific,
whereas in theproposed document, the specific governs the general. A clear way
to draw this distinction, and to el~orce it, would be to leave interpretations
and instructions out of ASPR, confining it to principles and policy - and making
this the limit of a contractor's obligation through incorP2rations by reference
into specific contracts. AUditors' manual would be an adequate place for detailed
interpretations or instructions, provided these were approved by a central source
to assure conformity to principle and policy, and uniforrr~ty among the several
Services.

IVhile many particular differences between Government and industry were
disclosed at the 15 Oatober conference, and others remain which were not discussed
there, the fundamental differences relate to the basic approach to be taken,
mentioned above, and to seven other factors, which are: 1) recognition of all
normal and legitimate costs, 2) reasonableness and allocability as adequate tests
and controls, 3) applicability, 4) effective date, 5) requirements of public
interest, 6) advance understandings, and 7) individual items of cost. We believe
that all differences as to particulars would be readily resolvable if ways can be
found to reach agreement on the first five of these points. We shall, therefore,
devote most of the balance of this statement to them.

I. RECOGNITION OF ALL NORMAL AND IEGITIMATE COSTS

Industry believes that the Government should start from the proposition
that it is willing to accept any cost which has been incurred or accrued in good
faith by a responsible contractor exercising its best management skills in the
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conduct of its business. Then the Government might properly say that although
it will accept such costs, they must be appropriately and fairly allocated among
the contracts in question and other work of the contractor, in accordance with
accepted principles and an established method of accounting; that the Government
will accept such costs only in so far as they are not unreasonable in amount, and
are not objectionable from the established standards of public policy. This
would provide a uniform and positive approach to the problems of cost analysis,
in marked contrast to the proposed regulations, which confuses principle with
practice, and policy with instruction.

Contrast this, however, to what has been actually done. The Govern
mentis draft, in Section 15-201.1, shows that the Government starts from the
premise we have proposed above (if one word - ~tallowablen - is eliminated), but
then the balance of the proposed regulations whittle away at this to such an
extent as to render Section 15-201.1 meaningless. This, we believe, is because
that in the proposed regulations, some costs are dealt with according to their
functions, and others according to their objects. The distinction here is as

between, one the one hand, the purpose of the goods or services purchased, and,
on the other, the kind of goods or services purchased. This distinction is
considered to be as between the function of the cost (its purpose) and the object
of expenditure (the kind of thing purchased). Among professional accountants, it
is a basic principle of cost determination that all costs incurred by a contractor
should be judged for validity according to the function performed by the goods
or services they represent. It is unfair to disallow reimbursement of cost incurred
for a valid function merely because they are costs of an Uobject of expenditure"
which Government auditors or other critics deem to be generally objectionable by
its nature.

A single example of the distinction being drawn is illustrated by the problems
of advertising. If costs incurred to buy advertising may fairly be associated with
performance of a Government contract because of the nature of the results sought
or achieved by the advertising, then these costs should not be deemed invalid for
reimbursement merely because of the tradition that 11it is not necessary to advertise
to get Government business. fI

The Government's own internal accounting practices, developed since the
endorsement by the Hoover Commission in 1948 of the accounting distinctions
between Itfunctions" and Uobjects,lt are utilizing more and more the approach we
advocate. An example is IIperforrnance budgeting."

It is axiomatic that contractors must recover all of the costs they incur
somehow and somewhere. If they do not, it is only a question of time when their
funds, capital and credit will be exhausted, their business insolvent and closed,
and the employment they have provided lost forever. This is why management must,
and always will, exercise judgment in incurring costs. Obviously, if fairness is
the overriding consideration, the Government should bear its fair share of all of
these costs - not just of some of them. To the extent that it fails to do so, it
is not only seeking or demanding special favors for itself, but is asking its
suppliers to handicap themselves when they go out in the market place to compete
with other companies for commercial or other non-Government business, because

'they would have to recover Government-disallowed costs from commerical prices.

To what extent is the Government, in these proposed regulations, refusing
to bear its fair share? It would disallow 23 items entirely, of which only 18 are
disallowed by the provisions of the present Section XV of ASPR. It would partially
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disallow 20 other items, of which only 6 are disallowed by the present ASPR. It
would subject 19 other items to special te,sts or reviews (not "principles lt ) which
would, by definition or tests applied, lead to still more partial or total dis
allowances. Of these 19 items, J are disallowed and 7 are subject to "special
consideratiow i under the present ASPR. The proposed new regulations also suggest
advance negotiation of 9 items of which 7 are on the list for "special consider
ationil under the present ASPR. Elsewhere in the document, however, advance
negotiation is stated as a requirement of cost allowance in 6 additional cases.
The identification of the above statistics are included in the attachment hereto.

These figures demonstrate conclusively that the new regulations would
not only subject cost data to SUbstantially more detailed and lengthy analyses and
reviews, with added costs to both Government and contractors, but that the negotiatior
process would likewise be lengthened. ThE.3y., ~!s9sh(),~J:'J]&!~",%W.trac ..tQ,r§"I!!~J3t.~?'12~.£.:~ ..
t~_~El.C:.o.y~!, .. §lJ,p~:t.Cl:I}:t~.~.JJ..X lsS 6 ....a!. .tbe.ir ..~.Qs.:t ~ .._~~!}.~~e)r. ~~:':~._ .._h.~.Z:~.!-2l:.Qr~ .~Q1?~j,J;t§.~
'under costr~dmbursement ~ype.~o.nt!,acts, arl:~L:t():the extent the proposed reguJ.~:t~<?!1:!3.
.a.re app:Llecrto ot~ertypesorcorrt,racts~ cqI1tr~c:tl)rs. IIl;uste~p'~g:t,.<;UsJl,llo~~I}-'~~§.()f
cost equivalent to th.e newmeClsure of disallowances under cost tYPE3 contracts. If

_applied to terminations, the allowalJ~E:l recOVery would ~'Iso be,niui:ilile~~sih.iu1\mde!,
·'t"he"proVisions of Section VIII of ASPH.. It is impossible to predict the measure

of such non-recoveries under the new regulation, but they would aggregate a
substantial portion of profits.. .

At the 15 October conference, the propriety of industry's position has been
recognized from time to time by Government spokesmen, but these sixty-two departures
from l1principleu into "instruction," from ItfunctionU into "object," were justified 
to the extent they were specifically discussed _. on one or more of the following
grounds: statutory prohibition, public policy (Whether expressed officially,
unofficially or merely implied), or unallocability to Government contracts. Implicit
also were disallowances or limited allowances provided for solely because of
supposed difficulties in measuring reasonableness, allocability or equality of
treatment between competing contractors.

An examination of the disallowed or partially disallowed items, however,
discloses only one - lfcontingent fees for securing government orders,u which is
forbidden by statute governing expenditure of DOD funds. Statutory prohibitions,
therefore, have created none of the disagreements.

Public policy is a subject we shall discuss more fully later. Allocability
should be a wholly separate question from allowability. If no allocability can be
shown or reasonably implied, industry does not expect recovery from the Government.
It does not, however, wish to be foreclosed from even the opportunity to prove or
show allocability, and any disallowances on a premise of total unallocability are,
therefore, objectionable. It is the height of accounting by ftobject lf rather than
by lffunction."

Equality of treatment among competing contractors is, of course, required
by the paramount test of fairness. It is not accomplished, however, by total or
partial disallowance. Rather it must be realized through a recognition of all
normal and legitimate costs and judicious price negotiations. One company is not
superior to another because it may not have incurred a cost that the other company
has - the test should be, what is the best overall price to the Government for
what it is buying? Competition is hampered - not encouraged - by arbitrary cost
disallowances.
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Neither is disallowance a solution to difficulty of measurement or con
trol. Ways acceptable to both industry and government can be found to provide
equitable measUreme!1ts for allowing the costs of such things as contributions,
the maintenance of excess facilities, interest, grants to educational institutions,
advertising, civil defense, reconversions, applied research and development, and
many other kinds of costs proposed to be disallowed or specially reviewed. Let
us recall Commander Malloy's admonition at the start of the 15 October conference
that Uany problem can be solved by reasonable men who are in possession of the
facts and who are motivated to a common purposelt • So far as we know, a spocific
joint effort to agree on such measurements has never been w1dertaken, face to face.
If the concept advocated at the outset of this statement were adopted, these
determinations need not be made before cost principles are issued - because they
would each be interpretations and instructions for auditors and not a portion of
the uprinciples lt in ASPR.

In concluding discussion on this point, let us be sure that the Government
does not conclude that industry is seeking a blank check. If such an impression
has been left, please re-read the first paragraph of this Section I, and consider
the tests and limitations therein suggested.

II. REASOrJABIENESS AND ALLOCABILITY AS ADEQUATE TESTS AND CONTROLS

Government spokesmen at the 15 October conference, on several occasions,
justified specific instructions, limited allowances or disallowances on the grounds
that lIreasonableness" and Itallocabilityii are not sufficient, definable or usable
tests. Such a position is not only contrary to the experience of industry, the
opinions of every professional accountant who certifies to the accuracy and
propriety of corporate books and records, the histo~J of Anglo-Saxon and American
jurisprudence, but also to the words of the proposed regulations themselves.
"Reasonableness" or liallocabilityU as teste are used 49 times throughout the 10
September 1957 draft, as amended by the 21 August 1958 draft. They were also used
by almost every Government spokesman at the 15 October conference.

One Government spokesman at the 15 October conference quoted excerpts
from an article by Dr. Howard Wright in THE FEDERAL BAR JOURi'JAL of April-June,
1958 as proof that "generally accepted accounting principlesu are not a suitable
base for cost determination. This was curious, however, because this phrase or its
equivalent was used 19 times throughout the DOD draft. He failed also to quote
Dr. Wright¥s conclusion and recommendation, in the same article, as to what the
primary cost accounting principle applicable to Government contracts should be.
This is quoted from pages 167 and 168 of the JOURNAL, as follows:

~t. • • • Cost principles used in contract pricing if they are to
apply in many ~ituations should, in my opinion, be based on the
following assumptions:

Cost is something to be determined, not negotiated;
Competition in the market place will create equity;
The Government should recognize its share of the

operating costs of the supplier;
The Government will not exercise its sovereign rights

in a contractual situation.
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Based on these assumptions, the author would propose the following
as the primary cost accounting principle applicable to Government
contracts:

VAll costs incurred solely for the benefit of the
Government contract shall be charged directly thereto;
all cost incurred solely for the benefit of other
classes of worl<: shall be charged directly to such
classes of work. Other costs incurred benefit both
classes of work and shall be allocated to each in
proportion to the benefits derived or reasons for
incurring. V"

Obviously, Dr. Wright's position is much closer to that of industr,y than it was
portrayed to be.

These are, therefore, usable tests recognized by all parties to the
present discussions. All that remains to resolve these differences, then, is to
agree on the kinds of tests to be applied in utilizing such terms as "reasonableness",
Itallocabilitylt, I'standard accounting principles l ', and itconsistently applied. It We
believe a joint effort can also resolve these problems. As requested, there is
included in the attachments hereto recommended tests of ureasonablenesslt • This
has been drafted carefully and has recognized agreements with much that is contained
in the DOD proposed definition (Section 15-201.3).

The use of ureasonablenessH, Itallocabilitylt and like concepts as tests
are wholly consistent with accounting by Hfunctionn, and the separation of uprinciples'
from interpretations and instructions, as heretofore recommended. WIlen recognized
as adequate tests, they also go far to justify the recognition of all normal and
legitimate costs, as we have urged.

III. APPLICABILITY

In preparing a single set of comprehensive cost principles and providing
that they will be applicable clear across the procurement spectrum from cost
reimbursement type contracts on one side to price analyses submitted with bids for
firm fixed price negotiated contracts, including termination or change order
repricing claims against any type of contract, however placed initially, the
Department of Defense has made the fundamental assumption that cost allowability
is an identical problem throughout this spectrum and in each of the covered types
of transactions. We agree that a cost is a cost wherever incurred. Because the
proposed regulations arbitrarily exclude certain normal or legitimate costs from
consideration, the Government's proposals of areas of applicability become
impractical and patently unjust.

If itfairnessif is the ultimate test, as we have recommended, then it must
be conceded that there is nothing fair about both retaining the unilateral right
to cancel a contract for the Government's convenience, and then - when that right
is exercised - changing the ground rules of allowable costs of termination even
though the initial contract may have been placed through advertised bidding J or on
a negotiated firm fixed price, or at a time long before the new regulations were
even promulgated! Yet in the absence of language to the contrary, this is a sure
result of the presently proposed language. Similarly, it is not fair to require
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a contractor to certify that something less than legitimate costs, actually incurred,
are Utotal costs. n Such costs do not become a Uprofitlt merely because they are
"disallowableu under arbitrary Government regulations. This is another inevitable
result of blindly accepting these p~posed regulations.

It is also interesting to contemplate the regulation 9s effects upon the
ttgrowing-in-popularityil incentive type contract. Consider the incentive contractor
who, against a $1000 target cost, is to be paid $100 profit, or a total of $1100.
It actually perfonns the contract with total costs of $950 but which, under these
regulations, might well result in allowable costs of only $900. If the incentive
profit division is 80% to the Government and 20% to the contractor, the contractor
would receive a price of $1020, thus being required to give ::PSO of the Itsavings it

back to the Government, even though he had already actually paid out $50 of that
$80 as costs incurred. On his basis of costs, he would have received a price of
$1060 and a profit of $110. Thus his absolute and actual profit is reduced from
the target of ~plOO, or from the deserved profit of $110, to $70, but the Government
would report to a Renegotiation Board that he had received a profit of $1201 This
simple example, we submit, clearly demonstrates the unfairness of applying to
incentive contracts any cost principles which do not recognize all normal and
legitimate costs of doing business.

We cannot emphasize too strongly that experience of the last decade
indicates that to the extent that costs are rigidly decided to be allowable or
unallowable, formula price fixing is automatically involved. Despite the sincere
instructions in this draft that costs shall be only one factor of pricing, the
draft actually requires that many costs called ~'unallowablelt be eliminated from
the submission from the outset. Thus such costs will never be considered in
negotiation, and will never become a factor in pricing. To this degree, formula
pricing has already occurred. In this atmosphere, an increased use of for.mula
pricing will be an inevitable result of putting regulations out in this format
and of this character. The Hoover Commission, in 1955, recognized this in its
recommendations for revisions in ASPR, Section XV, when it recommended cost
principles only for cost reimbursement type contracts, and that there only be
"guidelines for auditorst1 as to everything else.

Are rtcosts a factor il in any negotiation before such costs are incurred?
They are not then costs, but only estllnates of what costs will be - and one may
argue, but never decide, as to which is the most accurate of different estimates.
A final meeting of the minds occurs on price, not on costs - and this necessitates
each party taking a risk of being wrong. This, however$ is nothing to fear, or
to be ashamed of, for this has been the trading technique of centuries, and has
provided the highest incentives to efficiency. To go to or toward rigid formula
pricing is to diminish or remove such incentives.

Duplication exist that these proposed regulations may broadly apply to
subcontractors and vendors. There is no privity of contract between the Government
and a subcontractor on any tier below the prime contractor itself. There can be
no assurance, therefore, that a prime contractor can, even in the best of faith,
in all cases obtain necessary goods or services from subcontractors under contracts
containing Government clauses or incorporating by reference Government cost or
other regulatiions. Nor can it always require its subcontractors 60 to contract
with their vendors and suppliers. This has been the repeated experience in many
instances where such attempts have been made. Also it is impossible to predict
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or anticipate at the time of initial negotiations, all such problems which may
arise with subcontractors. Thus, if applied to subcontractors' costs, this
regulation would appear in some cases to have the effect on the prime contractor
of forcing it to accept not only the disallowances of some of its own costs, but
also of some of its subcontractors 9 costs. In other cases, it would deny the
availability of subcontractors to primes, thus forcing the use of second-best
sources.

For these reasons, and those advanced at the 15 october conference, we
strongly urge, at the ver,y least, that this regulation not apply to fixed price
negotiations, or to the preparation of cost estimates or price analyses in
negotiated procurements or tenainations, and that its use in such circlxmstances
be specifically negated; and that it not apply to any determinations of costs
or prices under any contract or subcontract in which it is not specifically
accepted by the contractor. If, however, the regulations are redrafted on the
principle of recognizing all nonnal and legitimate costs, reasonable in amount
and fairly allocated, then their applicability could be expanded. We oppose in
principle~ however, any use of cost data as a formula basis for negotiating
prospective firm fixed prices.

IV. EFFECTIVE DATE

The regulations as proposed are completely silent on when and how they
will be n~de effective. This is a rnatter, however, which cannot be left undecided.

If the regulations are applied, in any way, to contracts in being, the
Government should be prepared to negotiate equitable adjustments of price. This
applies to contracts placed by advertised bids as well as by negotiation, for the
applicability to termination settlements and pricing change orders affects these
contracts, too. We see no other way of being fair in making these regulations
effective. To say that they shall apply only to contracts negotiated after a
certain date, or executed after such a date, will not suffice - for then a con
tractor is left with two different sets of cost accounting rules to apply - one
as to old contracts, and one as to new. This would continue until all present
contracts are run out, which could be years ahead. Experience under ASPR, Section
XV has shown that auditors and negotiators would try to apply the new regulations
to existing contracts, whether the contractors had agreed to accept them or not.
This would only cause confusion, more delay, and more friction between Government
and business..

To be fair, then, the Government must be prepared to pay for taking
away rights to cost recoverJ. Parenthetically, but also of importance, it must
also be prepared to accept and pay indefinitely for materially longer times for
cost and price presentations, audits, and negotiations, and substantial delays
in completing procurement and pricing actions. It just takes longer to isolate,
review, audit, discuss and decide about over 60 elements of cost than it does 18,
or none. This will cost money to both the Government and the contractor in
higher administrative costs and time delays.

v. REQUlREi"IENTS OF PUBLIC INTEREST

At the 15 October conference, it was pointed out that Government officials
'lmust weigh rather carefully and rather heavily the public interest factor. u Several.
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spokesmen alluded to this, and to "public policyVl or such phrases, directly or
by implication. For example, one said, Iiare based not necessarily on public
policy stated in law, but on public policy which we derive from many sources,
from committee hearings, for example, personal conversations, and formal memos
from the various members of the legislative branch. \1

We are sure that few of us in industry can appreciate the extent or the
nuances of pressures of many kinds which must be placed upon you and your staff,
directly or indirectly - including those from industrialistsi As citizens, we
want the public interest protected, and public officials placed under pressure to
protect them. At the same time, however, we want to be sure it is public interest,
or that it ~ public policy - and not merely some individualis concept of it, that
causes a decision to be made adverse to the interests of industry, and ultimately
to the Government itself.

In this area of cost principles, of allowable or unallowable costs for
contracts, etc., we do not know of any official or clearly identified legislative
expression of public policy. We do know of an expression of policy by an agency
of Congress - the Hoover Commission - which we have already quoted and endorsed.
We know of some individual rulings of the General Accounting Office on cost
allowability - but each of necessity is narrowly restricted to the facts of the
particular case, and is not unchangeable, overriding policy, nor should these be
deemed to be the establishment of policy. The same is true of rulings by the
Boards of Contract Appeals.

The proposed regulations depart from and are more restrictive then all
of these, in one way or another. Where, then, is the public policy or public
interest dictating such action? We fear that it is in the minds of staff personnel,
overly concerned with the attitudes or expressions, however well considered or not,
of vocal or powerful legislators or other Goverrunent officials. Let us recognize
that public policy in this field does not exist, and will not exist until you
and the other Assistant Secretaries make your decisions identifying the official
public policy of the Defense Department on which you are relying. It is our
belief that you have not been restricted in your decisions by any official of
the Government, even though certain members of Congress and of the Administration
may be impatient to have you reach decisions. This is why we have put forth,
successively, such efforts to try to apprise you of industry 9s sincere and objective
views on these problems.

We may be considered by some to be biased, but we believe very deeply
that the welfare of our countryVs 20,000 defense contractors, large and small,
is important not only to defense, and maintaining our armed might, but also to
the overall economy and welfare of our cities, towns, states and nation. These
will be hurt by these proposed regulations - not vitally, but significantly - and
their profits, already below those of other industry, will be still less. Before
the action is taken, therefore, we request that you weigh ve~J carefully whether
any public policy requires or makes desirable the infliction of this hurt.

VI. ADVANCE lmDERSTANDINGS (Section l5-204.l(b»

Industry welcomes any opportunity to agree in advance on cost principles,
cost allowances or any other points of potential controversy which might arise
during or after contract performance. If the intentions of this section as we
were given to understand on October 15 is truly to make available to contractors
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the privilege of taking up questionable items in advance and will not be deemed
to be a requirement, we believe it to be desirable. However, the language of
the section does not make this Gufficiently clear and we are fearful that the
good intentions at the Secretarial level may not be carried out in the field.

Such agreements to be practical, can be on a contract-by-contract basis
as to only three of the cost elen~nts listed. These are: (v) pre-contract costs
(ASPR l5-204.2(dd»; (vii) royalties (ASPR l5-204.2(jj»; and (ix) travel
costs, as related to special or mass personnel movement (ASPR 15-204.2(56)(5».
All others raust 9f necessity be treated uniformly and on an overall basis. No
forum is provided for such overall negotiations, nor is any basis provided for
effecting agreements binding for all Government end-use work, whether as a prime
or subcontractor. The latter is especially burdensome for small businesses doing
business as subcontractors to many large primes.

Comparisons to custom under Part 5 of the present ASPR, Section XV are
invalid, as such discusssions have often been with auditors and not contract
officers, and not always embodied in formal contracts or agreements. Nor are
such overall agreements favoritism to contractors, for no special advantages are
sought - only uniform treatment of these kinds of indirect costs.

This section, then, should be deleted in its entirety,· for the reasons
outlined at the 15 October conference. If retained, however, it should affi~

that failure to negotiate in advance does not lead to disallowance, that initially
negotiated alllounts or clauses may be reopened on showing of necessity or changed
circumstances, and it should provide a forum in which contractors might negotiate
these factors on an overall basis.

VII. INDIVIDUAL ITEMS OF COST

We could extend our remarks at the 15 October conference and debate
further on each individual item discussed. This would be u~~ecessary if you accept
our basic premises, as heretofore outlined, for then you would not issue, as an
ASPR, any statement on allowances, disallowances, or review requirements for
individual elements of cost. If, on the other hand, you should decide to continue
the present fonnat and approach implicit in the outstanding drafts, then, though
in overall disagreement, and in addition to the cOlmnents herein above expressed,
we would want to be heard on individual items as completely as possible. Towards
this purpose, we have prepared and attached an illustrative list, with only a
minimum of justification, stating industr;;ris position both on those items discussed
at the 15 October conference, and on those items not discussed but as to which
disagreements still exist. We shall, of course, be glad to amplify these in
writing or in person to any extent you or the other Assistant Secretaries may wish.

Apart from these items, it was apparent at the 15 october conference that
considerable redrafting of the proposed regulations is necessary to clearly express
the matters on which there is no disagreement except as to semantics. When your
overall decisions are reached, we hope that their implementation, as well as these
corrections, can be made the basis of a joint drafting effort by a very few persons
from Government and industry who are not committed to the old words and the old
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cliches. Such a procedure has been expeditious on other subjects - it should be
on this one, too.

In conclusion, may we express again our appreciation for your sincerity
and patience in hearing us out on these difficult issues. YOIl have an opportunity
to make a unique and lasting contribution to the health and welfare of our defense
effort and the industries which are participants in it. We hope that we have
helped to show you how that can be done.

Sincerely yours,

I" _./"

c.-:6?>i . /. v'"
Ernest F. Leathem
Associate Chainnan
October 15, 1956 Conference

ENG.



ATTACHMENTS

I. TEST OF REASONABLENESS

We propose the following:

(a) In evaluating estimates or actual costs of performance of specific
contracts, the application of the test of reasonableness requires a flexibility
in understanding and the exercise of sound judgment in dealing with the specific
item aftor consideration of all influencing or related factors.

(b) Evaluations of reasonableness, of necessity, involve consideration
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances
under which it was incurred.

(c) These elements may then be tested against one or more of the following
factors as appropriate:

1) Whether the cost is recognized as an ordinarJ type of
expense in the conduct of the contractor's business.

2) Whether the cost makes a functional contribution to
the conduct of the contractoris business.

3) Whether the cost was incurred in accordance with
established policies and practices of the contractor.

4) Whether the level of the cost is consistent with the
prior history or experience of the contractor with
regard to the cost, adjusted for changed conditions.

5) Whether the cost is compatible with the prevailing
level of comparable costs incurred in similar concerns,
in the same geographic area, or in industry in general.

6) Whether the cost exceeds that which would be incurred
by an ordinary prudent person in the conduct of
competitive business giving recognition to the
circumstances under which it was i.ncurred.

Cd) In the negotiation of fixed price contracts, the presumption of
reasonableness, of costs, as such, is not applicable inasmuch as the controlling
element in such negotiation is the overall price.

(e) As to a110wabi1ity of costs under cost reimbursment type contracts,
the presumption of reasonableness shall be accepted unless the cost is patently
unreasonable either as to type or amount when measured by applying the appropriate
factors of those listed in (c) above. Prior to making a determination of unreason
ableness, the contractor shall be given the opportunity to submit data sustaining
the reasonableness of the cost. The burden of proof shall be regarded as having
been met if the evidence submitted sustains the reasonableness of the cost under
the circumstances in which it was incurred.
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II. ADVERTISING - Section 1~-240.2(a)

Industry recognizes that some forms of advertising are seldom, if ever,
properly allocable to Government contracts, but these are far narrower than the
areas of advertising, and other types of costs, absolutely excluded and ma~e
unallowable by this section. It protests, therefore, such absolute exclus~ons and
wants the right to present its case in negotiations to show whether and to what
extent its advertising is of benefit to the Government, is reasonable in character
and amount, and is fairly allocable to Government contracts. This is especially
necessary in view of the breadth of definition given to advertising in this section
and the artificial distinction drawn among varying advertising media.

Here, as in all specific elements of costs, we recommend that there be
no exclusions by definition, and that the tests of allowability should be defined,
and not the tests of unallowability. This would relieve cost elements of the
stigma of unallowability in general.

III. COMPENSATION FOR PERSONAL SERVICES - Section l5-204.2(f)

The 21 August 1955 revisions to this section are a great improvement,
but a few needs for clarification remain, as pointed out specifically by the
industry spokesman at the 15 October conference. As no serious disagreement
seems to have evolved at the 15 October conference, this seems to be purely a
drafting problem. It would be helpful, however, to reduce the quantity of needless
reviews by shifting the burden frrun the contractor (to prove reasonableness) in
part to the Government (to allege unreasonableness).

IV. RESEARQH....AlID DEVELOPMENT - Section 15-204.2 (ii)

We propose the following specific language to substitute for this
clause:

Ill. Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller
knowledge or understanding of the subject under study, rather than
any practical application thereof. Applied research, for the purpose
of this regulation, consists of that type of effort which 1) normally
follows basic research, but may not be severable from the related
basic research, 2) represents efforts to determine and expand the
potentialities of new scientific discoveries or improvements in
technology, materials, processes, methods, deviees, and techniques,
and 3) represents efforts to 'advance the state of the arty. Applied
:esearch d~es not include any such efforts when their principal aim
~s the des~, development, or test of specific articles or services
to be offered for sale.

~2. Development is the systematic use of scientific knowledge which
16 directed ~o~ard the production,of or improvements in useful products
to meet spec~f1C performance requ~rements but exclusive of design .
manufacturing, and production engineering: '<. _.' !

it]. A contractorts costs of independent research as defined in (1)
above (not sponsored by a contract, grant or ether arrangement,) shall
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be allowable as indirect costs, provided they are incurred pursuant
to a broad planned program reasonable in scope, with due regard to
expansion when justified by changes in science and technolo~, and
which is well managed. Such costs should be charged off as Lncurred,
and not capitalized, and shall be equitably allocated to ~ll the work
of the contractor but in appropriate cases, such a1locat~ons may be
made separately f~r each of acontractor's organizational segments.

1'4. Cost of contractor's independent development, as defined in
paragraph (2) above (which are not sponsored by a contract, grant,
or other arrangement), are allowable to the extent that such
development is related to the product line for which the government
has contracts and provided such costs are reasonable in amount and are
allocated as indirect costs to all work of the contractor on such
contract product lines. Such costs may either be allowed as incurred,
or capitalized and mnortized over a reasonable period, but the method
of recovery chosen by the contractor must be uniform and consistently
applied.

"5. If provided for under the contractor's accounting system, indepen
ent research and development costs may, but are not required to include
amounts representing appropriate shares of indirect or administrative
costs."

This supports the basic industry position that applied research should
be grouped with basic research, and not with development (which Mr. Holaday's
comments supported). These costs should be recoverable against the base of all
contracts of any type to the proportion which Government business bears to total
business or in accordance with other acceptable methods of allocations. Development
should be recoverable against all types of contracts, included within the product
line toward which the development is directed.

On study we believe this clause will be seen to provide the overall con
trols sought by Messrs. Munves, Golden and others at the 15 October conference. On
the other hand, the proposed language in the 21 August 1958 draft would exclude
entirely all applied research cost recovery unless it was related to production work
in contract product lines. This is impractical because such research begins long
before such a relationship can be identified. Also it excludes any recovery of that
portion allocable to research and development contracts. This is manifestly unfair,
especially to those companies whose Government work is largely, but not wholly, on
that form of contract. Moreover, the requirement for applying departmental overhead
to R&D jobs should be permissive and not mandatory since the proposed draft would
force a contractor to perform his accounting in a prescribed way•

•
v. CONTRIBUTIONS AND DONATIONS - Section l5-204.2(h):

It is contrary to every instinct of humanity arid fails completely to
recogn~ze industry's p':lblic and community responsibilities to deny acceptance.c.f its
expend~tures for contr~butions and donations as normal and legitimate costs •. l~e
fear of the:Government seems to be excessive'gifts or.improper,objects of giving.
These certa~nly can be defined, and tests of reasonableness established which are
acceptable to both industry and Government. Every other branch of the Goverrunent
recognizes such expenditures as costs, except the Defense Department and GAO.
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This is a very small percentage of total costs for most contractors, but
is a very vital one in maintaining external and community relations.

VI. INTEREST - Section 15-204.2(g}

The Government spokesman at the 15 October conference took a position
contrary to all fact when he said that interest ilis not a price paid for something
used in production." It is incredible for anyone to think that a bU~iness can ~e
run or a Government contract produced without money, and that there ~s not a pr~ce
to be paid for money. The simple fact is that lllterest is a vital C?st of doing
business. Indeed this cost of capital ranks with the cost of mater~al, the cost
of labor, the cost of overhead, etc., as the fundamental costs of conducting any
business operation.

The most frequent~ presented arBuments against interest recovery hinge
primarily upon the thesis that the Government should not favor those companies which
engage in substantial borrowing over those cmnpanies which rely primarily upon
equity capital. The proponents of such a thesis are ignorant of the peculiar set
of economics in military business as opposed to the acceptable economics of ordinary
commercial business. This separate set of economics must dictate to the sophisticatec
and competent management of a military company that the best interests of their
stockholders are served by engaglllg in an optimum amount of borrowing to finance
the working capital reqUirements of military sales. This ''leverage approachu is not
used for the purpose of pyramiding the earnlllgson stockholders' equity, but rather
because of the cyclical, expandable and contractible, nature of military business.
Since most borrowings are of the short-term or V-Loan nature, which too is expandable
and contractible, management can to some extent insulate the companyV s financial
status against the cyclical hazards lllherent in military business. To do otherwise,
i.e., to rely solely or primarily upon additional stockholders V capital for the
financing of military sales, would, by an professional lllvestor standards, represent
poor management policy. Very simply, to have committed the corporation to a broadened
stockholder capital base and to be faced subsequently with a contraction in its
military sales would result in a diluted and weakened corporate status. Indeed,
the corporation would at that time look like an "uninvested" mvestment trust.

If, however, the financing of this business was pursued intelligently
via optimum borrowings, rather than additional stockholder capital solely, the
corporation would have its stockholder capital reasonably undiluted after both the
military sales and the aforementioned borrolv.ings have been contracted and its
fmancial status, although reduced, would still be one of a going business. It is
for the Government's protection that these military contractors remain going
businesses, following any contraction periods, smce it might have to call upon these
contractors agam in the event of a sudden outbreak of hostilities. Financing solely
through stockholders' capital will result in the virtual destruction of these
companies following a contraction period because stockholders will have descended
upon these corporations and divided the swelled cash purses. However, if these
corporations remain financi~ sound and flexible with an undiluted equity base
during any interim contraction periods, they will retain the capability of meeting

- any new military reqUirements at short notice.

Therefore, the granting of interest recovery by the Government is not a
subsidy f?r weakly managed and weakly financed corporations, but instead represents
compensat~on to the well managed and well financed corporation for very properly



ATTACHMENT - 5

incurred costs. Such management cannot ignore the fact that by their very nature
defense contracts often generate more requirements for working capital than any
other kind of business.

Finally, this is another instance in which all that industry seeks is an
opportunity to make its case in negotiations freely conducted, and not to be fore
closed arbitrarily from such negotiations.

VII. PLANT RECOtrvERSION COSTS - Section l5-204.2(cc)

Industry believes that there are circumstances not within the limited
allowability provided in this section, and that these should be left open for
negotiation. This is another instance of unreasonable and arbitrary disallowance
in an area where adequate controls upon allowability should be readily devisable,
or could be negotiated in advance on a case-by-case basis. This matter can be
resolved by a joint drafting committee.

VIII. OVERTIME COMPENSATION - Section l5-204.2(y)

Industry 9s recommendations are limited to requesting a clarification
between overtime premium pay and shift premium pay, both in ASPR, Section XII and
any new Section XV.

This matter can be resolved by a joint drafting committee.

I~5 NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENC~

IX. RENTAL COSTS - Section l5-204.2(hh)

The provisions of this section, both as to nonnal rentals and lease-back
rentals, are unrealistic and inequitable in that the tests of reasonableness are
much too narrow. The ultimate test should be the rental value of comparable
properties, and not comparisons to costs which the contractor would have sustained
as owner. For example, the actual owner is entitled to a profit, to be included
in his rental, and not just a bare cost recovery.

Full recovery of actual lease or lease-back costs have been maintained and
allowed in decisions of the Armed Services Board of Contract Appeals.

It would be unfair as to present lease or contractual commitments which
cannot be altered to disallow now legitimate costs incurred thereunder. This is
a typical example of the injustice of changing rules in mid-stream.

X. CIVIL DEFENSE COSTS - Section l5-204.2(e)

It is unrealistic, and a detriment to the perfection of civil defense
plans for a community or area as a whole (which certainly must be done under threats
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken
off or away from the contractorfs premises, and for contributions to local civil
defense funds and projects. The latter usually consist of employee time and
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant
protection costs than to charitable contributions.

The limitation that expenditures must be made at the suggestion or require
ment of civil defense authorities is not only unrealistic, but a direct violation of
managementis right and duty to protect its properties.

This item is of insignificant dollar value in most companies, but is
illustrative of a number of items where partial disallowance is accomplished by
definition.

XI. ~ONTINGENCIES - Section l5-204.2(g)

As to "historical contingencies," industry requests that they not be
categorically disallowed, but left open for negotiation. The proposed regulation,
in subparagraph (2), is based on the erroneous assumption that because the event
giving rise to the cost is in the past, then the actual cost can be definitely
known. This is not true in many normal business situations. One typical example
is warranty expense.

XII. DEPRECIATION - Section l5-204.2(i)

This section is replete with technical changes requiring the type of
language revisions which could be accomplished by a joint drafting cOlnmittee. The
principal matter of substance which, in fairness, should be revised is subsection
(5) in order to recognize the national interest in maintaining stand-by defense
facilities, even though these are not necessary to current or "immediately
prospective il production.

XIII. EXCESS FACILITY COSTS - Section 15-204.2(1)

Limiting the allowance of excess facility costs to "current and
immediately prospective purposes" is too restrictive and does not serve the Govern

ment's best interests. "We feel that those facilities "reasonably necessary for
stand-by production purposesi' should be the criteria.

XIV. INSURANCE AND INDEMNIFICATION - Section l5-204.2(p)

Industryis objections to this paragraph are technical but vital. These
are based upon the premises that (1) the portion of business interruption insurance
which is disallowed cannot be avoided by contractors as a normal and legitimate
business cost and should be allowed in full, (2) actual losses incurred through an

"approved self-insurance program or othe~~se should be allowed without being
contingent upon contractual coverage since these cannot be foreseen in advance of
occurrence, and (3) the contractor should not be prohibited from purchasing
insurance covering the insurable risk that a contractor has in Government property
unless there is a complete relief of liability granted to the contractor.
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xv. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2(9)

Financing and refinancing costs are an inevitable part of the costs of
doing business. These costs should not be shoved over entirely against conmercial
business. Government should bear its fair share.

Does anyone really believe that financing is not required to do business
with the Government?

XVI. MAINTENANCE &~D REPAIR COSTS - Section 15-204.2(t)

Industry recommends an unqualified allowance of such costs, and hence,
the deletion of subparagraphs (l)(i) and (ii).

XVII. MATERIAL COSTS - Section 15-204.2(v)

Technical revisions are required in subsections (2), (3) and (4) to assure
that the contractor is entitled to recover its full costs of materials, and to
recognize varying acceptable accounting practices. As to subsection (5), the
allowability of prices in interdivisional transactions is too narrowly defined and
needs extensive revision, especially to recognize the fact that competitive costs
exist as to wholly Government end-use components as well as to commercial components.

XVIII. ORGANIZATION COSTS - Section 15-204.2(w)

True costs of organization are an inescapable cost and should be
allowable if amortized on a reasonable basis. Without them, the contractor would
not exist to undertake contracts for the Government.

XIX. PATENT COSTS - Section 15-204.2(z)

This section is unduly restrictive in its wording, and could be materially
improved by a joint drafting committee. The Government certainly should not,
directly or by implication, disallow the costs of obtaining and protecting patents
to which it wants or claims license rights and, in addition, it should bear its
allocable share of patent costs incurred by the contractor.

xx. PROFESSIONAL SERVICES COSTS - Section 15-204.2(ee)

The success of a suit against the Government, or of defending a suit brought
by the Government, is proof of the contractor 9 s inherent rights. The professional
costs of defending these rights should, in all fairness and equity, be allowable.

Technical corrections and changes are also desirable in the tests of
reasonableness and allowability contained in subsections (1) and (2) of this
section.
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XXI. RECRUITING COSTS - Section l5-204.2(gg)

We would prefer to see the subject of Itspecial benefits or emoluments"
dealt rath affirmatively. As presently written the use of Itstandard practices in
~he industryll as a criteria for allowance would be most difficult if not impossible
to administer and determine. Therefore we recommend changing the last sentence
in this paragraph to read: itReasonable costs of special benefits or emoluments
offered to prospective employees are allowable. it

XXII. ROYALTIES - Section 15-204.2(jj)

This section needs material revisions and deletions. The determination
of the unenforceability of a patent (see subsection (iii», or of its invalidity
(see subsection (ii»), are judicial functions, which under no circumstances should
ever be left to the determination of a contracting officer.

Royalty payments are usually based upon contractual obligations freely
negotiated at arms length. There is no reason why it is not enough to subject
them to ordinary tests of reasonableness.

[XIII. 9ELLING COSTS - Section 15-204.2(kkL

The philosophy that selling and distribution expenses are generally
QUnecessary in securing Government business, and hence are unallowable, fails
to recognize the many indirect benefits the Government gains from a contractor~s

sales, distribution and sales engineering functions. The paragraph as written
would permit an allocation of only those expenses which consist of Ittechnical,
consulting, demonstration and other services" for purposes of adaptation of the
~ontractor~ s product to Government use. This is an unwarranted limitation and
this category of expense should be fully allowable, subject only to tests of
reasonableness and allocability.

IXIV. TAXES -~ection 15-204.2(00)

This section re~lires technical reV1Sl0ns to bring it into accord with
recent court decisions, and to pennit a contractor to protect property against
tax lien enforcement, and to protect its interests in a timely manner when the
:~vernment fails to meet date deadlines.

xxv. TRADE, BUSINESS AND PROFESSIONAL ACTIVITY COSTS - Section 15-204.2(pp)

Here again, exclusions by definition occur. One omits from allowability
rrembership costs in service organizations which in fact are required to preserve
1 corporation~s status in its plant communities. The other places overly narrow
lualifications (i.e., "dissemination of technical information or stimulation of
"Jroductionll ) upon meeting and conference expense allowability.

acVI. ADDITIONS NEEDED FOR TERMINATION SETTLEMENTS

Recognition should also be given in the Cost Principles to the following
',"dditional types of costs which are experienced by contractors under termination
;laims:

Common claims of subcontractors
Costs continuing after termination
Initial costs (including high start-up costs)
Interest on borrowings
Loss of useful value of special machinery and equipment
Pre~aratory expenses
gp~ct~Te£~a~~enses
Subcontract settlements
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During the mee~ing with industry representatives on May 21, 1956, your
office granted industry the opportunity to submit further wr~tten recommendations
and comments concerning the most recent draft of the proposed Revision to Part 2
of Section XV - Contract Cost Principles - of the ASPR. Also, it was agreed that
such recommendations and oomments would be examined and evaluated prior to the
publication of the Revision.

The members of the Automobile Manufacturers Association believe that, in
certain areas, the proposed Revision should be changed to further amplify or clarify
specific provisions and also that other provisions should be revised to make them
more acceptable to industry. The members of this Association have requested that I
forward to you their comments and suggestions, which are as follows:

15-200 Scope of Part

It is strongly recommended that this paragraph be expanded to incorporate
a statement to the effect that this Part (2) is not applicable to fixed-price con
tracts including those providing for price redetermination. Until such time as
this paragraph clearly so states, there will be procurement and Audit personnel who
will continue to use it as a guide in connection with such contracting despite the
Department of Defense Instruction to the contrary. Also, reference to Part 7 should
be deleted until such Part has been issued.

15-201.2 Factors Affecting Allowability of Costs

It is believed that the factors affecting allowability of costs, as set
forth in this paragraph should be used as a guide by Contracting Officers but that
Aud1t Agencies should not be allowed to pass judgment on the type of determination
listed as item (i) and tilt such limitation should be clearly stated. This can be
accomplished by changing item (i) to read "reasonableness, as determined by the
Contracting Officer".

Many contracts contain express allowance of certain costs. Therefore,
item (iv) should not be restricted to limitations of costs but should be revised
to read "any limita.tions set forth in this Part 2 or any pertinent provisions
otherwise included in the contract as to types or amounts of cost items."
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It is suggested that the third sentence of Subparagraph (b) be revised
to read "In order to be acceptable, the method used in connection with Government
contracts shall, .insofar as possible, conform with generally accepted accounting
practices, provide uniform!ty of treatment for like cost allowances, be applied
consistently, and produce equitable results." It is not always practicable
for Contractors to adhere strictly to a method because of circumetancesJpeculiar
to a particular contract.

15-204.2 (a) Advertising Costs

All of the Contractor's advertising costs that are reasonably allocable
to the contract should be allowable. Therefore, it is recommended that this
subparagraph be deleted and that the principles of ASFR 8-402 b .(1) be sub
stituted therefor.

15-204.2 (b) Bidding Costs

There should be no question as to the acceptance of reasonable and
equitable bidding costs. The last sentence of this subparagraph should read
'~idding costs will be accepted if found, by the Contracting Officer, to be
reasonable and equitable."

15-204.2 (c) Civil Defense Costs

Because of the ever-changing situation with respect to civil defense acti
vities, Contractors could be forced into the p::>si tion of haVing to contribute
substantially to some local civil defense project and should not be precluded
from recovering such expense in contract pricing. Therefore, the last sentence
of this subparagraph should be deleted, Without substitution.

15-204.2 (d) Compensation for Personal Services

The last sentence including items (i) add (11) should be deleted, without
substitution. No limitation should be placed either upon the employer contribution
or upon the amount paid or accrued wi th respect to deferred compensation benefits.
There are already sufficient restraints in the area of reasonable costs. AlSO,
in the case of some Contractors, the basic salary or wage is nominal in relation
to the additional compensation benefits with the sum of the two being relative to
the services rendered. Without such plan the Contractor may not be able to attract
and retain personnel necessary for both Government and non-Government business.

15-204.2 (e) Depreciation

S~ag~~li (3)(ii) should be deleted and the follOWing substituted in lieu
thereof "after the end of the emergency period, shall be computed by distributing
the rema1ning undepreciated portion of the cost of the emergency facility, including
any amount of unrecovered "true depreciation", over the balance of its useful life
(but see (4) below.)" In instances where the facilities are utilized in the per
formance of defense contracts during the post-emergency period, Contractors
should be permitted to recover 1n the post-emergency period as an element of
contract cost the original cost or the applicable portion thereof of the facilities
lese "true depreciation" actually recovered during the emergency period.
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15-204.2 (f) Employee Morale, Health and Welfare Costs and Credits

It is suggested that "recreation programs" be included in the examples
set forth in the first sentence of this SUbparagraph.

15-204.2 (g) Food Service Costs and Credits

The last two sentences of this subparagraph should be deleted and the
following sentence substituted: "Reasonable losses from operation of such
services are allowable proVided, however, that such losses are allocated to
all actiVities served." Reasonable losses should be allowable, as are other
employee morale, health, and welfare costs, and should not be dependent upon
the IJOlicy of the Contractor to operate the service at either a profit or
a loss.

15-204.2 (h) Fringe Benefits

The words 'vhich constitutes, in effect, an implied agreement on the
gontractor's part" should be deleted from the last sentence.

15-204.2 (i) Insurance and Indemnification

Subparagraph (4) states that actual losses not reimbursed by insurance
are unallowable unless expressly provided for in the contract. This is in
equitable as Contractors should be entitled to recover the portion of such
losses that is equitably allocable to the contract. It is suggested. that this
Subparagraph (4) be rewritten to read as follows: l~ctual losses not re
imbursed by insurance (through an approved self-insurance program or otherwise)
are allowable. Such losses shall be allocated to indiVidual contracts on
an eqUitable basis.

15-204.2 (k) Maintenance and Repair Costs

Subparagraph (2) should be deleted since it forces the Contractor to
anticipate future abnormal conditions that may be encountered at the time of
entering into a contract. Furthermore, it requires the Contractor to convince
the Contracting Officer that an abnormal condition will exist in the future.
This could be the source of considerable misunderstanding and argument since
opinion plays an important role in maintenance and repair items.

15-204.2 (m) Material Costs

In subparagraph (6) the second reference to (i) and (11) should be
changed as they are duplicated wi thin the subparagraph. Also the second
item (i) should be changed to read:

"the transferor's sales price to its most favored customer for
the same item in like quantity and under similar circumstances; or"
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15-204.2 (p) Pension Plans

The first paragraph of Subparagraph (3)(iii) should be deleted and
the following inserted: "in cases where the Internal Revenue Service with
draws approval of a plan, amounts allocated to contract costs subsequent to
withdrawal of the approval will become unallowable, if' they -". Contract
costs allowable under Internal Revenue Service approvals should not be dis
allowed retroactively but only from the date the approval is Withdrawn.

15-204.2 (r) Professional Service CostsuLesal, Accounting, Engineering and Other

The cost of successful defense of anti-trust Buits, and the successful
prosecution of claims aga1.nst the Government should be allowable under the
provisions of Subparagraph (3) and should be so stated.

15-204.2 (t) Rental Costs (Including Sale and Leaseback of Facilities)

The restriction, set forth in Subparagraph (3), on amounts of
allowable rent for facilities covered by sale and leaseback agreements
is not equitable. Many contractors would be unable to finance the f'acili ties
reqUired and, even if they could borrow the necessary funds, interest on the
loan would not be allowed as a cost. However, in order 1D guard against
abuses, the allowable rental on facilities covered by sale and leaseback
agreements should be based on the same factors as those in Subparagraph (1)
for rental costs of land, buildings, and equipment and other personal property.

15-204.2 (u) Research and Development Costs

Allowabillty of costs for either general or related research work
should not be llm1ted to either those costs "specifically provided in the
contract" (SubparagraPh (2» "or are related to the contract product line"
(Subparagraph (3» but should be allowable if equitably allocated to all
work of the Contractor. As this subparagraph is now written it could impose
a hardship upon a large Contractor whose research actiVities encompass both
"general" and "related" research 'n a common department or division. In
such cases, it would be impractioal to segregate the "related" costs from
the total costs.

Subparagraphs (2) and (3) ·provide that tIE Contractor disclose to
the Government the purposes and :results of its research and development
work, for the cost of such work "to be allowable in contract pricing. This
condition is unacceptable and should be deleted, without substitution.
This condition could reqUire the disclosure of information of the type which
the Contractor desires to protec. t from use by competitors in industry and
which he would so protect in tIE course of his regular business as one of his
most valuable assets.

Subparagraph (5) should be deleted, without substitution.
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The second sentence of Subparagraph (1) should be reworded to
read I~osts of severance pay are allowable, in each case, if it is paid
as the result of (i) legal requirements, (ii) employer-employee agreements,
(iii) established policy of the Contractor, or (iv) the circumstances of
the particular employment."

The entire first sentence of subparagraph (2)(ii) should be deleted
and the following substituted: "abnormal or mass severance payments actually
made upon cessation of work when there is no reasonable prospect of con
tinuing employment on other work of the Contractor is allowable. The amount
allowable shail be determined by assigning the total cost of actual mass
severance payments to the applicable contracts existing at time of severance."
Unless this change is made, the provision is most inequitable to Contractors
as recovery cannot be made for amounts allocated to contracts completed
prior to the date the mass severance costs are incurred.

15-204.3 (c) Contributions and Donations

It is inequitable to disallow contributions and donations which are
a normal cost of doing business and whibh, as good citizens of a community,
Contractors are required to make. This subparagraph should be revised to
allow such expenses, when the Contracting Officer determines them to be
reasonable.

15-204.3 (e) Excess Facility Costs

This subparagraph should be rewritten to read 'trnless otherwise pro
vided for in the contract, these costs are unallowable. 1I

15-204.3 (g) Interest and Other Financial Costs

Interest and other financial costs are good costs and should be
allowable in contract pricing. Also, interest on borrowings is SUbject to
consideration in the settlement of termination claims as set forth in
ASPR, 8-402 b .(14) and should likewise be allowed as cost in connection
with cost-type contracting.

15-204.3 (k) Profits and Losses on Disposition of Plant, Equipment or
Other Capital Assets

This subparagraph is contrary to the prOVisions of ASPR 8-402 b .(16)
which allows the recovery of such items. It is recommended that the ap
plicable provisions of ASPR Section VIII be substituted for the presently
proposed language.

15-204.3 (I) Reconversion Costs

There is no reason for the disallowance of any reconversion costs
as they are defined in tlii1ls subparagraph.
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In su.IlllIleXY", it is strongly recommended that industry's views as
brought out in the May 21st meeting and as supplemented by additional
written comments, such as those contained herein, be incorporated in the
Revision prior to publication.

The members of our Association sincerely appreciate the opportunity
to submit their comments on the proposed Revision and hope that their
views prove to be of assistance to you.

Very truly yours,

lsi William J. Cronin
Managing Director
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Office of the Assft. Secy. of Defense (Supply & Logistics)
Department of Defense
Washington 25, D. C.

Dear Admiral Thomas:

On behalf of RETMA I wish to express appreciation for the
opportunity of attending the May 21 meeting at the Pentagon to
discuss the proposed revision of ASPR Section XV Part 2. This
letter also serves to reply to the informal invitation extended
at the meeting to submit comments.

The Accounting and Cost Principles Task Committee of this
Association gave full consideration to the revision proposed a
year ago; comments and recommendations thereon were submitted on
June 20, 1955. We were pleased to note that the current revision
indicates your adoption of some of the recommendations advanced
by this and other industry associations. However, many other
important recommendations were not accepted. The position of our
Association with respect to these is unchanged.

- {l ,t .... ( We have reviewed the new proposal but feel the need to
I. protest that the time allotted is unreasonably short in view of

the impact that it may have on Industry. The approach of this
"'j.... Part 2 is that of an audit manual as distinct from an outline of

accounting and cost prInciPies. This can give rise to serious
problems in contract negotiation and in the recovery of true costs
since ASPR Section XV, Part 2, is made a part of cost-reimbursement
type contracts. Contractors' accounting systems are based on the
needs of their businesses and have been evolved under competitive
conditions. Many of them have been approved by the Departments
with which they do business.

Viewed generally, the new draft does the following:

(1) It singles out numerous items as unallowable
where the Regulation was formerly silent. Tf:i:"iSO'ars
both the Government and indunt'yfrom judging the
allowability of items on the basis of reasonableness
and allocab fiity of the contract.
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(2) In fifteen instances sP~~.!f.!~provisionsare
required in the contract or the item isunaTIOwable.
Because of the negative phrasing contracting officers
presumably will have to separately justify the inclusion
in contracts of each and everyone of these items.

(3) In numerous instances the proposal prescribes
the accounting procedures to be followed. These could
be at variance with existing procedures of the contractor
based on the needs of his business.

(4) It classifies as unallowable items recognized
as costs under sound accounting practices and the
present policies of the Services.

The adoption of your proposal will present contractors with
the serious problem of performing contracts negotiated b~e
the revision under the cost principles of the exist<~g"-pa.rt 2,
and performing contracts negotiated thereafter jn,o-'s.ccordance
with the proposed new requirements. This' wil~result in
confusion, administrative difficulties and serious harm to the
contractor. The confusion and difficulties will be compounded
if, as we understand, the proposed Part 2 is soon to be replaced
by yet another revision.

We understand that the paragr~hs on General Research,
Contributions and Donations, ana Profit Sharing Plans are still
under consideration. These three categories of costs vitally
affect (i) the growth of our industry and its ability to play
an important part in the National Defense, and (ii) the ability
of indUstry to contribute its share to the public welfare, and
(iii) the ability of industry to grow by virtue of being able
to offer incentives to employees. Arbitrary or ill-considered
decisions in these areas could have harmful effects completely
out of proportion to any relatively small savings to the
Government that might be reflected in contract costs.

~~i (1) With respectto the fifteen items classed as unallowable
- j ,unless the contract specifically provides otherwise, we recommend

, . that these be considered allowable subject to the test of
reasonableness and allocability. Where costs have been properly
incurred, it seems unreasonable to expect that the contractor
will be precluded from recovery either because he was unable to
anticipate the incurrence, or overlooked the requirement for
their inclusion, or, because of the situation prevailing at the
time of the negotiations, was unable to convince the contracting
officer of the need for their inclusion.
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The language emRloyed seems to direct the contracting
officer to class these costs asunallow~!e and p!aces the
burden of justifying the inclusion of special provisions on
the contractor. This prejudices the contractor's position
from the outset, particularly where so many items are involved.
Also, specific justification can depend upon circumstances that
may not arise until long after the contract has been negotiated.

As a less desirable alternative to the above, we recommend
as a minimum that these fIfteen cateiO:Fre~~r ~os~~ be accorded
treatment patterned after the existing procedures now embodied
in Part 5 of Section XV of the Regulation, that is, state that
these costs are allowable when circumstances warrant and
indicate that they are to be so considered at the time the
contract is negotiated.

(2) The new proposal disallows losses not reimbursed by
insurance through an approved self-insurance program or other
wise, unless expressly provided for in the contract. This is
one of the items discussed from a general point of view in (1)
above. However, the importance of this topic warrants that it
be given additional consideration.

Insurance clauses in contracts to a very considerable
extent give the contracting officer the right to limit the
amount and kinds of insurance contractors carry and to direct
them to carry insurance in specific amounts, etc. Under these
circumstances, losses in excess of amounts covered by insurance
or losses for which no insurance was deemed necessary by the
contractor or the contracting officer should be allowable.

(3) In connectio~with the subject of fully depreciated
assets, the recordins/ttte contractor's book of accounts of
accelerated amortization should not be considered as depreciation
for the purpose of determining Whether an asset has been fully
depreciated.

(4) The proposal with respect to pension plans does not
fUlly recognize that contractors are committed to pension plans
by virtue of union contracts, employee agreements, etc. The
costs of such plans are a necessary and true cost of doing
business.

Under the proposal the Government may at any time in the
future recover any credits or gains that may then be determinable
as having arisen from abnormal employee terminations. No
corresponding provision is made, however, where later results
show that the contractor under-recovered during the period of
contract performance.

Specifically, we would recommend that pension plans approved
by the Internal Revenue Service should automatically be considered
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acceptable by other Government agencies. In addition, approval
of a contractor's plan by the military Department having audit
cognizance should be mandatory on other Departments.

With respect to credits or gains arising from abnormal
employee termination, no specific method should be prescribed.
Instead, treatment should be based on whatever method is
mutually agreed to be fair and reasonable in light of all
circumstances.

(5) As an editorial comment, Paragraph 15-204.2 (cc) seems
to have overlooked a statement on the a110wability of costs for
travel incurred in relation to specific contracts which,
depending upon the contractor's system, might be recovered
either as a direct charge or in overhead.

(6) Paragraph 15-203.1 (c) sets an arbitrary maximum of
one year as the length of the base period. This limit should be
for guidance only.

In conclusion, we hope you will find the above comments of
value. We are confident that the basic policy of the Defense
Department with respect to the recovery of costs under cost
reimbursement contracts is to provide means and assurances for
the contractor Wholly to recover his legitimate costs. A policy
which would provide for anything short of this WOUld, in effect,
shift a portion of the cost of contract performance and result
in an unreasonable and inequitable burden being placed on the
contractor.

E. E. HcClaran, Chairman
Accounting and Cost
Principles Committee

ror
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MEMORANDUM FOR The Assistant Secretary of the Army (Logistics)
The Assistant Secretary of the Navy (Material)
The Assistant Secretary of the Air Force (Materiel)

SUBJECT: Uniform Procedures for the Implementation of Contract Cost
Principles and Procedures, ASPR, Section XV, Part 2, as
Revised by Revision No. 50 dated Z November 1959

1. Purpose. The purpose of this memorandwn is to establish uniform
procedures for the implementation of the Contract Cost Principles and
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50,
dated 2 November 1959, with respect to new and existing contracts with com
mercial organizations. Procedures with respect to new and existing contracts
with colleges and universities under the revised ASPR Section XV, Part 3, are
contained in my memorandwn dated October 12, 1959.

2. Background. The Notes and Filing Instructions of ASPR Revision 50
provide that the principles and procedures set forth in that Revision are manda
torily effective 1 July 1960, but that compliance therewith is authorized upon
receipt of the Revision, and that existing cost- reimbursement type contracts
may be amended to include the revised principleS', but only if the amendment
will not be to the disadvantage of the Government.

3. Procedure. Set forth below are guidelines to be followed in iznplement
ing the revised cost principles.

(a) Existing Cost-Reimbursement Type Contracts.

(1) Total costs measured under the revised cost principles and
procedures applicable to cost-reimbursement type contracts may differ from
total costs measured under the cost principles and procedures now incorporated
in existing cost-reiznbursement contracts. Furthermore. while it is probable
that such differences would not be substantial in most cases, an accurate appraisal
of the differences in each case would. in most instances, require an unwarranted
amount of tizne and effort on the part of both the Government ~nd the contractor,
particularly in connection with evaluating the cost impact on subcontracts and in
the case of a particular concern when it is acting as a prizne contractor ahd also
as a subcontractor to another prime contractor •

.....__._---------_.---



(2) In view of the above circumstances, existing cost-reirrlburse
ment type contracts shall be costed out as a general rule in accordance with the
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract
and the cost principles presently incorporated therein by reference. For purposes
of asc'ertaining the cost principles in effect upon the date of the contract, the
effective date of the revised cost principles shall be 1 July 1960 unless the contract
has been written or amended to specifically incorporate the revised cost principles.
An existing cost-reimbursement type contract may, however, be axnended to
provide for the use of the revised cost principles when resolution of the adrn.inis
trative problems above does not require an unwarranted amount of time and effort,
where such action would not be to the disadvantage of the Government and where
the contractor agrees to such am.endrn.ent. The following factors will be taken into
consideratioh in those lirrlited situations where the amendrn.ent of existing cost
reimbursement type contracts is being considered:

(i) anticipated increased or decreased costs, if any;

(il) adrn.inistrative savings expected to be gained by
costing cost-reimbursement prime contracts with
a given contractor on the basis of one set of cost
principles;

(iii) the effect on subcontracts under the prime con
tract (see ASPR l5-204(b));

(iv) absence or existence of specific contractual pro
visions or other arrangements affecting the treat
ment of certain costs, such as those for research;

(v) in consideration of (iv) above, the appropriate use
of advance understandings (ASPR 15-107) as for
example, where it may not be appropriate to allow
independent research costs under the revised cost
principles in instances where such costs have not
been allowed heretofore under the existing contracts;

(vi) other advantages or disadvantages to the Government.

Contractors should be required to furnish any data deemed necessary in connection
with the evaluation contemplated above. The cognizant audit activity should be
requested to provide an advisory report for use in determining the proper
action to be taken.
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(3) Where existing contracts are amended to incorporate the re
vised cost principles, such amendInents should normally be made effective as of
the date of the beginning of the contractor I s fiscal year neare st the date of the
amendment.

(b) New Cost-Reim.bursement Type Contracts.

(1) In the case of contractors having existing cost-reim.bursement
type contracts all of which are being costed under the old cost principles, new
contracts shall provide for the us e of the revised cost principles, but may carry a
proviso for the use of the old principles for the period between the date of the
contract and the end of the contractor's current fiscal year.

(2) In the case of contractors having existing cost- reimbursement
type contracts with a particular Department or procuring activity, any of which are
being costed under the revised cost principles, any new contracts of such Depart
ment or procuring activity should provide from the beginning for the determina
tion of costs in accordance with the revised cost principles.

(3) In the case of contractors having no existing cost-reimbursement
type contracts, the new contracts shall provide from the beginning for the use of
the revised cost principles.

(c) Contract Clauses. The following clauses are examples which may
be used, as appropriate, in accordance with the guidance stated above.

(1) For use in amending old contracts and in new contracts where
it is desired to provide for a delayed effective date for the new principles.

USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (1) (A) of the clause of this contract
entitled "Allowable Cost, Fixed Fee, and Payment" which
reads "(A) Part 2 of Section XV of the Armed Services
Procurement Regulation as in effect on the date of this
contract. and" is hereby deleted and the following sub
stituted the refor: Il{A) Part 2 'of Section XV of the Armed
Services Procurement Regulation in effect prior to ASPR
Revision 50 dated 2 November 1959 until , and
thereafter in accordance with Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by
Revision No. 50 dated 2 November 1959. and r,;

(2) For use in new contracts entered into prior to I July 1960 in
which the new principles are to be used from inception.
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USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (i) (A) of the clause of this contract entitled
llAllowable Cost. Fixed Fee, and Payment'· which reads 'I(A) Part 2
of Section XV of the Armed Services Procurement Regulation as in
effect on the date of this contract. and" is hereby deleted and the
following substituted therefor: 1'(A) Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by Revision
No. 50 dated 2 November 1959; and ll

;

(d) Existing Fixed-Price Type Contracts. Contracting officers will
use the revised cost principles as a guide. in accordance with revised ASPR XV,
Part 6, in the adm.inistration of existing fixed-price type contracts. Such use,
however. shall be only to the extent that it is not inconsistent with any contractual pro
visions, understandings, or agreements established in the negotiation of the contract.

(e) New Fixed-Price Type Contracts. Contracting officers will use the
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the
negotiation and administration of new fixed-price type contracts as soon as practicable,
but in no event later than 1 July 1960.

(f) Terminated Contracts. In fixed-price type contracts, settlements
--'or convenience termination shall be made in accordance with the termination for
convenience clause of the contract and the principles for consideration of costs set
forth in or referred to in ASPR 8- 302, as in effect on the date of the contract. For
purposes of ascertaining the cost principles in effect upon the date of the contract,
the effective date of the revised cost principles shall be 1 July 1960 unless the con
tract specifically incorporates the revised cost principles. Settlements of cost
reimbursement type contracts are governed by the allowable cost clause in the
particular contract at the time of termination.

(g) Cost-reimbursement Type Subcontracts. Any amendmm t of an
existing prime contract to incorporate the revised cost principles shall specifically
cover the reimbursability of costs stenuning from cost- reimbursement type sub
contracts thereunder. If the amendm.ent of the prime contract does not expressly
provide otherwise, the reimbursability of sueh costs is automatically governed by
the revised cost principles (see ASPR 15-204 (b». If this result is not acceptable,
the amendment to the prilne contract shall provide that, notwithstanding ASPR
15-204(b), the reimbursability of sue h costs will not be affected by the amendment.

(h) Audit Services. In the conduct of audits and the submission of al,tdit
reports, auditors will use the cost principles incorporated in the contracts in the

4

---_._-----,-----,



case of existing and new cost-reimbursement type contracts. Auditors will use the
revised cost principles im.mediately in the case of new fixed-price type contracts,
except where such use under an audit already in process would unduly delay the sub
mission of a report. In the case of existing fixed-price type contracts, auditors will
use the revised cost principles, except where such use under an audit already in
process would unduly delay the submission of a report or unless the contracting
officer requests that the audit report be prepared on the basis of the old cost
principle s.

/s/
PERKINS McGUIRE

Assistant Secretary of Defense
(Supply and Logistics)

5



" Ii

A!>VER'l'ISma Ve tbougbt that lD.4udl7 ptt ,. a p4 cue tor the
IaliOV8Ibllit7 of a4TerUa1q tor the .lJUZ»OM of~ IUbcoutracttre
8OUZ'Cee aDA Ma!Oe _terl&1.a. "- pit 'W a naecmeb';y tp04 ... tor
lnat1tut1cmal 114vert1a1D& .. wU. we NC<: ta4 that the tolMr be
allowed aD4 'b\ &1.1oIUUlV of .. 1&"-, wi. ~J"1aW 11111..
Uoae, be recou1...... _~_·;I::~·~·.-~:)~~'ri

., ..

~TIOlII ~ fbuD4 tIae eubataDce of 1\b1a tr.taefJll.e IOUDL
tiili,~, S. DO CNl'Je\~ .

. .
~~DE"iBEDPMD'f1 111". 1D'1.IIaq Jl')v1W .. .eMIt asptttcaat·
~ 1ihlCb .. 'to tM effect Qat 1Ib11A t~ .. utn.cnal.t to

N;Pal'ate &-.ra1 M4~ ".uch, 1\ .. ]S~ .., 1D4u8b7
~ 414~~ to!' etch tM3 ooult 8M -.u,_
Be 1hJUe8te4 'Uat ... aD~ VlGl .. 41tt1nlt uw.~~..
I".earch aD4 etate the~~ III~~.~

iI~.. We...... SZlI1 that tb1a »riDCt]l1e be~.. Sa a
pl'OpOA1 u4 tlat aDOtbeI' Jo1Dt~ be he14 MbMl MJJ(aL'.
NJ.D(OCIIP), ."'), Dir. QQ16I4 au.!.l.M, Jabo.~ 'lS"raIl

\,hojeeta~, the~ JlatG'leluA ....1'Cb~ •

\J

-
.,..":

..
~e rollov1116 reca....t1aa8 srov out of 'ti.M 1D4ust17-Fftzmeat-.t1D8

coocem1D& ~mct CoM h'1aC1»1e- be14 15 OCtDber 1958.
~: !he SAt1u8tl7~ QOke .ore ,.,nat the wbltaDtl.,.

provi8tou of the~ bIl .",1nn the N'I1H4~U1V.
Mr. P1l8OD eetab11tJheI the~ tor 00IJta 1Jl tM~t .
J~ 1d11cb an ~e4 SA 1lbe -.;p11cabtU•• ft sa ft(ll....

that DO cban&e tUN1n • ~.

AlL COE1i;. ,. 11Ipol"taDt .. w.a 0CII10eIt sa tolD.4udl7, 1t .... to.
iiiiit Yii4uet17 414 DOt .tu'U. the 1_ of certe.Sa 00IrU to .......~p .•,-"

SCWemnettt we1n....~ for .,..'.. ft S. nee ..w_
that the AU. COST CODC6lI' ...."-~. . • '. .....,._.#.•~,

REAOONABLDBSS AND .ALtDC.ADILn'ta .. to DOt tee1 bot ~U7'..
pereuul'"' on '£l1iIi conGiitIOD. ben. .. NC4 "" 110 elMm... Sa
;phUoloplq vith respect~.

ADfAJel tJ1UI:RS'1QDI1I. 81Dee 'tbue em be DO better ocac1ua_ of
& i'8ii8<ii8'hlii•• alIA &11ocabWt7 bA bt vb1ch s.. ~1t1~
~te4, ,.. NC>. IDA COIlt1JaaUoa ot tbe e.c1wace .....,....,.
concept. Whether the l~ ....ted tb....,. an eon" ous'bt
to rece1~ turthw OOD81611st1oe.. 1Dbtr)'~ ...... 8CIMth1JIa __
it po1D:te out the am.-ce of & ..table MChanl. tor a 81D81e, 01
even three, (A,B, • AI) ~1aUOD. In t.h1a, __tV, U. _tift
contmet1ng ott1ce CODeept 18~ 1D s.- &D4 .. eu1table 801.
Uon vh1cb v1U IaOt~ attect th1a~ SIa.PoJ'tarlt pres
tbeo17.

"
I ~ -

/

...
."r w. •



"

--------.:.-,- rii~~·--~ .. : ....

tffJII !III; ifi"ifI ~I ii.! i "1 1'. I ~.
!!!~i ~IIII ~!;5 !il;:~ ill_l:~ ~! ·

~rl. Il-.~· 3i~f:~-

-." ,.-. I I ,1,1 ¢loa ~_ ~

..( .. II !i~ f i If Mill .. h !:uh..

'''',f,,~'T''J''':~V''I--:'' .;·,,3~ht I.",' i ar f . f
~·f· -:. "t. ~N'~ 1..)J',Joff,; ~ . ....-:~;;,-Qf. t' 'I J ' ~

~·'h.~:. ~.' .."'i~.~", ';,f"J."'"ii';,;. ;,J,' t.liji.'';:':,·t''~9['.'.'''-!.'' 'II III:. ... 0 lit lid . P.it." ",.1 . 'I.;~. ,,-,~, .~" ~"~', . -:J'<"\';Il"-~' ... • I ....! . -,-,
~~ ....~~M'· <~~~N, ~;j~...a\\~' .;\(':':~i:~··,'~ ._(?~,~,,~'!~!v ~y~,-!:>~~¥:,1J'';'.'l'.il<ii~:-~;\~~;~J,/,," If, - " f .. I . "
.J dl'I' • ,~~ }"{. '1...... ~ ~Jt-::f-.~ ....~.. -~.,' ,4 _ -'-t>' l' ~ I'; " ...""'" '~,;;·~!i"~~~%"IJ.o<'.M'~~,.r't~v.; ~A'.l~"t" \ I. ~l\'l~:"''''c,+, 11" A....·,,~11! ~-,y~,\,f~T:,.~•.~.'.~<'''''~~t'.. ~;•.~"...\'.f._".~t:r.•J.·':;~f.!"f\t.~i.~~.r''.'''.'' ",~"l~ :~ ....?1J)r.· ....,,-. .. I',j,~.

1~~·"fJ"~~.J· .,... ~l:"l~~j,J"'~1._ /;.of. .rf,.t •• - -!j'~~·~~,,.\t~1i'lll~~',::)-"T~~.I·~·" ' •.f.,"'-";;'-"~ ... !.j-~'\ . .r"..t.;,rr' ~
... .:. ··1 M ':' ,t,V.:I"";f~';?~·~T ,,'~t t~i,'rtn~ :~-';1.'~, ;:t;-~, ~."-'tJ.'J't~II' ;-.!\t', L·~.o ". ':~~r;~":'... .. ~.. ~ ill~.i~~..f

• , ... --., ... ..,;;r"'J .... , -n.:.".~_~ ......._.. ,,, .... ...... 1'- t.,.......·_ ..... ,._~w~ ..~!.h.






















