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SPREAD SAEET - CONTRACT 36T Pl

Resolution of Issues Discussed witlh

at Mseting Held 15 October 1

Industry Position

Issue .

. : o The extension of cost principles to fixed-price

Applicability of the Cost Principles to other type contracts will inevitably result in formila
than cost-reimbursement type contracts, ) ) pricing. Industry particularly objects to the

requirement for submission of price proposals in
accordance with the cost principles. Objection
is made to use of principles in connection with
-terminated fixed-price type contracts arid to their
. applicability to subcontractors and vendors.

10 Sept 1957 - 8/21/58 Draft

15-000 Scope of Section, This Section contains general cost principles and standards
for use in connection with (1) the determination of historical costs, (ii) the preparation
and presentation of cost estimates by prospective contractors, contractors and subcon-
tractors in negotiated procurement and in termination for convenience of the Government
and (141) the audit of cost in the negotiation and administration of contracts, and (1v5
the evaluat.ion of cost data in procurement and contract ad.m.iniatration. .

- Part 1 - Applicability.

. 15-101 chm of + This Part prescribes the use of the cost pr.lnciples and standards
. . t forth in the several succeeding Parts of this Section in contracting and subcontractug
lnd delineates the nature of such use under difterent circumstances, . .

: 12-101.1 Use. Part 2 is prescribed for use:
: A% & contractual basis, by incorporation by reference 1n the contractor, for
determination of:

(A) reimbursable costs under cost-reimbursement type contracts including

’ cost-reimbursemsnt type subcontracts thereunder and the cost-reimbursement
. portion of time and materials contracts;
Com e - (B) terminations when the aaocunte thereof are determined u.ni.laterally by the .
T ' contracting officer;
~~—~_(C) costs of terminated coat-ni:ﬁmrsement contracts.
(14) As 3 basis for:

(A) the dsvelopment and submission of cost data and price analyses by
contractors and prospective contractors as required in support of
negotiated overhead rates, requests for progress payments, and eettlemt
propesals under terminationj

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

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

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

: but rather a final resolution of all issues in the negotiation process,
- (B) Forward Pricing, To the extent that costs are a factor in forward
pﬁcﬁ, ASFH, éecﬁon IV, Part 2, shall serve as a guide in the evalua-

‘ tion of cost data, The extent to which costs influence forward pricing
varies greatly from case to case, In negotiations covering future work,
actual costs cannot be lnown and the importance of cost estimates depends
on the circumstances. The contracting Officer must consider all the
factors affecting the reascnableness of the total proposed price, such as
the technical, production or financial risk assumed, the complexity of

- work, the extent of competitive pricing, and the contractor's record for
efficiency, economy and ingenuity, as well as avalilable cost estimates,
He must be free to bargain for a total price which equitably distributes
the risks between the contractor and the Govermment and provides
incentives for efficiency and cost reduction. In negotiating such a prics,
it is not possidle to identify the treatment of specific cost elements

since the bargaining is on a total price basis, Thus, while Part 2 will .

be used to evaluate cost data, it will not control negotiation of prices
for work to be performed in the future, e.g., negotdation of a firm
fixed-price contract, an intermediate price revision covering, in whole
or important part, work which is yet to be performed, or a ta.rget price
under and incentive contract.
(iv) As the basis for the resoclution of questions of acceptability of individunl
costs whenever such questions become issues,
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ised with Industry
dctober 1958

Government Position

We have recognized that industry objections to

urrent Fropos.

l. A new part is proposed in Section XV to
our previous draft are, to some extent, well taken.
By emphasizing the pricing principles set forth in :ge;:’ir i:ally deal with fixed-price type
ASPR Section III, Part 8, and by treating the 2 hfi‘ ‘i'“ 3. dtstt
applicability of the cost principles to fixed- - . : nf’ ;’ stinguished from costing, is
price type contracts in a separate section, we feel ;mp aslzed,
that there is less danger of formila pricing, The 3. The fundamental differences between retro-
requirement for submission of price proposals in ;E:;::'{:egnd forward pricing has been
accordance with the principles should have no _ 4e The principles "shall be used a8 a guide

applicability to fixed-price type contracts, We

do not agree with Industry that the cost principles
-~ be inapplicable to terminated contracts, The

principles would be used to provide general guid-

in the evaluation of cost data required
to establish a fair and reasonable price"”
when costs are to be considered in the

ance in both the prime and subcontract areas when. negotiation of fixed-price type contracts.
costs are a factor in pricing. : .

Ahtest Suggested Revision
Part 7 - Pixed-Price Type Contracts

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

(1) firm fixed-price contracts (ASFR 3-1.03.1) o 3
(11) fixed-price contracts with escalation (ASPR 3-L03.2) - ) . : :
(144) fixed-price contracts providing for the redetermination of prj.ce (ASFR 3-L03.3) -
{iv) fixed-price incentiwe contracts (ASPR 3-403.L)

. (v) non-cost-reimbursable portion of time and materials contracta (ASFR 3-405,1) -

1! -701 Basic Considerations, (a) Under fixed—price type contracts, the negotiated
price is the basls for payment to a contractor whereas allowable costs are the basis for |
reimbursement under cost-reimbursement type contracts. Accordingly, the policies and pro- L
cedures of ASPR Section III, Part 8, are governing and shall be followed in the negotiation
of fixed-price type contracts, Coet and accounting data may provide guides for ascertaining >
fair compensation.but are not rigid measures of it, Other types of data, criteria, or

standards may furnish equally reliable guides to falr compensation. The ability to a i,
standards of business Judgmelgt as uauﬁ‘c’% from strict accounting pm:pli tfy ‘o_m;;p}‘yw“ C——— ‘

of a negotiated price or settlement,
b) Among the different types of fixed-price type Wme need !’ar
consideration of costs varies considerably as indicated bel
(1) Retrospective Pricing and Settlements. ™ In negotiating firm.fixed prices -
or settlemsnts for work which has been completed at the time of negotiation . .
(e.g., final negotiations under fixed-price incentive contracts, redeter- .
mination of price after completion of the work, or negotiation of a settle- R
ment agreement under a contract terminated for the convenience of the
Government), the treatment of costs is a major factor in arriving at the
amount -of the price or settlement., However, even in these situations, the
finally agreed price or settlement may represent something other than the
sum total of acceptable costs, since -the final price accepted by each
party does not necessarily reflect agreement on the evaluation of each
element of cost, but rather a final resolution of all issues in the
negotiation process,
(i4) Forward Pricg_g. The extent to which costs influence forward pricing
varies grea Tom case to casse. In negotiations covering future work,
actual costs cannot be known and the importance of cost estimates depends ]
on the circumstances, The contracting officer must consider all the ;
factors affecting the reasonableness of the total proposed price, such as
the technical, production or financial risk assumed, the complexity of
work, the extent of competitive pricing, and the contractor's record for
efficiency, economy and ingenuity, as well as available cost estimates. He
must be free to bargain for a total price which equitably distributes the
risks between the contractor and the Government and provides incentives for
efficiency and cost reduction., In negotiating such a price, it is not
possible to identify the treatment of specific cost elements since the
bargaining is on a total price basis. Thus, while cost data is often a
valuable aid, 1% will not control negotiation of prices for work to be
performed, or a target price under an incentive contract,

152702 Cost Principles and Their Use, (a) When, pursuant to ASFR 15-701, costs are
to be consldered in the negotlailon of Iixed-price type contract, Section XV, Part 2,
shall be used as a guide in the evaluation of cost data required to establish a fair and
reasonable price in conjunction with other pertinent considerations as set forth more -
fully in ASPR Section III, Part 8, ;

(b) Whenever an occasion arises in which acceptability of a specific item of cost : }
becomes an issue, Section IV, Part 2, will serve as a guide for the resolution of the issue, -
. (¢) 1In applying Part 3 of this Section XV to fixed~price contracts, contracting . :
officers will: (i) not be required to negotiate agreement on each individual element of
cost; and (11) be expected to use their judgment as to the degree of detail in which they
consider the individual elements of cost in arriving at their evaluation of total cost,
where such evaluation is appropriate. However, the negotiation record should fully
substantiate and justify the reasoning leading to any negotiated price,




G

Issue

Industry Position

2. Recognition of all normal and legitimate
Indust-y believes that the Government should

costs,
start from the proposition that it is «#illing
to accept any cost which has been incurred
or accrued, in good faith, by a responsible
contractor exercising its best management skills
in the conduct of its business.
. ‘ Igsue o : Industry Position
3. The issue is whether the cost principles Indust; ' : anif
ry feels strongly and
should cont.:in rules or Eu'i'deliﬂea for deter- ' "reasonableness" sndg"zlloca::ﬁg" of ::ﬁg :ﬁ::
mining the "reasonsbleness" or "allocability" be governed by good accounting practic £1
of various cost elements or whether we should in going accounting systems mdp > 43 reflec
accept as the crite!‘lgn "generally accepted : ment should not adngpty:pecial te:t:to:h:x—f:::ir:-
accounting practices, vhich require significant variations in industry?

accounting systems, Hence they feel that the

cost principles should not ’attempt to prescribe

:ww to evaluate the "reasonableness" or the

a;lnoctha:tltty"h;il :rxy element of cost and, above
? . e s not

allocable by wos say that a cost is not

4. Advanced understandings with respect to- In general, Industry agrees to ths concept of‘ y
~certain specific cost elements. ] reaching an advanced agresment on the contro-
: versial cost questions. However, Industry '
1s fearful that advanced agreements will be re
quired in each instance and that the absence of
o } :ln advanced agréement will result in cost dige
) . a lowvances. Industry recommends deletion of
his section of the regulation, If retained, it
should affirm that failure to negotiate in ac,l-
vance does pot lsad to disallowance, that ini-
tially negotiated amounts or clauses may be re-
opened on showing of necessity or changed circum=
stances, and it should provide a forum in which

contractors mi negotiat
oauras baais.m £ gotiate these {’actors on an

10 Sept 57 or 8/21/58 Draft

Negotiation Requirement

(b) The extent of allowability of the selected items of cost covered in ASPR 15-204.2
has been stated to apply broadly tc many accounting systems in varying contract
situations. Thus, as to any given contract, the reasonableness and allocability of
certain items of cost may be difficult to determine, particularly in the case of con~
tractors whose buasineas is predomisantly or substantially with the Govermment. In order
to avoid possible subsequent disalldwance based on unreasonablensss or non-allocability,
it is important that prospective contractors, particularly those whose work is pre-
dominantly or substantially with the Covernment, seek agreement with the Government in
advance of the incurrence of special or unusual costs in categories where reasonableness
or allocability are diflicult to determine. Such agreement may be initiated by the
contracting officer. Any such agreement should be incorporated in cost-reimbursement
tyre contracts or made a part of the contract file in the case of negotiated fixed-
price type contracts, and should govern the cost determinations covered thereby through-
out the performance of the related contract. Included are such elements ast
: 1) compensation for personal services (ASPR 15-204.2(f));

(11) wuse charges for fully depreciated assets (ASPR 15-204.2(1)(6));

(111) food and dormitory service furnished without cost to employees

or involving significant losses (ASPR 15-204.2(n)) )

(iv) deferred maintenance costs (ASPR 15-204.2(t) (1)(11;);

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

(vi) research end development costs (ASFR 15-204.2(11)(6));

(vi1) royalties (ASPR 15-204.2(j3)); ' .

(viii) selling and distribution costs (ASPR 15-204.2(kk)(2)); and ,
(1x) travel costs, as related ‘to special or mass personnel movemsnt
(ASPR 15-2C4.2(s8)(5)). ‘ -
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Government Position

As a generality, we agree that we should accept
our share of the normal expenses of doing business,

uld :

ling Nevertheless, the difference between commercial
4 business and government business is such that
;13 certain types of expense should not be allocated

U ekills to us, no matter what the accounting system of the

: contractor normally provides, Examples of such

' - expenses are entertainment expense and reserves
for commercial bad debts,

Government Position

;’g :ﬁ::l a "Generally accepted accounting principles” are

1s reflected broad standards for the evaluation of the financial
govern- position of an enterprise and for the measurement
Ateria of income and expense over a given period of time,
in dustry's Thus a system may be maintained in accordance with'
it the . such principles and fulfill the requirements of
sscribe management, the stockholders, the taxing authori-
e ties, and others, and yet not yield cost data

1, above . satisfactory for cost reimbursement or to support

; ; not . pricing judgments without some adjustmenta, .

- Accordingly what may be "good accounting practice,"

for the purpose of determining the company's
overall income and expense, may be inappropriate
when determining the price to be charged a
particular customer or class of customers.

@
JA
Current Proposal '

‘While we have suggested a more libera

of certain individual cost items, 5e }J).a::eizpent
adopted the Industry position that an nom:)”\
necessary costs of doing business are appror;

for allocation against government contracts,

Current Proposal

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

Government Position Curzent Proposal
: We propose that the cost principle be changed to
We think that the desirability of reaching ad- P! P @ chang
% of vanced understandings on csrt}a'in controvggsial clearly indicate that "the absence of such an ad-
1tro- . items is an important feature of the regulation vanced agreement on any element of cost will not,
b4 ' and ‘should be retained. We have made certain in iteelf, serve to make that element either &}’/‘*\
be. re= ! changes in this section of a clarifying nature able or unallowable." Additionally, we have s
nce of ; which are designed to accommodate the industry gated the items for which advanced understandi
dis- objections in some degree. - are "normally essential” from those where eleme.
of T . ) are "normally appropriate.”
ned, 1% v
n ad- i
ini=-
be re=~
eircun-
which
on an
Latest Suggested Revision
ADVANCE_UNDERST ANDINGS
! .
Modify 15-204.1(b) .of the 21 August draft to read as follows:
" .ee Such agreement may be initiated by contracting officers individually or jointly
’ for all defense work of the contractor, as may be appropriate. Any such agreement
ler should be incorporated in cost-reimbursement type contracts or made a part of the
T contract file in the case of negotieted fixed-price type contracts, and should govern
the cost determinations covered thereby throughout the performance of the related
1 contract. The absence of such an advance agreement on any element of cost will not,
188 ) in itself, serve to make that element either allowable or unallowabls, However, the
nature of certain costs i3 such that advance agreements are normally essential.
These ares . ’ :
' (1) pre~contract costs (ASPR 15-204.2 (dd));
sh- (11) royalties (ASPR 15-204.2 (§3))3

(111) travel costs, as related to special or mass personnei

movement (ASPR 15-204.2 (ss)(5));

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

not essential, are:

. {iv) use charged for fully depreciated assets (ASPR 15-204.2 (1)(6)); -
(v) compensation for personsl services (ASPR 15-204.2 (f)); D
(vi) deferred maintenance costs (ASPR 15-204.2 (t)(1)(11));

(viid

(vii; research and development costs (ASPR 15-204.2 (11)(6)5; and
selling and distribution costs (ASPR 15-204.2 (kk)(2))." .




' Q@ 5, Advertising Costs.

.

While recognizing that some forms of advertlsing
are seldom, if ever, properly allocable to govern=-
ment contracts, Industry protesta the absolute
exclusion of certain types of advertising costs
"and wants the right to present its case in negotia-
tions to show whether and to what extent its adver-
tising i3 of benefit to the Government, is reasonab

in character and in amount and is I‘airl
- to government contracts. ’ 7 allocable

.10 Sept 1957 - 8/21/58 Draft

_mzeuigmmzam

(a) mmnn&_mu.

(1) Advertising costs include the cost of advertising media and corollary
administrative costs. Advertising media include magazines, newspapers, radio and
television programs, direct mail, trade papers, outdoor advertising, dealer cards

. and window displays, conventions, exhibitc, free goods and samples, and sales - -

literature. The following advertising costs are allowable:
(1) advertising in trade and technical journals, provided
such advertising does not offer specific products or
services for sale but is placed in journals which are -
valuable for the dissemination of technical information
~ within the contractor's industry; and
(11) "help wanted advertising, as set forth in (gg) below,
when considered in conjunction with all other recru.tting costs.
(2) A1l other advertising costs are unallowable,

— o nme  latust Postutan

Prior to the 15 October meeting, we had changed

- 6. Compensation for P“'“‘?‘l services. N ' * this principle so as to allow the inclusion of

profit sharing plans as a part of total compen-
sation. Industry agrees with this change.

10 Sept 1957 - s/a/58
() Qmmmuausm_ieuim

~ (1) Ceneral. a. Ccmpenaa_uon for personal services includes all remuneration
paid currently or accrued, in whatever form and whether paid immediately or deferred,
for services rendered by employees to the contractor, during the period of contract
performance, . It includes, but is not limited to, salaries, wages, directors'
and executive committee members' fees, bonuses, mcentive awards, employee stock
options, employee insurance, fringe benefits, and contributions to pension, annuity,
stock-bonus and plans for.incentive compensation of management employees. Except '
as otherwise specifically provided in this paragraph (f); such costs are allowable

. to the extent that the total compensation of individual employees is reasonable for

the services rendered and are not in excess of those costs which are a.llowuble by the
Internal Revenus Code and regulations thereunder. .
b. Compensation 13 reasonable to the extent that the’ total

_ amount paid or accrued, is commensurate with compensation paid under the contractor's

established policy and conforms generally to compensation paid by other contractors
of the same size, in the same industry, or in the same geographic area, for similar
services. However, certain conditions give rise to the need for special consideration
and possible limitation as to allowability for contract cost purposes where amounts-
appear excessive, MAmong such conditions are the foéovingx B
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Wo feel that it is feasible to exclude certain types

of advertising as being inappropriate for allocation
against government contracts. This is particularly true
with respect to product and institutional advertising.
We have made certain relatively minor changes in this
principle to accommodate Industry's suggesticns.

S A
" Current Proposal . '

We propose that this principle be liberalized somewhat
to include the cost of exhibits sponsored by the Gevern-
ment as well as advertising for scarce materials or dis
posing of scrap or surplus materialsa. !

Latest Suggested Revision

15=204,2 Listing of Cogta.
(a) Advertising Costs.

. (1) Advertising costs include the cost of advertising media and corollary
administrative costs. Advertising media include magazines, newspapers, radio and
television programs, direct mail, trade papers, outdoor advertising, dealer cards -
and window displays, conventions, exhibits, free goods and samples, and sales
‘literature. The following advertising costs are allowablet )
- (1) Advertising in trade and technical journals, provided such

advertising does not offer specific products or services for

sale but is placed in journals which are valuable for the

dissemination of technical information within the contractor's

industry; :

(1) help wanted advertising, as set forth in (gg) below, when con=
sidered in conjunction with all other recruitment costs;
(111) costs of participation in exhibits sponsored by the Covernment
’ for the purpose of developing military applications of products; and
(4v) eadvertising relating to accomplistment of the contract mission for
: the purpose of obtaining scarce materials or equipment, or disposing

of scrap or surplus materials.

(2) Except as provided in (ii1) and (Iv) above, all advertising which offers

products for-sale is unallowable.

ent t

While no substantive issus with industry remains
on this principlae, it is felt that certain addi-
tional language is desirable to recognize that,

in the determination of reasonableness of total
compensation, contracting officers, as a practical
matter, can only cope with the unreasonable or out
of 1line situation. Since this is true, it is felt
that we should inject some flavor of this approach
into the cost principle to assist contracting offi-
cers in an extremely difficult area of contract
administration. . .

Current Froposal
The following is proposed as an addition to the —
August 21 draft of the compensation principles
"n the administration of this principle, it is Vo
recognized that not every compensation case need {
be subjected in detail to the above tests. Such i
tests need be applied only to those cases in which
& general review reveals amounts or types of com-
pensation which appear unreasonable or otherwise
out of line," :

Latest Suggeafed_navision

(£) 99énsnas&1sn.xzn.ﬁszssnal_isxzissa-'

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

- Revenue Code "and regulations thereunder.

. k. Compensation is reasonable to the extent that the total amount
paid or accrued is commensurate with compensation paid under the contractor's
established policy and conforms generally to compensation pald by other contractors

of the same size, in the same industry, or
services. In the administration of this p

AN as n N appes o £33
conditions give rise to the need

in the same geogra
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for special consideration and possitle limitation
as to allowability for contract cost purposes where amounts appear excessive. Among -
;? such conditions are the following: etc.” .
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' . 7. Research and Development..

Issus . S Industry Fosition

‘ ' Industry spokesmen ar‘guedA strenuously and per-
suasively against our previous draft of this
principle. Basically, Industry contended that

applied research should be grouped with basic
research, and not with development.

10 Sept 1957 - 8/21/58 nrm‘
15-204.2 -

(11) Research and Development Costs., 4
(1) Hesearch and development costs are divided intwo two major categories for
the purpose of contract costing —- (i) basic research, also referred to as general
research, fundamental research, pure research, and blue-sky research and (ii) applied

” research and development, alsc referred to as product research and product line

research, -
(2) Basic research is that type of research which is directed toward increase
of knowledge in science, In such research, the primary aim of the investigator is a
fuller knowledge or understanding of the subject under study, rather than a practical
application thereof. Costs of independent basic research (that which is not sponsored by
a contract, grant, or other arrangement) are allowsble, subject to () below and subject

also to their being allocated to all of the work of the contractor.

(3) Applied research is that type of research which is directed toward practical ‘_ .

application of science. Development is the systematic use of scientific \mouledze divectaed
toward the production of or improvements in useful materials, devices, mathods, or .

5 -exolusive of desigir, mamufacturing and production engineering, Coe%s of a -

- pr .
contractor's independent. applied research and development (that which is not sponsored by

a contract, grant, or other arrangement) are allowable, subject to (6) below, under any
production contract to the extent that such applied research and development are related
to the product lines for which the Government has contracts and such costs are allocated
as indirect costs to all production work of the contractor on such contract product lines,
Costs in independent applied research and development are unallowable under research and
development contracts, However, in case where a contractor's normal course of business
does not involve production work, the costs of independent applied research and
developmsnt work (that which is not sponsored by contract, grant or other arrangement)
are allowable, subject to () below, to the extent that such work is related and allocated
as an indirect cost to the field of effort of the Government applied research and
development contracts, ' . .
(L) Independent research and developments shall absorb their appropriate share

of the indirect costs of the department where ‘the work is performed,
. (S5) Research and development costs (including amounts capitalised), regardless
of their nature, which were incurred in accounting periods prior to the award of a .
particular contract, are unallowable, } .

¢ In addition to the definition of reasonableness provided in ASFR 15-201,3,
the reasonableness of expenditures for independent research and development should be -
determined in light of the pattern of the cost of past programs (particularly those
existing prior to the placing of Goverrment contracts), with due consideration to changes .
in science and technology. Such expenditures must be scrutinized with great care in .
connection with contractors whose work is predominantly or substantially with the Govern=- .
ment., Where such expenditures are not subject to the restraints of commercial product
pricing, there must be assurance that these expenditures are made pursuant to a planned
research program which is reasonable in scope and is well managed, The costs should not
exceed those which would be incurred by ah ordinarily prudent person in the conduct of a

" competitive business. (3es ASPR 15-20L.1(b).) :
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- The revised research and development cost principle

' - - g ter-
ur basic position on this prin has been officially approved by all parties at in
T ot e te o tes the industry est, uith one exception. As redrafted, we expect this

ad per=-
principle to be acceptable to Industry.

£iple and our redraft incorpora
a;h't:a§, © ©  suggestion that applled research be grouped with
basic ‘ basie research. Wa have added the concept, how-
: ever, that in some cases it is desirable that the
' Government bear less than an allocable share of
the total cost of a contractor's research programe

: Latest Suggested Revision
. COST PRINCIFLE FOR RESEARCH AND DEVELORMENT
1. - Basic research, for ths purpose of this regulation, is that type of research which
i 18 directed toward increase of knowledgs 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 affort which (1) normally follows basic research,
but may not be severable from the related basic research, (2) represents efforts to
determine and expand the potentialities of new scientific discoveries or improvements in
‘technology, materials, processes, methods, devices, and techniques, and (3) represents
f  efforts to "advanca the state of the art." Applied research does not include any such ) : . ]
offorts when their principal aim 1s the design, develomment, or test of specific articles '
J ~ or servicas to be offered for sale, which are within the definition of the term develop- . /’\
L—‘ ment as hereinafter provided. N A . ]
2. Development is the systematic use of scientifiec knowledge which is directed toward the - \
p_r_o_sl&cti‘gg_cik gx-_}_x&pro'vements in, useful products to meet specific performance require-
~3. A contractor's independent research and development 15 Chat Fosearch and devélopment
which is not sponsored by a contract, grant, or other arrangeuent,
4. A contractor's costs of independent research as defined in (1) and (3) above shall
" be allowable as indirect costs (subject to paragraph (8) below), provided they are allocated
to all work of thas contractor. :
5. Cost of contractor's independent develomment, as defined in paragraphs (2) and (3)
above (subject to paragraph (8) below), are allowable to the extent that such development
is related to the product lines for which the govermment has contracts, provided the costs
are reasonable in amount and are allocated as indirect costs to all work of the contractor
on such contract product lines. In cases where a contractor's normal course of business
does not involve production work, the cost df independent development is allowable to the
oxtent that such development is re}ated andjallocated as an indirect cost to the field .
of effort of govermment research and develéiment contracts.
6. Independent research and development costs shall include an amount for the absorption
of their appropriate share of indirect and administrative costs, unless the.contractor,
in accordance with its accounting practices consistently applied, treats such costs other-
wise, . ’ .
7. Research and develomment costs (including amounts capitalized), regardless of their
nature, which were incurred in accounting periods prior to the award of a particular
contract, are unallowable. ) -
8, The reasonableness of expenditures for independent research and development should be
determined in light of all pertinent considerations such as previous .contractor research
and development activity, cost of past programs and changes in science and technology.
Such expenditures should be pursuant to a broad planned program, which is reasonable in
. ~ scope and well managed. Such expenditures (ewpecially for develorment) should be
: scrutinized with great care in connection with contractors whose work is predominantly or
substantially with the government. Advance agresments as described in ASFR 15-204.1(b),
i are particularly important in this situation. In recognition that cost sharing of the
H contractor's independent research and development program may provide motivation for more
- efficient accomplisiment of such program, it is desirabie in some cases that the government
! bear less than an allocable share of the total cost of the program. Under thess circum- .
i stances, the following are among the approaches which may be used as the basis for agree-
ment: (i) review of the contractor's proposed research and develomment program and agree-
! ment to accept the allocable costs of specific research projects; (il) agreement on a

i

¢ i maximum dollar limitation of costs, an allocable portion of which will be accepted by the ’ /A\

Govermment; and (i1i) agreement to accept the allocable share of a percentage of the -
¢ contractor's planned research and develoment program. ’ N
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The tnnowug recoammendations grow out of the wtr_y-mvcmmtvmting

' eoncerning Contract Cost Principles held 15 October 1958.
%ﬂ: The industry speakers spoke more against the substantive

MMmMﬁhmmnubmw num«a
memum

f.l!LM: uwumwnmmtry, 1t seems to us

Ut Industry 414 not establish the necessity of certain costs to
goverment business--entertaizmment for example. It is recammended
mtmmmmtmum

'mmmsmmm: wummmtmmm

pmmiveoniﬁirwnﬁﬁshem ¥We recomend no change in

~ philosophy with respect thereto.

ADVARCE UNIERSTANDING: Bince there can be no better conclusion of
reasonsbleness and allocability than that vhich is specifically
negotiated, we recomend contimmtion of the advance wmderstanding
concept. Whether the itams enumerated thexeunder are correct ought
to receive further consideretion. Industry may have something vhen
1t points cut the absence of a suitable mechanism for & single, or
even three, (A,N, & AF) negotiation. In this, however, the emtire
contracting officer concept is brought in issue eand & suitable solu.
tion which will mot seriously affect this very important presemnt
theory. _

ADVERTISIHG: Uothougbtthatm&xstwmtupapodeueforthe

allovabllity of advertising for the purpose of securing subcontracting
sources and scgree materials. They put up a reesonably good case for
institutional advertising es well. We recommend that the former be
allowed and that allowsbility of the Jatter, vith eppropriate limita-
tions, be reconsidered.

COMPERSATION: Industry found the gubstance of this principle sound.
» consequently, is no current problem.

HESEARCH Am IEVELOPMERT: Mr. Holaday provided the most ti@iﬂcant
contribution which was t0 the effect thet while 1t wes difficult to
eeporste general and epplied ressearch, it was likely that industry
substantially 4id research only for vhich they could see bemefit.
He suggested that we & avay with the difficult ares of &d
Mmmuwpummmymmor"mm
"development”. We recommend that this principle be embodied in a
Wu&&tmﬁhubmmwuwmmﬂs&h),

car), ASD{RE), Dir. Guided Missiles, Dir. Advanced Research

Projects Agency, the Departmental Materiel and Research Secretaries
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E o dctu‘zinc ® »hod of recoactlisation of ed.iu.. n_\. questions
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A reviev of the May 12, 1959 &raft of the proposed revision of
- AEXR XV iniicates that it is sozawhat izproved over earlier drafts, but -
. still fells far short of being a lideraliration of the provisions of -
~present ASPR XV.  In uddition, the lu\guqe in many places ino the .
© draft is amciguious and/or is not cxr.reuive ‘of what we have been pnn
'to unders..and 1: the 1ntent ot_t.he Omfemnt.-

S 1t 13 be;.iev&d tbat Y litung' or the costsepecified os um.llovsble
‘4r present ASFR 15-205 and the extent of changes made in the Moy 12
draft wvill illustrate the fact that the pev cost principles 40 pot
liberalue, except 10 . a very ninor deme, aay of the provisions
the present ASFR XV. Foliowing this listing will be axother m -
the nev limitations (as cootrasted with liberslizations) u:poud ’hw th'
pmposed rmrition of ASI'B XV \mich do not wn tt prennt.

‘I. Ccvtrmumble under px-eoeat AS:R 15 23) are shown in qaotatmm, o
‘ 232 the differences, if any, authorized by the May 12 draft are
L noted fol.lovuu each quctation 1n t.he touoving ublc. T
“(a) &nrhsing, except. 'help mted ndvertising, and .dvcrueins
in traie and techaicai journals (eee ASPR 15-204 (a) smd@ - -
(r))". The firet of these tw> referenced provisions limits . °
‘allcvadle advertising in trade and techaical journals to tha.t
vhich "does Dot offer gpecific products for sale dut 18 - . -
‘7laced for the purpose of offering financial support to Joumu.:
whick are valuable for the dissenimum ot technicnl 1nromtion
within the contn tor's i:ﬂuctry N
The new cozt prim:ip..el vmld specif‘ica.UJ mAke allcrnble only t\m
additional types cf advertising, and both of these have geaara.uy
been considered allowsble unier present ASPR XV despite its L
la...guage The tvo ndded typu of ullonble ndvertiling m u

(l) "Coste of p&rticipction 1n exhibitc --‘_

' éA; up:m im’itct.ion or‘the Govemt, 4

vhich exhibits are for the purpose of -
. disseminating techn{cal information um
.. the contractor's industry; however, such’

" costs are not sllowable under this sud.

. paragraph (B) if the exhibit offers specifi

A.‘E

‘.-‘i;j,sca.rauteria.le, pla.nt., or equipnent, or dilpou.u
.. of screp or ourplun materials, in comecuon \d.th '




"Vratever small adiitiom whick the new draft makes to l.llovable
wh - gdverttsing will, in most ceses, be more tha.n offset by making . s
una.um‘ ile 1n t.he nev cost principles the coroll‘ry dn.inict.*ttive
i cvsts wh_ _h vere not dxsa.lloved by pru«ezt ASPB XV. s
) ’I’he mJa" ditficu.l Ly vit.h the present. A.SPR IV ma the ev G.rn.ﬂ.
_ is that hoth of the: seex to makXe unsllovable more than whet hu
.| frequently been expressed ‘as the Government's intent to disallow, . ™
" and this in turc induces well-intentiohed Government represectatives
" tc ladel ae sdvertising (end thereby make unalloweble) mazy typee . -
“ of ccste vhich are really normal costs of 4ding b.ui.ne ip the
public. reutions or othat li.nilu- ccteaoriol ;

- t 18 v.sgested that tbe ru.. intent ot the chemmt vith resy:ct
Lote ‘unsllowabie advertising could best be expresud in the tolloving

B A...ven.sins coste are allowable except tcr 'uch coﬂ.
: re,,reseming odvertinng vhich .
2.'.) ot‘rera products o senrices tar ulc, ' S
2) 16 institutiopal iz charecter, but is plu:ed 1n
medie Of general circulation such as radio, - -
‘televigion, outdoor signs, wevspapers pod
maguiines: (otbe tha trade and technical Journal.)
Buwaver, advertisiang of this type is ellovadle vhen
directed toward the devtlopment of sources of mpply

az-rtizaticn or de,mekiatioa of (1) umui:ed tpprecinuon
of valuee f assets, or (11) assete fully axortized or
depreciated o the c:mt.r&.t.or s books ot ;ccoutn "o

~
A.Ltbugh tbe isnguage is nct identicn, t.he subsunce ot the nev
ccet ;rinciples 1s the same as that quoted sbove, and both sets
of principies make provision for & use or reatal charge vhea fully
depreciated assets are used in performing Govermment contracts. - -
In this latter comection, the proposed mew ASFR XV has lmutionl S
oot ff*.m.i Ln tbe pnunt con principlu.

"(c) val debta (1mludim cxpensen of collection) am noeml
_ far BuCh ba.d Cebu.‘

"'n» preuent AS"R hﬁ.s gederally beed interpreted not to make S
‘unallovable the bad debts arising out of rehtioaships other than ‘.
_ those with cuunen. The nev langusge seexs to be intended to .«
fit the actual practice, but the insertios of cuatomn""bctm
' s:counta axd the ocmission of “"customers' " between "other”
© anflcimime®-18 the second 1line may very well result in costs
arining froz amyinte unccllectible. frozemployes and subcantractors
et ‘a\rtd’ 10 be ‘unallowvable cm though not loﬂt*i,,sted vader




L .Aor sec.ui..g b.‘a.mu.
(e) con t,ingcr.cy resem

'rbe Lev coet prin;iples erer from the present ones anly 4

" they are rot congidere? as "costs” under gunertlly m:ccpted

: conta.iae-i 1:: NL..J pnent contmtl. ;;.,.;:

A It 1- buiexe' t.bat, ror Bady ot t.he Gm'er-ment"c u,}or mplicrl,

u..rcalmt.ic aes,rcgstiam a.nd ;uocstlm

except that the actual prectices uxder the present ASPR language - - %
are recogr r.ized in the pev draft by making such costs allowadle ;
"wbe: pali to bona fide employes or bona fide estadlished commercial -
Or teliling a.ge:zcﬁcs zaiztained by the contn..tor for the purpo

tte fsct

that 1% is intended that they be used in situatione (terzioations ...
upder fixed price contracts, forward pricing of fixesd price coatracts,
etc.) in which present ASFR XV does not apply. Bowever, thert 1s ne -
rea.l bmadening ot t.hz allovmce of contmgemy

"(£) cm‘ribu'.iozu sad donat‘ on'\x

There ‘e ha:eeotallinthencvﬁ.smxv l.lthtmehsomo'tho
eariier dra.f s did m.kb som= such costs o.D.cwxblo. e

"(g) d:viceni paemer.tl.

Altbrighk not epecifically mestioned iz the pev dre.ft, there is o .'
J.Je'.i.m but that guch pay:mnts are still unallowsdle, if only be: “5‘“ 

sccounting primiples and pucticcs.

"(k) eatertainment"

Buck coste are suL u..al..:vable u.:x‘.er t.he rev coat rin 1p1.§§.
"(1) feiera.. taves on incoms and excess pronu. o
8uch taces are still unallcwvadle u.mer t.ht Dev d.raﬁ.

"($) eue'&l recearch, uniess opecitical.hr provided tor elsetbere in
the contract.” :

Under this unte" La.oguge axd thst in p"esent AS"R 15-532 (z), 1t bhae 5
been cuctlomary £or most coatrsctore to provide ir their eactruts for
al owanze of genera.l reseuc und develcpmnt coct.-.A»-_.,_»b .

‘I’be M.n 1<: d.r&tt nakes bes ¢ reoeu-ch o.n‘.l developmnt ‘costs allovedle -
sul Ject tu certmn iizitetiong wot found in most cases vhere tpeyid

contract coversge is obtained under the preeent ASFR.  Further, the

nev ASIPR langusge eugsestes the desiredility of mc:al meation in the

contrazte for thie item of coet (thus paralleling the preseat require-.'.
E°nt) axd certain other procedural steps ;:xl/cr li.niutionl Bot .o

the zewv draft would curteil, rether than broelen, the ellowarces "
for beae'c recearch and dsvelopment. It is eleo caly fair to state ) ;
that the laasguage of the May 12 draft representc s great improvemeat -
over thet in scme Of the earlier drafts, \mich voulds baw requind : ;j_;

\.‘nﬁ__.._w «-% A@é

w_;, o B e




"(t) interest on borrovings (!wvem reprcunted), bona diocount axd -

. ‘ _expe:u-es, und tinancing ch&reu.

.. The pev a:m v:uld nuke unulmblo m 91' the &m cosu md, ug

" addition, would make unallowabls all other interest costs except t.boaeg__
" “assesped by state and local taxing euthoritlies under specific cordition
- set forth in pu-eg'raph 15-205.&1., It 1s believed that the insertion

of “on borrovings" after "futerest” in the first lins of nev purugreph

o .15-205.17 vould restore the allovances dod éisallowances of m‘mot

" almost to the basis prescridved by present ASPR XV. There sppears -
to be no reasan to parrov the allowable isterest costs because the

" Government's interests are fully protected sgeisst unreasonsble or

non-gllocable interest charges by the general tests of allowebility.
~ Certainly, the language of the mev Araft ia deficient 4p that would
. make unsllovatle (cortrary to our understaxding cf the Government's

irtent) irterest related to principal suzs vhich ere themselves a.uo\av
(e.g- interest oo Jud.gaento or arbitratios mrdl u tcvar of en;*lcyesf_

or mppliers)o‘ ,

"(l) hgal, uccunting and consulting aerdcu uxd nh.ted expeml :
ircurred ir conntction vith orgaanization or reorganigation, prosecuti
of pstent infringement litigation, defense of antietrust cuita, and S
the prosecution or clsims aga.inst the United. Stata' o

//\

* The pew draft vould contime o met (.d. ot such eonts . uullowablo
but would also make unsllowable the costs of defending patent .
infringexert litigation unless othervise specifically providsd in -
the contract. It is delieved that the present ASFR XV s to0 =
restrictive, and certaialy there gceza t© be o propr besls for £

liniting 1t mking unallovable the defense of patent infringement claim

Ko contraztor can prevent claims beirg male sgainct him, no matter

bov cepricious those claims may be, mor can he predict the 1ikelikood "

of suchdaims being maie vith sufficient certeinty to varrant special :
contract coverage. In some cases, it may be essential that ¢
_contractar defeal sgainst patent infringezcnt claims in order %0

, coutinue performance of Government contracts sal/or to avoid the
paymant of royalties. In any evezt, the costs Of patent infringexent .
defesices sbould coatinue to te allowvadle costs, and this could be
cured in the nev draft by the tnsertion of “prosecution of" before -
pate:n :.nfrxngeaent u. tbe mt to lut nm ox 15-205. (a)

'(n) louen ca otbar contncu.’ ,

Tbelmgugeorthomannmbbeuwnaedtocontimﬂu
present disallovances, but may bs interpreted 1o Be even droalar

© in that ths parenthetical phrase may be eomstrued to make' unallowsble 3

- certaip research costs vhich have boen sallowed in the past oo the
beeis -that they represented the costs of rescarck prograas broader

in lccpo than that t\xnded by tha Go’nvmnt undu- [ nocmh coctrut'.;




otficers, partmrs, or proprietorl - i
- that the insurence mpremu aﬁditional cmpamtion ot
"‘ot this provieion 15 uot entiraly cloar, but 1% ie’ I.ikely t.hnt it

' reaaonable in amount and u-e alloceted in an equitahle mapner.
" pavw draft, _vhila using many more vords, seems to leave the treatmnt
ott'tiu' coa’cs identical vit.h theu' hsmnne under present ASPR XV

"’(r) tcxes nnd expeneea i.n eonnection vith timcinc,
or reﬁmﬁin.g oparatiom, mclud.ing the nmm of cscuﬂtie

- Frea t.he ‘foregoing -nalyoio, 1t‘|m be evident that t.hc May - 12 -
 draft does not make allowable any of the aoa’ts unallowvabdble ‘under preeent‘
 ABFR XV with the poauhle ucepuon of the very minor change in

L edvertising. Those cases in whichiire proposed nev ASPR section
@pecificaly hroadena ‘the unallowvadbility of the . ciwd types of coste
“have bemn noted in these comments.- Of pu'timlar concern ‘18 ‘the fact
‘that, even mmw:].mguaee of the new Arafi. seems to have crfeeted

10 change in the unnllmbmtv of typel of ‘costs, the uss etjso many
,jnore vmﬁathaamfmmd 1nthopreaent ASPB.“ 11helytoe9memany




T R e e e,

_ It t¢ true t,bat the nev draft p;es..:‘ibu that 1t be uwe:.". in : )
cannection with fixed price type cootracts as a guide only. chv&r, '
eame years ego & similar imstructios was Sssued vith respect to the -
use of preseat ASFR XV at a guide in comnection vith fixed price

" contract pegotistions: The instructios bad 0 be rescinied vhen -
it becase apparent that the ASPR eost prinsiplsas wvere carrying too

“mach weight and were otbherviee eca:pncating L£ixad price contract
pegotiations. Tuere e po redbon t0 believe that the results viu bc
any 4ifferent if the mev cost principlee are gase applicadle o5 o
guide in pegotiations of fixed price type coutrects. If anything, - .

© the pev &raft would cover s broaier field than the prior instracuon .
4z that it would also arply to terzinstions unier fixed price type -
contracts, vhereas the ASPR VIII cost principles (dzvelo;zed after -
lergthy Governaent-industry eocrdination) governed fixed srrie:o typo

contrect teminatxom undcr t.he prior 1nstruct!.oa. -

By specitic nention, .'Lha ne'\- dra.ft \muld m&e umlmble t.he tolloving‘
tynes ot costa as to vh.!ch present ASPB XV 10 l&l&! L .

 1.~ Ceru.in cmx deunaa costa - -ee parmph 15-203 5(0{

2. Fiues and pena.lties - gee paraguph 15-205 13

Even assuming that the coeta of ﬁ.pes nad penaltiel ahoum 'bc =
unallovable, the langiage used in the pev &raft (easide froc the
paragrapk title) 4s sc broad as to csuse the dlsullovence of costs
vhick are rat fines or peaalties ases2eced by govermmcztal
authorities. Far exacple, the draft lanzuisge could be used to
&isallcw the costs of moving {nflammatle msterials founmd to .
be etcred in & manzer violsting fire regulations. The pev draft
could ligit the disalloved coste to what {6 unlerstoocd to be
the chemmnt's intent by inserting “of finecs anid penalties”.
after costs" in the nrct lipe o! pu‘tsraph 15-205 3. .

3. The provisiocs coveri::g {psarance und infemification (s2e
- paregreph 15-205.16) econtain some limitetions mot found 4o prese:zt
ASFR XV and, ir part st leest, appear to bBs 13 conflict with the
provisiors of the "Insurencze I.iobil.lty to ‘l'hird Perms cluse '
p*escribed by mv.zos.a. L e s e -

~',.

b. Maintenance and repur conl (aee pe.ng’;mph 15-205 20) m
. lirited 1n s mmr not rou::d m tha pnnnt ASPR xv. .

5. Pangrapb 15-205. 29 ccvarlne p..tnt recomerlioa eozts cpecirica.uy "
: .disa.umn cm eoou .~ to vhich th. muat ASPB xv is snaat.

:;~ LA "~-‘.

" 6. The last sentence of mm,n 15.205.33, @ealing vith recruiting
- ‘costs, provides for the wn-mmaco of: eertm costs ot cmrea
by yrt.en‘ ASP% !V. o T

i Pumpm 15’205 3" and '13-205.%, emriae rentm and royﬂues,
rejprciively, make unananb.e urt.mcocu not &.m by m
_ prescnt eost principlu Lo




Puge 1

“ c. it.;n...*st;o.‘s wot rom 1n p'esent ASFR XV are & t.a,:hed ta
- BCYETAAlE. pa.ym.‘te - see pa:ag—apb 15 ”0;.39.

. P.c:aq,ranh 15-205 Ll Cu’)"embs taxes con‘.a..ns umtatioas and
‘ _prcxe'ura.l requremenu pot tomi u: preun* lﬂ."ﬁ xv.

O

| 10._; 'Pwag:»h 15-205. h3 coverins traix:ing Ard ed.acut a:.d costs a
BRI 1nc1.xdes lmutlonl not contuned in pnsent AS.PB IV. S

11. There are numercus paru;raphs 1n thc nev d.mﬁ. \ﬂ:.ich con'ud.n
- ‘descriptions of certeirn types of costs which ere specified -

- ae dbeing allowadle, but the listinge are far frox corplete.
If the laaguage is interpreted t0 mean that other unzenticusd
corts unler the saxm groeal .headings are unsllowvelle, the nev
draft will result in ¢iealloving many costs vhich !ave bee.a
aad sho.l.ld continue to bc conziderea mmbh. ST

In swmary, it is believed that any fair and resasorable eppreisal of the ¢
Mzy 1z draft cexs ozly lea3d tc the conclusion that it pot ozly falls to
liveralize the cost albwvances of present ASTR XV, but it sctually will
texd to make unellowable more ccete thon 4o the present cost privcciples.
Suck an eppraisal, particulerly wher made {n the light of the sctual
langruisge of the dreft as contraested with aplified exszlacationse cf irtent
of bz drafters, glves rise to a belief that, if male effective ir anytiing
very rmuch like the form of the Mey 12 draft, the mev cogt prirciples wiil
heve adverre effects on the negotiation anl performazce of affecteld '
Ooverament coztrecte and subccatrects.
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SECTION XV

CONTRACT. COST: PRINCIPLES AND PROCEDURES

15-000 Scope of Section. This Section contéins generél cost princi-

ples and procedures for the determination and allowance of costs in con-
-nection ﬁth the negotiation and administration of cost-reimbursement type
contracts and contains guidelines for use, where appropriate, :Ln the evalua-
tion of costs in connection with certain negotiated fixed-price type
contracts and éontracts terminatéd for the convenience of the Govermment. |

Part 1 - Applicebility

15-101 Scope of Part. This Part describes the applicability of suc~
ceeding Parts of this Section to the various types of contracts in connection
with which cost principles and procedures are used..

15-102 Cost-JReJ'inbursement Supply and Research Contracts with Concerns.

Other Than Educational Institutions. This category includes all cost-

reimbursement type contracts (ASPR 3-LOL) for supplies or for experimental, |
developmental, or research york {(other than with educational institutions,
as to which ASPR 15-103 applies), except that it does not include facilities
contracts (see ASPR 15-105) pr constfuction contracts (see ASPR 15-10’#).
The cost principles and procedures set forth in Part 2 of this Section
shall be us*ed in connection with cost-reimbursement supply and research
contracts with other than educational institutions - |

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

the contract, for determination of réimbu.TSeable costs under

‘cost-reimbursement type contracts, including cost-reimbursement

TAB A
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type subcontracts thereunder, and the cost-reimbursement
portion of time-and-materials contracts (ASPR 3-405.1);
{1i1) as the basis for the negotiation ‘of overhead rates (ASPR
“Section IIT,.Part T); and
(iii) as the basis for the determination of costs of terminated
cost-reimbursement type contracts where the contractor
“elects to "voucher out" its costs (ASPR Section VIII,
Part &), and for settlement of such contracts by deter-
mination (ASPR 8-209.7).
In addition, Part 2 is to be used as a guide where costs are to be con~
sidered in negotiating fixed-price type contracts, as indicated in Part 6
of this Section.

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

stitutions. This category includes all cost~reimbursement type contracts
, (ASPR 3-&0&) for experimental, developmental, or research work with edu-
-cational institutions. The cost principles and procedures set forth in
Part 3 .of this Section shall be used in comnection with cost-reimbursement
research contracts with educational institutions--
(1) as the contractual basis, by incorporation by reference
in the contract, for determination of reimbursable costs
" under cost-reimbursement type contracts, including cost-
reimbursement type subcontracts thereunder;
(ii) as.the basis for the negotiation of overhead rafes (ASPR

Bection III, Part T); and
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(i1i) as the basis for the determination of costs of terminated
cost-reimbursement type contracfs where.the contractor
elects to "voucher out” its>costs (ASPR Section VIII,
Part L), and for settlement of such contracts'by deter-
mination-(ASPR 8-209.7).
In addition; Part 3 is to be used in deterﬁining:the allowable costé of
research and development performed by educational insfitutions under grants.
Further; Part 3 is to be used as a guide where costs are to be considered
in negotiating fixed-price type contracts with educational institutions,
as indicated in Part 6 of this Section. Zﬁaitor's note: If this para-

graph 15-103 is printed, ASPR 15-300 should be deleteqi7

15-104 Cost-Reimbursement Construction Contracts. This category
includes all cost-reimbursement type contracts (ASPR 3-4O4) for the con-
struction, alteration, or repair of buildings, bridges, roads, or other
kinds of real‘p;operty. It also includes such confracts for architect-
engineer services related to such construction. ‘It does not include con-
tracts for vessels, aircraft, or other kinds oflperson;l property. The
cost principles and prbcedures set forth in Part 4 of this Section shall
be used in connection with cost-reimbursement construction contractse-

(i) as the contractual basis, by incorporation by reference
in the contract, for determination of reimbursable costs
under cost-reimbursement type contracts, including cost-
reimbursement type subcontracts thereunder;

(ii) as the basis for the negotiation of overhead rates (ASFR
Section III, Part 7); and .

3
- TAB A




DRAFT
27 April 1959 7

(1ii) as the basis for the determination of costs of terminated
coét-reimbursement type contracts where the contractor
elects to "voucher out" its costs (ASPR VIII, Part L),
and for settlement of such contracts by determination
(ASPR 8-209.7).
In addition, Part 4 is to be used as a gulde where costs are to be con-
sidered in negotiating fixed-price type construction contracts, as indi-
cated in Part 6 of this Section.

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

15-106 Reserved.

15-107 Advance Understandings on Particular Cost Items. The extent

of allowability of the selected items of cost covered in Parts 2 through 7N
5 has been stated to apply broadly to many accounting systems in varying
contract situations. Thus, as to any given contract, the reasonableness

and allocability of certain items of cost may be difficult to determine,
particularly in connection with companies or separate divisions thereof
vhich may not be subject to effective competitive restraints. In order to
avoid.possible subsequent disallowance or dispute based on unreasonableness
or non-allocability, it is important that prospective contractors, particu-
larly those whose work is predominantly or substantially with the Government,
seek agreement with the Government in advance of the incurrence of special
or unusual.costs in categories'whére reasonableness or allqcability_are
difficult to determine. Such agreement may also be initiated by contract-
ing officers individually, or jointly for all defénse work of the contractor,

N

as appropriate. Any such agreement should be incorporated in cost-reimburser -

L
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type contracts, or made a part of the contract file in the case of nego-
tiated_fixed—p;ice type contracts, and should govern the cost treatment
covered thereby throughout the performance of the contract.. But the
absence of such an advance agreement on any element of cost will not,
in itself, serve to make that element either allowable or unallowable.
Exaﬁples of costs on which advance agreements may.bé partiéularly
important: .
(i) compensation for personal services;
(ii) wuse charge for fully depreciated assets;
(iii) "deferred maintenance costs;
(iv)‘ pre-éontract costs;
(v) research and development costs;
(vi) royalties;
‘(vii) selling and distribution costs; and
(viii) travel costs} as related to special or mass personnel

movement .

TAB A
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Part 2 - Principles and Procedures for Use in Cost Reim;
bursement Type Supply and Research Contracts with
Commercial Organizations :

15-201 Basic'Considerations.

15-201.1 Composition of Total Cost. The total cost of a contract
is the sum of the allowable direct and indirect costs allocable to the
contract, incurred or to be iIncurred, less any allocable credits. In
ascertaining what cpnstitutesAcosts, any generally accepted method of
determining or estimating costs that is equitable under the circumstances
may be used, including standard costs properly adjusted for applicable
variances.‘

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

considered in determining the-allowability of individual items of cost
include (i) reasonablemess, (ii) allocability, (iii) application of those
generally accepted éccounting princiﬁles and practices appropriate to the
particular circumstances, (iv) any limitations or exclusions set forth in
this Part 2, or otherwise included in the contract as to tyées or amounts
of cost items.

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

its nature or amoﬁnt, it does not exceed that ﬁﬁichvwould be incurred by

an ordinarily prudent person in the conduct of competitive business. The
questién,of the reasonableness of specific costs must be scrutinized with
particular care in connection with companies or separate divisions there-
of which may not be subject to effective competitive restraints. What is

reasonable depends upon a variety of considerations and circumstances

6 TAB A
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the nature and amount of the cost in question. In deter-

mining the reasonebleness of a given cost, consideration shall be giveh to:

(1)

whether the cost is of a type generally recognized as

ordinary and necessary for the conduct of the contractor's

- business of the performance of the contract;

| (i1)

the restraints or requirements imposed'by such factors as

generally accepted sound business practices, arm's length

bargaining, Federal and state laws and regulations, and

contract terms and specifications;

the action that a prudent business man would take in the .

circumstances, considering his responsibilities to the

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

significant deviations from the-established practices of

the contractor which may unjustifiably increase the contract

(iii)
Government and the public at large; and
(iv)
costs.,
155201.4

Definition of Allocability. A cost is allocable if it is

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

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

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

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

contract if it:
(1)
(i1)

is incurred specifically for the confract;

benefits both the contract and other work or both Govern-
ment work and other work and can be distributed to them in
reasonable proportion to the benefits received; or

7 |
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{111) 1s necessary to the over-all operation of the business,
although a direct relationship to any particular cost

obJective cannot. be shown.

15-201.5 Creditg,,,The epplicable portion of any income, rebate,
allowance, and othef credit relating to any allowable cost, received by
or accruing to the contractor, shall be credited to.the Government either
.as a cost reduction or by cash refund, as appropriate.

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

identified specifically with a particular cost objectiye. Direct costs
are not limited to items which are incorporated in the end product as
material or labor. Costs identified specifically with the contract are
direct costs of the contract and are to be charged directly thereto.
Costs identified_specifically with other work of the contfactor are direct
costs of that work and are not to be charged to the contract directly or
indirectly. When items oréinarily chargeable és indirect cbsts are
charged to Government work as direct costs, the cost of like items applicable
to other work of the contractor must be eliminated ffom Indirect cbsts allo~
cated to Gofernment work; |

(b) This definition shall be applied to all items of cost of
gignificant -amount unless fhe>contractor demonstrates that the application
of any different current practice achieves substantially the same results.
Direct cost items of minor amount may be distributed as indireét costs as

provided in ASPR 15-203.

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

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

8- TAB A
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as a direct cost. Minor direct cost. items may be considered to be indi-"
-rect costs for reasons of practicality. After-direct.costs have been
determined and charged directly to the contra.ét or othér work as appro-
priate, indirect costs are those remaining to be alloéated to the several
classes of work. |

(v) Indirect costs shall be accumulated by logical cost group-
ings with due consideration of the reasons for incurring the costs. -Egch
grouping should be determined so as to permit distribution of the grouping
on the basis of the benefits accruing to the several cqst objectives.
Commonly, manufacturing overhead, selling expenses, and general and ad-
nministrative expenses aré separately grouped. Similarl&, the particular
 case may require subdivisions of these groupings, e.g., building occu=-
pancy costs might be separable from those of personnél administration within
the manufacturing overhead group. The number and composition of the group-
ings should be governed by practical considerations and should be such as
- not to complicate unduly the éllocation.where.substantially the same re-
sults are achieved through less precise methods.

(¢) Each cost grouping shall be dist;ibuted,to the appropriate
cost objectives. This necessitates the selection of a distribution base
common to all cost objectives to. which the groupiﬁg is to be allocated.
The base §hould be selected so as to permit allocation of the grouping on
the basis of the benefits accruilng to the several cosf objectives. This
principle for selection is not to.be applied so.rigidly as to domplicate
unduly the allocation where substantially the same results are achieved

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

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

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

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

during which such costs are incurred and accumilated for distribution to
~work performed in that period. Nor;'ma.lly’, the base period will be the con-
tractor's fiscal year, however, use of a shorter periqd,may be appropriate
in case of (1) contracts whose performance involves only & minor pbrtion
of the fiscal year; or (ii) where it is general practice in the industry
to use a shorter period. In any event the ba,ée period or periods shall be
80 selected as to avoid inequities in the allocation of costs. When the
contract is performed over an extended period of time, as many such base

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

performance. 10 TAB A
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15-204 '_.I_X‘pplicé.tion of Principles and Standards. (a) Costs (includ-
ing those‘discussedf;h.n ASPR 15-205) shall be allowed to the extent that
they are reasonsble (see ASFR 15-201.3), allocable (see ASPR 15-201.4),
and determined to be allowsble in view of the other factors set forth
in ASPR 15-201.2. | | |

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

However, ASFR 15~205 does nof cover every element of cost and every situ-

‘ation that might arise in a particular case. Failure to treat any item

of cost in ASPR 15-205 is not intended to imply that it is either a.lldw- ‘
able or unallowable. With respect to all items, whether or not specifically
covered, determination of allowability shall be based on tﬁe principles

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

of similar or related se¢lected items.

15-205 Belected Costs.

(1) Adverth.sing Costs.

(=) Ad%rertising costs mean the costs of advertising media
and corollary administrative costs. 'Advertising ,medié. include magazines,
newspapers, radio and television programs, direct mail, trade papers,
outdoor advertising, dealer cards and window displays‘, conventions, exhibits;,
free goods and samples, é.nd the like. The following eadvertising costs are
allowable: | |

(1) advertising in trade and technical journals,
provided such advertising does not offer specific

products or services for sale but is placed in

11, | TAB A
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journals which are valuable for the dissemination
‘of technical information within the contractor's
industry; |

(11) help-wanted advertising, as'set forth in (33)
below, when considered in conjunction with all
other recruitment costs;

(i11) costs of participation in exhibits--
- (A) upon invitation of the Government, or
(B) which exhibits are valuéble for the dissemi-

" nation of technical information within the
contractor's industry, provided, such costs
are not allowable under this subparagraph (B) TN
if the participation is for the purpose of |
offerihg specific products or services for
sale;

(iv) advertising for the exclusive purpose of obtaining
scarce materials, plant, orvéquipmenf, or disposing
of scrap or surplus materials,in connection with
the éontract.

¢oo(e) “Ekceptvasiﬁrovided above, all other -advertising costs
are .unallowable.

(2) Bad Debts. Commercial bad debts, including losses (whether
actual or estimated) arising from uncollectible customers' accounts and
other cléims, related collection costs, and related legal costs, are un-

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

1o TAB A
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Government cohtract or subcontract, appropriate and equitable recognition

may be accorded thereto.

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

bids or proposals on potential Government and non-Government contracts ‘
or projects, including the jdevelopune_nt of engineering data and cost data
necessary to support the contractor's bids or proposals. ‘.Bidding costs
of the current accounting period of both successful and unsuccessful bids
and proposals normally will be treated as indirect costs, in which event
no bidding costs of past accounting periods shall be aJ_lpwable in the
current period to the Government contract. However, if the contractor's
established practice is to treat bidding costs by some other method, the
results obtained may be accepted if found to be rea.sona'b_lé and equitable.

(4) Bonding Costs.

(a) Bond.ing costs arise when the Government requires as-
surance against financial loss to itself or others by reason of the act or
deféult of the contractor. They arise also in insta.ncésl where the con-
‘tractor requires similar assurance. Included are such bonds as bid,
performance, payment, advance payment, infringément , and fidelity bonds.

(b) Costs of bonding requiredApursua.nt to the terms of the
-contract are allowable'. |

(¢) Costs of bonding required by the.contractor in the
general conduct of his business are allowable to the extent that such hond-
iné is in accordance with sound business practice and the rates ahd premiums
are reasonable under the Qircumstances.

(5) Civil Defense Costs.

13
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{a) Civil defehse~costs are those incurred in planning for,
and the protection of life and property against, the possible effects of
enemy attack. Reasonable césts of civil defense measures (including costs
in excess of normal plant protection costs, first-aid training and supplies,
fire fighting training and equipment, posting of additional exit notices
and directions, and other approved civil defense meaéufes) undertaken on
the contractor's premises pursuant to suggestions or requirements of civil
defense authorities are allowable when allocated to all work of the con-
'tractor..
(b) ‘Costs of capital assets under (a) above are allowable
through depreciation in accordance with (9) below.
(¢) Comtributions to local civil defense funds and projects
are unallowable. | |

(6) Caqpensation for Personal Services.

(a) General. (1) Compensation for personal services in-
cludes all remuneration paid currently or accrued, in whatever form and
whether paid immedistely or deferred, for services rendered by employees
to the contracﬁor’during the'period of contract performagce. It includes,
but is not limited to, salaries, wages, directors' and executive committee
members'! fees, bonuses {including stock bonuses), incentive awards, em-
ployee stock options, employee insurance, fringe benefits, and contributions
to pension,. annuity, and management employee incentive compensation plans.
Except as otherwise specifically provided in this paragraph (6), such costs

are alloﬁable to the extent that the total compenéation of individual

TAB A
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employees is reasonsble for the services rendered and are not in excess
of those costs which are allowable by the Internal Revenue Code and regu-
lations thereunder.

(2) Compensation is rea.sona.'bie to the extent that
the toté.l smount paid or accrued is commensurate with compensation paid
under the contractor's established policy and confo:tl'ms generally to com=-
_ pensétion paid by other contractors of the same size, in the same indus-
ti'y, or in the same geographic area, for similar services. In the
a.dmi.nié‘tration of this principle, it is recognized that not every com-
pensation ca.sev need be subjected in detail to the above teéts. Such
tests need be aspplied only to those cases ;‘m vhich a general review reveals
a;nouhts or types of compensation which ap'_péar unreasonable or otherwise
-out of line. However,. certain conditions give rise to the need for special
consideration and possible limitation as to allowability for contract cost
purpose‘s where emounts appear excessive. Among such conditions are the
following:

- (1) Compensation paid to owners of closely held
corporations, partﬁers , sole proprietors, or members of the immediate
families thereof, or to persons who are contractually committed to acquire
a substantial financial interest in the contractor's enterprise. Deter-
mination should be made that such compensation is reasonable for the
ac;tua.l personal services rendered rather than a distribution of profits.

(11) Any change in & contractor's compensation
policy resulting in a substantial increase in the coﬁtractor's level of

compensation, particularly when 1t was concurrent with an Increase in the

15/
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ratio. of Government contracts to other bﬁsiness, or any change in the
treatment of_allowability of specific types of compensation due to changes
in Government policy.

(i11) The contractor's business is such that
his compensation levels are not subject to the restraints normally oc=-
curring in the conduct of competitive business.

(3) Compensation for services rendered paid to pait-
ners and sole proprietors in lieu of salary will be allowed to the extent
that it is reasonable and.does not constitute a distrihution of profits.

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

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

services include gross compensation paid to employees in the form of
cash, products, or services, and are allowsble subject to the qualifica-
tions of (25) below.

(¢) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,
safety awards, énd incentive compensation based on production, cost re-
duction, or efficient performance, are alloweble to the exfent that the
over-all compensation is determined to be reasonable and such costs are
paid or accrued pursuant to an agreement entered into in good faith between
the contractor and the employees before the services were rendered, or
pursuant to an established plan followed by the contractor so qonsistently

as to imply, in effect, an agreement to meske such payment. (But see

16 TAB A
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ASPFR 15-107.) Bonuses, awards and incentive compensation when any of
them are deferred are allowable to the extent provided in (f) below.

(d) Bonuses and Incentive Compensation Paid in Stock.

1Costs of bonuses and Air-lcentive compensation paid in the stock of the con-

“tractor-or of an affiliate are allowable to the extent set forth in (c)

above (including the incorporation of the principles of paragraph (f)
below for deferred bonuses and incentive compensation), subject to the
follow:lné edditional requirements: | |
(1) valuation placed on the stock transferred shall
be the fair market value at the time of trans-
-fer, determined upon the most objective basis
.availabie 3 and
(ii) accruals for the cosﬁ of stock prior to the
issuance of such stock to the employees shall
be s_ubject to adjustment according to the possi-
bilities that the employees will not receive
such stock and their interest in‘the accruals
will be forfeited.
Buch costs otherwise allowable are subject to adjustment according to the
principles set forth in (£)(3) below. (But see ASFR 15-107.)

(€)  Stock Dptions. The cost of options to employees to

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

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

compensation includes all remumeration, in whatever form, for which the

17 TAB A
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employee is not paid until after the lapse of é stated period of years
o: the occurrence of other events as provided in the plans, except that
it does not include normal end of accounting period accruals. It in-
-cludes (1) contributions to pension, annuity, stock bonus, a.nd profit
sharing plans, (11) contributions to disability, withdrawal, insurance,
survivorship, and similar benefit plans, and (1ii) other deferred com-
pensation, whether paid in cash or in stock.

(2) Deferred compensation is allowable to the
extent that (i) except for past service pension costs it is for services
rendered during the contract period; (ii) it is, together with all other
compensation paid to the employee, 'reasonaﬁle in amount; (iii) it is paid
pursuant to an agreement entered into in good faith between the contractor /'\
and employees. before the sérvice‘s are rendered, or pursuant to an estab-
lished plan followed by the contractor so consistently as to imply, in
effect, an agreement to make such payments; a.nd(iv) for a plan which
is subject to approval by the Internal Revenue Bervice, it falls within
the criteria a.nb. standards of the Internal Revenue Code and the regula-~
tions of the Internal Revenue Service. (But see ASPR 15-107.)

(3) In determining the cost of deferred com-
pensation allowable under the contract, 'appropriate adjustments shall
be made for credits or gains arising out of both normal and abnormal em-
ployee turnover, or any other contingencies that can result in a for-
feiture by employees of such deferred compensation. Adjustments-shall
be made only for forfeitures which directly or indirectly inure to the

benefit of the contractor; forfeltures which inure to the benefit of
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other employees covered by a deferred compensation plan with no reduction
in the contractor's costs will not normally give rise to adjustment in
contract costs. Adjustments for normel employee turnover shall be based'
on the contractor’s. experience and on foreseeablenﬁrospeétg, and shall.
be reflected in the amount of cost currently allowable. .Such adjust=-
ments will be unnecessary to the extent that.the contractor can demonstrate
that its contributions take into account norﬁal forfeitures. AdJjustments
for possible future abnormal forfeitures shall be effected according to
the following rules:

(1) abnormal forfeitures that are foresee-

- able and which can be currently evaluated
with reasonable accuracy, by actuarial or
other sound .computation, shall be re-
flected by an adjustment of current costs

’ otherwise allowable; and

(ii) abnormal forfeitures, not within (i)
above, may be made the.subject'of agree=-
ment between the Government and the con-
tractor either as to an equitable adjust-
ment or a method of determining such
ad justment.

() In determining whether deferred compensation
is for services rendered during the éontract period or is for future serv-
ices, considerstion shall be given to conditions imposed upon eventual pay-.
ment, such as, requirements of‘continued employment, consultation after

retirement, and covenants not to compete.
TAB A
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(g) Fringe Benefits. See.(15).

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

See (25).

(1) Training and Education Expenses. See (L2).

(3) Insurance and Indemnification. BSee (16).

(7) Contingencies.

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

(b) .In historigal costing, contingencies are not normally
present sin‘ce' such costing deals with costs which have ‘Been incurre_dl and
' recorded on the contractor'!s books. Accordingly, contingencies are gen- 7N
erally unallowable for historical costing purposes. However, in some |
cases, as for example, terminations, a contingency factor may be recog-
nized which is. applicable to a past period to give recognition to minor
unsettled factors in the interest of expeditious settlement.

(¢) 1In connection with estimates of future costs, con-
tingencies fall into two categories: |
| (i) those which may arise from presently known and

existing conditions, the effects of which are
foreseeable within reasonable limits 6f accuracy;
e.g., anticipated costs of rejects and defective
work; in such situations where they exist, con-

tingencies of this category are to be included

in the estimates of future cost so as to provide \

the best estimate of performance costs, and

20 TAB A
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known conditions, the effect of which ca.nnot be
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measured 80. precisely as to provid.e eq_uitable re-i
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' su.'_l.ts tc the con'tra.ctcr a.nd ‘to the Government;

.-."‘ -

e.g., resu.lts of pend.ing nti;gtion, and other
e R T

genera.l buéiness risks\z Con:;;pﬁencies, of this
category are to be exclud.ed“ from cost estimates
under the several items of cost, but should be
disclosed séparately-, inclﬁiﬁg the basis upon
which the éontingenc‘y is computed in order f.o

facilitate the negotiation of appropriste contrac

‘tual coverage (see, for example, {16), (20),. e

(39) below).




. N
v

L )
pr-y

- Draft 7
27 April 1959

(8) Contributions and Donations. Contributions and donations are

unallowable,
(97 Depreciation.-

(a) Depreciation is a charge to current operations which distributes -
the cost of a tangible capital asset, 1ess estimated residual value, over the
estimated useful life of the asset in a systematic and logical manner. It does
not involve a process of valuation. Useful life has reference to the prospec-
tive period of economic usefulness in the particular contractor's operations
as distinguished from physical life.

(b) Normal depreciation on a contractor!s plant equipment and other

‘capital facilities is an allowable element of contract cost; p ded that the

amount thereof is computed:

(i) upon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the Internal
Revenue Code of 1954); or o |
.» (ii)' in the case of nonprofit or'tax-exempt organizations, upon
a property cost basis which could have been used by the
_; . - contractor for Federal income tax purposes, had'such
i - organizatione been subject to the payment of. income tax, 7
| 4. and in either case _
-(iii) 'by the consistent application to the_assets'concerned of
' any generally accepted accounting method, and subject to
the limitations of the Internal Revenue Code of 195k, as
amended, including -- | o |
(A) the straight line'method;

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

\
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. exceeding twice the rate which would vhave been
used had the annual a.llowence been computed under
the method described in (&) above;
(C) the sum of the years-digits method; and
(D} any other consistent method productive of an annual
~allowance which, .when‘ added to all allowances for
the period commencing with the use of the property
and including the current year, does not, during the
first two-thirds of the useful life of the property,
exceed the total of such allowances which would have
been used had such allowances been computed under the
method described in (B) above. - N
(c) Depreciation should usually be allocated to the contract a.nd ' |
other wofk as an indirect cost. The amount of depreciation allowed in any
. accountihg period may, consistent with the basic-'objectives set forth in. (a)
above, vary with volume of production or use of multi-sl'ﬂ.ft operations,
(d) In the case of emergency facilities covered by certificates -
» of necess}-ty, a contractor may elect to use normal depreciation without
requesting a determination of "t.;'ue depreci?a;td.on" or may elect to'v use eiﬁher
nofmal ofi' "true .depreciation"' after a determination of "true depreciation® has
been made byan Energency Facilities Depreciation Board. The method elected -
| must be foliowed consistently throoghout the life of the emergencj facility.
Where an election is made to use nomal depreciation, the amouot thereof for
both the emergency period and the post-emergency period shall be computed in 7
.accordra.nce with (b) above, Therse an elect.ion is made to use "true depreciation,m
. .ae smount allowable as depreciat.ion-

(i) with respect to the emergeocy period (5 years), shall be Tsb &
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computed in accordance with the determination of the
Bmergency Facilities Depreciation Board, provided no
allowance_is»made whicli sould duplicate the factors ‘
constituting “true depreciation" and ,
(ii) after the end of the emergency period shall be computed by
distributing the remaining undepreciated portion of the cost
of the emergency facility over the balance of its useful life
(but see (o) below); proﬂded the remaining undepreciated
portion of such cost shall not include any amount of un-
recovered "true depreciation,” .v

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

(£} No depreciation, rental, or use charge shall be allowed on the
contractor!s assets which have been i‘ully depreciated when a substantial portion
of such depreciation'was on a basis that i'epresented, in effect;, a recovery )
thereof as .a charge against Government contracts or subcontracts, Otherwise, a
reasonable use charge inay be agreed upon. (But see ASPR 15-107.) In detemiuing
this charge, consideration‘should' be given to cost, total estimated useful life
at time of negotiation, and 'effect of any increased maintenance charges or
decreased efficiency due to age. : ~ . , | -

(10) Employee Morale‘L Health, and Welfare Costs and Credits. Reasonable

costs of health and. welfare activities, such as house publications, health.or
first-aid chnics, recreational activities; and employee counseling services,

incurred, in accordance with the contractor's established practice or custom in

the industry or area, for the improvement of working conditions, employer-

employee r:elations; employee morale, and employee peéi‘omance, are allowable.' Income
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' generated from any of these activities shall be credited to the costs thereof

o
T,

unless such income has been irrevocably set over to employee welfare organiza-

: tiOnSo

(11) Entertainment Costs. Costs of amusement diversion, social activities

and incidental costs relating thereto sach as meals, lodging, rentals, transpor-
tation, and gratuities, are unallowable (but see (10) and (L2)).
(12) EBxcess Facility Costs. Costs of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessary
for standbv purposes, are wnallowable, Any costs o‘f excess plant capacity reserved
for defense mobilization production which are to be paid for by the Government
should be the subject of a separate contract.

(13) Fines and Penalties. Costs resulting from violations of or failure

f the contractor to comply with, ‘Federal State, a.nd local laws and regulation
are unallowable except when incurred as a result of compliance with specific
provisions of the contract, or instructions in writing from the cqntracting

officer.

(14) Food Service and'Do'mitory Costs and Credits. Food and dormitory -

services include operating or furnishing facilities for cafeterias, dining rooms,

canteens, lunch wagons, vending machines, living accomodations or similar types

of services for the contractor's employees at or near the contractorts facilities,

Reasonable losses from the operation of such ssrvices are allowable if they are

‘allocated to all activities served, Profits (except profits irrevocably set over .

to an emplayee welfare organization of the contractor in amounts reasonably useful for

5 |
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ths benefit of the employees at the site or sites of contract performance)
accruing to the contractor from the operation of - these services, whether
operated by the contractor or by a concessionaire, shall be treated as a
credit and allocated to all activities served.

(15) TFringe Benefits. Fringe benefits are allowances and services pro-‘

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

"~ (¥6) Insarance and Indemnification.

(a) Insurance includes (i) insurance which the contractor is required

to earry, or which’is”approved, under the temms of the contract, and (ii) any -

other insurance which the contractor maintains in connection with the general
conduct of his business. o _

(1) Costs of insurance required or approved, and maintained, pur-
suant to the contract are allowable. |

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

" nection with the general conduct of his btusiness are allowable subject to the -

-following'limitations. ' .
A'(i) types and extent of coverage shall be in accordance
with sound business practice and the rates and premiums
shall be reasmable under the drcumsta.nces'
(1i) costs allowed for business'interruption or other similar
insurance shall be linited to eﬁclude-coverage-of profit;

26 o
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costs of insurance or of any contributions to any reserve
covering fhe risk of loss or of damage to Governﬁent
property are ailowdble_only to the extent that the contractor
is responsible.for such loss or damage. |

contributions to a reserve for aﬁ approved self-insurance
program are allowable'tojthe extent that the types of
coverage, extent ‘of covér#ge, and the rates and premums
would have been allowed had insurancé been purchased to

cover the risks; and |

costs of insu%ancé on the lives of officers, parﬁneré, or

proprietors aré.allowable_to the extent that the inénrénce

- represents additional compensation (see (6) above),

(3) Actual losses which could have been covered by permissible insuranCQ//“K\

N

(through an approved self-insurance program or otherwise) are unallowablé unless

expressly provided for in the contract except-'

(1)

- v_ (i1).

costs incurred because of losses not covered under nominal
deductible insurance coverage prpvided in keeping with
sound business‘practice, are allowable; and |

minor losseé‘nbt covared»bybinsurance, such as spoilage, -
breakage;,and di sappearance of small hand tools, which oécur

in the ordihary course of doing business; are allowable.

(v} Indemnification includes securing the contractor against liabili-

ties to third péfsons and other losses, not compensated by insurance or otherwisé,

Thé Government is obligated to indemnify the contractor only. to the extent ex-

pressly provided for in the contragt,'except as'providgd in (a)(3) dbove.i_ /,_\g_
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(17) Interest and Other Financial Costs. Interest (however represented),‘

bond discounts, costs of financing and refinancing operations, legal and pro-'
fessional fees paid in connection with the preparation of prospectuses, costs
of preparationband issuance of stock'rights, and costs reiated‘thereto, are |
unallowable except'forvintereSt assessed byAState or local taxing authorities
under the conditions set forth in (1) below. (But see (24).)

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

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

stewards, labor management committees, employee publications, and other

related activities, are allowable.

(19) Losses on Other Contracts. An excess of costs over income under any

other contract (including the contractor's contributed portion under cost-sharing
contracts), whether such other contract is of a supply, research and development,
or other nature, is unallowaole. |

(20) Maintenance and Repair Costs.

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

property unless otherwise provided for), which neither add to the pennanent

value o£‘the property nor appreciably prolong its intended life, but keep it

in an efficient operating condition, are to be treated as follows (but see (9)) .
(1) normal maintenance and repair costs are allowable;

(ii) extraordinary'maintenance and repair costs are allowable,
provided such are allocated to the periods to which appli-~
cable for purposes of determining contract costs. (But
see ASPR 15-107.) |

(v) Expendituree for plant end equipment which, according to generally

28 :
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acoepted"acconnting principles as applied under the contractor's established
policy, should be capitalized and subjected to depreciation are allowable only
on a'depreciation basis.

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

ing and production engineering, including engineering activities in connection
with the following, are allowable:
(1) current manufacturing processes such as‘motion and time
study, methods analysis, job analysis, and tool design and
‘improvement; and |
'.V(ii) current production'problems,lsuch as materials analysis for
production suitability andjcomponent design for puréoses of f
simplifying production. | B

(22) Material Costs. : 7N

(a) Material costs include the costs of such items as raw ma.terial-s,.

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

outside or'manufactured by the contractor, and may 1nclude such collateral items

as inbound transportation and intransit insurance. In computing material costs
consideration will be given to reasonabie overruns, spoilage, or defective work |
(for correction of defective work, ‘see the provisions ‘of the contract or proposed
contract relating to inspection and correction of defective work) These costs
are alloueble subject however, to the provisions of (b) through (@) below,

(b)» Costs of material shall be suitably adjusted for applicable por=
tions of income and other credits, including available trade discounts, refunds,
rebates, aliowances, and cash discounts,'and‘credits for scrap and_ssivage and

material returned to vendors. Such income and other credits shall either be N

: credited directly to the cost of the material involved or be allocated (as

29 v : ' Tab A

(4] ) ) ) ..




Draft
27 April 1959

credits) to indirect costs. However, where the contractor can demonstrate that

failure to take cash discounts was due to reasonable circumstances, such lost _’
discounts need not be so credited. ' |
(c) ReeSOnable_ adjuétments arising from differences between periodic
physical inventeries‘ and book inventories mey be included in arriving at- costs,
provided such adjustments relate to ﬁhe perldd of performanee of the contract.
(a) When the materials are purchased specifically for and identifiaele

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

be charged to the contract., If material is issued from stores, any genezjally

reeognized method of pricing such material is ecceptable if that method is .cen'-.
sisﬁently applied and t.he results‘are equiteble. When estlmates of matenal |
costs to be incurred in the future are required, ‘either current market pr:.ce or
nticipated acquisition cost- _(vif reasonably certa}in and de‘berminable) may be
used, but the basis of ériéing must bedisclosed; |

(e) Costs of materlals, services, and supplies sold or transferred be-

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

be allowable to the extent of the lower of cost to the transferor or current mar-

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

item is i;egularly manufectured and sold by the contractor through commercial

" channels and (ii) it is the contractor's 1ong-establ:|.shed practice to price

intez\-orga.n.ization tra.nsfers at other than cost for commercial work; provided

~that the charge to the contract is not in excess of the tra.nsferor's sales

price to its most favored customer for the ,'same_ item in like quantity, or the

current market price, whichever is lower.

30 |
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A (23)”_0rganiza£ion Costs. Expenditures, such as incorporation fees, at-

torneys! fees; éccountants' fees,’brokersf fees, fees to pfomoters and organizers,
in connection with (i) organization or redrganizaﬁion of a business, or (ii)
raising capital, are unallowable (see (17) above). ‘

(24) Other Business Expensés; Included in this item are such recurring

expenses as reglstry and transfer charges resulting from changeamih ownership
of securities issued by the contractor; cost of shareholders meetings, normal

proxy solicitations, preparation and publication of feports to shareholders, -

-preparation_agd submission of required reports and forms to taxing and other

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

'The above and similar costs are allowable when allocated on an equitable b;sia,

(25) Overtime, Extra-Pay Shift and Multi-Shift Premiums, Premiums for

overtime, extra-pay shifts, and multi-shift work are aliowable to the extent
approved pursuant to ASPR 12-102.l, or authorized pursuant to ASPR 12-102.5.

(26) Patent Costs. Costs of.preparing disclosures, reports, and other
documents required by the ;oniract and of searching'the art to the extent neces- |
sary to m;ké such invention disciosures, aré allowable,  In accordance with the
clauses of £he contract relating to patenfs,.costs of preparing documénts and
.ahy §£h;r patent costs, in connection with the filing of a‘patent-application
whé;e title is conveyed to the Gb#ernmenf;kare allowaﬁle. (See also (35) and
(36) below;) L' |

| (27) Pension Plans. See (6) above.

(28) Plant. Protection Costs, Costs of items such as (i) wages, uniforms,
and equipment of personnel engaged in plant protection, (ii) dépreciatioh on
plant protection capital assets, and (iii) necessary expenses to comply with ~~
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‘:(ii) ﬂthe impact of Government contracts on the contractor's
b'bus.iness (i.e., what new problems have arisen);
' .(iii) the nature and scope of managerial services expected of
| the 'ccntractor's own oréanizations; and
(iv) whether the proportion of Govemnent work to the con-
tractor's total business is such as to influence the
contractor in favor of incurring the cost, particularly
where the services rendered are not of a continuing
nature and have little relaticnship to work under Gov-
~ ernment contracts, ,
" . Retainer fees to be allowable must be reasonzﬁ:ly snppo_rted oy evidence of bonai fide'
services available or rendered. | | . |
° (¢) Costs of legal accounting, and consulting services, and related
costs, incurred in connection with organization and reorganization, defense of
anti-trust snits, and the: prosecution of claims ageinst the Got'errment, are -
unallowable. - Costs ofllegal,' accounting, and consulting services, and related '
costs, incurred in connection with patent infringement litigation, are unallow-
able unless o